How to Set Competitive and Compliant
Government Contract Labor Rates

When | first started bidding on federal contracts, | thought | had a solid grasp on pricing. | had
run the numbers on materials, overhead, and profit margin, and | felt confident. Then the
contracting officer asked about my labor rates, and | realized | had missed something
fundamental. The way you structure government contract labor rates can make the difference
between winning a bid and getting your proposal tossed out for noncompliance. It is not just
about being competitive. It is about showing that you understand the rules.

Over the years, | have seen small businesses and even seasoned contractors stumble on this
one area. They either price too low and raise red flags about their ability to perform, or they
price too high and lose to more realistic bidders. The sweet spot requires a clear
understanding of what goes into those rates and how the government evaluates them.

What Makes Up a Labor Rate in Government Contracting

A labor rate for a government contract is not simply an hourly wage plus a markup. It includes
direct wages, fringe benefits, payroll taxes, workers' compensation insurance, general and
administrative overhead, and a reasonable profit. The government expects each of these
elements to be supported by your accounting system. If you cannot show how you arrived at a
number, the contracting officer may disallow part of your rate or reject your entire price
proposal.

| once worked with a construction firm that had a blanket rate for all electricians. The firm had
not separated the cost of health insurance or retirement contributions. When the government
audited the proposal, the auditors flagged the rate as unsupported. The contractor had to
reprice the entire bid under a tight deadline. That experience taught me that transparency in
how you build government contract labor rates is not just good practice. It is a requirement for
passing the cost or price analysis that every federal agency performs.

Conducting Market Research to Stay Competitive

Many contractors make the mistake of setting their rates based on what they want to earn
rather than what the market will bear. In government contracting, you need to know the
prevailing rates for similar work in your region. The General Services Administration publishes
rate schedules, and the Department of Labor provides wage determinations for service
contracts and construction projects. | have found that combining these public sources with
your own internal cost data gives you a realistic baseline.


https://www.apu-bookmarks.win/contract-rates

Let me give you an example. A client of mine was bidding on an IT support contract for a
federal agency. He had been charging commercial clients $150 an hour. But when he looked at
the GSA schedule for similar labor categories, the rates for network engineers were closer to
$110 an hour. He could have bid $150 and hoped the agency saw value, but the contracting
officer would have compared his rate to the schedule and assumed he was overpriced. Instead,
he adjusted his labor costs downward by reducing his overhead allocation and still made a
reasonable profit. He won the contract.

That is the kind of judgment that comes from understanding how government contract labor
rates are benchmarked. It is not about lowballing. It is about aligning your costs with what the
government considers fair and reasonable.

Cost Reimbursement vs. Fixed Price: How the Rate Differs

The type of contract you are bidding on changes how you think about labor rates. On a firm-
fixed-price contract, the government cares about the total price, not the individual components.
You can set your labor rates however you want, as long as the total is competitive. But on a
cost-reimbursement contract, the government will scrutinize every element of your rate. You
must prove that your direct labor hours are necessary and that your indirect costs are allocated

properly.

| have seen contractors treat all contracts the same way, using a single set of rates for
everything. That can work for fixed-price work, but it creates problems when you move into
cost-reimbursable environments. The government will ask for detailed breakdowns of how you
calculated your fringe benefits and overhead. If your rates are not built on actual historical
costs, you could end up with a disallowed cost that cuts into your profit. It is safer to maintain
separate rate structures or at least maintain a well-documented cost accounting system that
can produce the required support.

Common Pitfalls When Setting Labor Rates

One of the most frequent issues | encounter is contractors who include too much indirect cost
in a single rate. They lump together rent, utilities, office supplies, and administrative salaries
without any allocation method. When the government asks for the basis of that allocation, the
contractor cannot explain it. The result is a rate that looks inflated or, at worst, unallowable.

Another pitfall is failing to update rates regularly. Labor costs change every year. Wages go up,
insurance premiums rise, and overhead shifts. If you use rates from three years ago, you may
be underbidding and losing money on every hour worked. Or you may be overbidding and
losing contracts you could have won. | recommend reviewing your rates at least annually and
whenever your cost structure changes significantly.



How to Avoid These Issues

 Build your rates from actual payroll and expense data, not estimates.
¢ Document every component: direct labor, fringe, overhead, and profit.

¢ Use a consistent allocation base for indirect costs, such as total direct labor dollars or
total direct labor hours.

e Compare your rates against public sources like GSA schedules and wage
determinations.

 Update your rates at least once a year or after any major cost change.

These steps may seem basic, but | have seen large companies skip them and pay the price
during audits. A well-documented rate structure also makes it easier to respond to requests for
information during the evaluation period.

The Role of Software and Tools

| have used spreadsheets for years, and they work fine for small businesses with a handful of
labor categories. But as you grow, the complexity increases. There are now tools designed
specifically for government contractors that help you build, track, and update your rates. They
can pull in labor cost data, apply overhead rates automatically, and generate the kind of
supporting schedules that auditors want. Some tools even integrate with your accounting
system so your rates reflect real costs, not guesses.

Using such a tool does not guarantee you will set the perfect rate, but it reduces the risk of
errors and omissions. | have seen contractors reduce their proposal preparation time by half
after adopting a dedicated pricing tool. That time savings alone can make a difference when
you are competing against larger firms with dedicated pricing teams.

How to Present Your Rates in a Proposal

When you submit a proposal, the way you present your labor rates matters. Do not just list a
single number. Break it out into direct labor, fringe benefits, overhead, and profit. Show the
calculation. If you have a basis of estimate document that explains how you arrived at each
component, include it or offer it upon request.

| remember one proposal where the contracting officer asked for a cost breakdown and the
contractor sent a one-line spreadsheet with total hours and a rate. The officer rejected the
proposal as insufficiently detailed. The contractor had to revise and resubmit, losing several
days. Had the contractor included a proper breakdown from the start, the evaluation would
have moved faster.



Another tip: if your rates are higher than the government's benchmark, explain why. Maybe you
use a higher-skilled workforce, or your location has higher wages. A brief note in the proposal
can preempt questions and show that you have done your homework.

Staying Compliant as Rules Change

The Federal Acquisition Regulation changes over time, and so do the cost accounting
standards that apply to government contracts. What was acceptable five years ago may not be
acceptable today. For example, the treatment of paid time off and holiday pay has shifted in
some agencies. | make it a habit to attend webinars and read updates from the Defense
Contract Audit Agency and the Office of Federal Procurement Policy.

Staying current is especially important if you do business with multiple agencies. Each agency
may have its own interpretation of allowable costs. The good news is that once you have a
solid system for building your rates, adjusting to new rules is mostly a matter of updating your
assumptions and documentation.

Final Thoughts

Setting the right government contract labor rates is a balancing act. You need to be
competitive enough to win, but careful enough to stay compliant and profitable. The
contractors who succeed are the ones who treat rate setting as a discipline, not an
afterthought. They invest time in understanding their own costs, they benchmark against the
market, and they document everything. If you are just starting out, or if you have been using the
same rates for years, now is a good time to review your approach. A little effort on the front
end can save you from costly mistakes and open the door to more contract wins.



