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Tax Free Profit for Federal Contractors: a Law Student Discovers a Loophole 

By Andrew Strelka* 

 

 

Before coming to law school, I worked for a large federal contractor, calculating the price 

we would bid to the government during contract negotiations. One item I was always directed to 

include in our price was a “cost” called Facilities Capital Cost of Money (“FCCOM,” 

pronounced “fick-um.”) Even though I was the one ultimately responsible for the price, I never 

quite understood what the FCCOM subsidy was or why we included it, I only knew that we 

could. It wasn’t until several years later that I began to question its legitimacy.  

After many hours of research, several FOIA requests, an administrative appeal, and an 

analysis of over a hundred annual reports, I can conclusively state that FCCOM provides federal 

contractors with a tax windfall that produces an enormous amount of forgone tax revenue. 

Through this loophole, contractors can effectively paint a certain amount of earned profit as 

FCCOM and receive a tax deduction. This article reveals how the FCCOM tax loophole was 

created, how it functions, and seeks to notify Congress and tax professionals of its existence. 

 

Introduction 

 In the 1970’s the United States was subject to double-digit inflation and 12% prime 

interest rates.1 While consumers struggled with a deteriorating currency, the federal government 

began to have a hard time finding contractors. Several studies showed an outdated and shrinking 

defense industrial base because federal contractors were earning a lower return on invested 

                                                 
*Andrew Strelka is a J.D. Candidate, Class of 2008, American University Washington College of Law. 
1 See HOWARD W. WRIGHT & JAMES P. BEDINGFIELD, GOVERNMENT CONTRACT ACCOUNTING 248 (1979). 
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capital from their government work than from their commercial work, drawing investment 

dollars away from defense oriented facilities.2 As a result, in 1976 the government body that 

oversees federal contractor accounting, the Cost Accounting Standards Board (“CASB”), enacted 

Cost Accounting Standard 414 (“CAS 414”) which introduced and established Facilities Capital 

Cost of Money as an allowable contract cost.3 

 FCCOM attempted to “even out” the supposed difference between the return on investing 

money in federal contracting facilities versus facilities for commercial business purposes. 

Through FCCOM, contractors could receive a payment from their government customers based 

on how much money they had invested in federal contracting facilities. This payment was 

supposed to represent the capital cost or time value of investing money in those federal 

contracting facilities.  

To actually calculate time value of money for a given investment amount, the contractor 

would somehow need to forecast the difference in return between investing the amount in 

commercial facilities versus federal contracting facilities. This would no doubt be difficult 

without cumbersome data sets allowing analysts to forecast future returns with some certainty. 

CAS 414 sidestepped such burdensome calculation methods by allowing the contractor to merely 

estimate the time value of money by multiplying the investment amount by a rate supplied by the 

Treasury.4 Contractors would then receive the FCCOM subsidy by including this estimated time 

value of money in their total contract costs to the government.  

                                                 
2 See FAA, Pricing Handbook § 11.1, (Jan. 1, 2007), available at http://fast.faa.gov/pricing/98-30C11.htm. It’s 
important to note that profit amounts are highly regulated in federal contracting. Whereas a commercial firm might 
respond to high inflation by increasing their profit margin on goods sold, a federal contractor is limited to the fee 
percentage they can charge the government. For example, 10 U.S.C. § 2306(d) (2000) allows a maximum fee of 
15% on only the riskiest of experimental cost-plus contracts. Otherwise, a contractor’s fee is generally capped at 
10%.  
3 See id.; WRIGHT & BEDINGFIELD, supra note 1. 
4 How contractors calculate FCCOM is discussed further in this article. See generally FAA, Pricing Handbook § 
11.1, (Jan. 1, 2007) (discussing the opportunity cost of facility investment). 
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The CASB defined FCCOM as a cost despite the look and feel of a subsidy. Keep in 

mind that dollars invested by the contractor in facilities are already included in overhead charges 

to the government. The actual cost of the facility is already paid for. FCCOM acted merely as an 

“incentive” to invest in such facilities. For example, assuming the December 2006 Treasury rate 

of 5.75%, a contractor who invested $100 in facilities for an ongoing federal contract and 

charged a 10% fee, would receive from the government a payment of $110. This payment is 

made up of $100 for facility overhead costs, $4.25 for profit, and $5.75 for FCCOM.5 This 

article focuses on the treatment of that $5.75. 

Briefly stated, in a world without FCCOM, the contractor would have received $100 for 

facility overhead costs and $10 for profit. Under a 1997 amendment to the Federal Acquisition 

Regulations (“FAR”), for every dollar of FCCOM that is billed, the profit amount is reduced. 

Ceteris paribus, the contractor receives the same total payment regardless of whether FCCOM is 

billed or not. The contractor is rewarded for billing FCCOM however, as the $5.75 FCCOM 

subsidy, may be deducted as a business expense.  

 This article will show that allowing contractors to receive a tax windfall through FCCOM 

was never an expressed purpose of CAS 414 and no case or statute exists which specifically 

states that FCCOM is to be received tax-free. Despite this, each year millions of dollars in tax 

revenue are forgone. Through several Freedom of Information Act (“FOIA”) requests with the 

Office of Management and Budget (“OMB”) and the Defense Contract Audit Agency 

(“DCAA”), I have discovered that it is unlikely any record is being kept of how much money the 

government pays each year in FCCOM or how much is paid per contractor. A complete record of 

my FOIA history with DCAA and OMB is available at 

http://www.taxinglifeinsurance.com/FCCOM 
                                                 
5 The profit amount and the FCCOM subsidy, when added together, equal 10% of the contract costs. 
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 Because of this lack of accountability, I conducted a study to estimate the FCCOM 

subsidy received by 52 federal contractors in government fiscal year 2005 (“GFY 2005”). This 

article analyzes the results of this study and reveals that in GFY 2005, the sample firms could 

have billed over $246 million in FCCOM subsidy.  

As previously mentioned, a 1997 amendment to the FAR has nullified any substantive 

benefit from the FCCOM subsidy. For every dollar of FCCOM received by the contractor, profit 

payments from the government are commensurately reduced. Unbelievably, after the adoption of 

this amendment, the tax loophole was not closed but seemingly bolstered by Treasury. Even 

though the contractor receives the same amount of revenue regardless of whether FCCOM is 

billed, if the contractor chooses to receive FCCOM instead of solely profit, a certain amount of 

profit dollars are treated as FCCOM and the contractor is allowed a tax deduction. Assuming a 

corporate tax rate of 35%, my study of 52 contractors produced a possible $86 million in forgone 

taxes in GFY 2005. 

 Because of the current tax loophole, the FCCOM subsidy allows contractors to receive a 

portion of their profit tax free. 

 

Background 

I.   THE ORIGIN OF CAS 414 

 The enactment of the FCCOM subsidy was a reaction to the high inflation and prime 

interest rates of the 1970’s. Under CAS 409, federal contractors were depreciating tangible assets 

based on historical costs.6 Under the prevailing interest and inflation rates however, this policy 

                                                 
6 WRIGHT & BEDINGFIELD, supra note 1. 
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led to ineffective results.7 The CASB determined that payouts to contractors had to be increased 

if contractors were to remain financially sound, and since the CASB only has authority over the 

allowability of costs and cannot adjust profit levels, it decided to increase costs.8  

 The CASB maintains the Cost Accounting Standards, a subset of the FAR that govern 

uniformity and consistency in the measurement, assignment, and allocation of costs to 

government contracts.9 In 1975, the CASB officially proposed the idea of a new cost accounting 

standard via publication in the Federal Register:  

Accounting for costs under inflationary conditions has been a 
matter of concern to the CASB for some time. The Board has 
determined that affirmative action should be taken now to 
recognize the impact of inflation on contract cost.10 

 
 The CASB proposed two solutions to combat inflation: (1) adjusting historical 

depreciation by indexing for inflation or (2) allowing a capital cost that covered the impact of 

inflation and the time value of money. The latter solution would later evolve into FCCOM: 

The Board has authorized a staff project for the development of a 
possible Cost Accounting Standard to deal with the imputed cost of 
capital. Such a Standard will, in all probability, involve 
identification of assets, including depreciable assets, related to the 
performance of negotiated contracts. The recognition of capital 
cost could be on the basis of asset acquisition costs, on the basis of 
the current purchasing power equivalent of those costs, or on the 
basis of replacement values. The interest rate used in recognizing 
the contract cost of capital employment could be designed to cover 
the impact of inflation as well as the time value of money. The 

                                                 
7 Id. See ACCOUNTING GOVERNMENT CONTRACTS - COST ACCOUNTING (MB) 1-23, at § 23.01 (2006). (“Recovery of 
depreciation was not sufficient motivation for contractors to invest in new facilities, whether to bring in new 
technology or simply to replace the old with something new and better.”). 
8 Id. The CASB’s lack of authority to adjust profit levels is discussed further in this article. 
9 The FAR receives its statutory authority from the Office of Federal Procurement Policy Act of 1974, Pub. L. 93-
400, 88 Stat. 796 (codified as amended at 41 U.S.C. § 433 (2000)). It is prepared, issued, and maintained by DOD, 
GSA, and NASA under their specific statutory authorities. The FAR is published under title 48 of the Code of 
Federal Regulations with chapter 99 being devoted to the Cost Accounting Standards. For example, the language 
“FAR part 9904” is indicative of 48 C.F.R. § 9904 (2007). 
10 CASB Historical Depreciation Costs for Inflation, 40 Fed. Reg. 47517 (Oct. 9, 1975). 
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Board could, in other words, include recognition of the impact of 
inflation in a provision for capital cost recognition.11 

 
 The CASB received over 90 comments regarding the two proposals, and in March 1976, 

revealed in the Federal Register that it was abandoning the proposal to adjust depreciation for 

inflation and instead would seek to enact FCCOM.12 The announcement detailed the calculation 

methods and payment procedures for FCCOM and again asked for comments. 

 Finally, in June 1976, the CASB adopted FCCOM as a new cost accounting standard and 

published CAS 414 which has remained virtually unchanged since its original publication.13 In 

its announcement, the CASB summarized the comments it received regarding FCCOM and 

succinctly stated the biggest argument against FCCOM: that if contractors need more money to 

remain solvent they should increase their profit margins. 

Commentators who represented contractors and the accounting 
profession tended to favor the proposal, while those who 
represented some Government agencies were opposed. 
Government representatives were joined by some other 
commentators who expressed the belief that the cost of money as 
an element of the cost of capital committed to facilities should 
remain, explicit or otherwise, a consideration in determining 
contract profit compensation, rather than be treated as an element 
of cost.14 

 
 The comments directing the CASB to keep cost of money as a consideration in 

negotiating profit echo the thesis of this article, that FCCOM is essentially another way for 

                                                 
11 Id. 
12 See CASB Cost of Money as an Element of the Cost of Facilities Capital, 41 Fed. Reg. 9562 (Mar. 5, 1976). The 
proposal to adjust depreciation for inflation was referred to as CAS 413. A FOIA request is currently pending with 
OMB concerning the details of the received comments and the decision to abandon CAS 413. See WRIGHT & 
BEDINGFIELD, supra note 1 (“CAS 413 would have applied the gross national product deflator to increase 
depreciation based on historical costs. CAS 413 was abandoned by the CASB before promulgation, primarily 
because of political opposition from Congress.”). 
13 Compare CASB Cost of Accounting Standard – Cost of Money as an Element of the Cost of Facilities Capital, 41 
Fed. Reg. 22241 (June 2, 1976), with CASB Cost of Accounting Standard – Cost of Money as an Element of the 
Cost of Facilities Capital 48 CFR § 9904.414 (2007). 
14 CASB Cost of Accounting Standard – Cost of Money as an Element of the Cost of Facilities Capital, 41 Fed. Reg. 
22241 (June 2, 1976). 
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contractors to receive profit. The CASB seemed to ignore this argument and merely stated, “The 

cost to be measured, even though imputed, is real and is relevant for contract costing,” and 

“contract costs currently do not include any measurement of the cost of money, which is 

undeniably a cost related to contract performance.”15  

Through these words, the CASB exercised their authority to make and promulgate cost 

accounting standards, essentially “inventing” a new and allowable cost.16 In order to understand 

what it means for the CASB to designate FCCOM as an allowable cost, a brief overview of 

federal contract costs is necessary. 

II.   ALLOWABILITY 

Whether a cost element can be billed under a cost reimbursable contract or included in 

the price of a fixed-price contract depends on whether the cost is allowable. Generally, 

allowability is based on whether the cost is reasonable and allocable.17 A cost is reasonable if, in 

its nature and amount, it does not exceed that which would be incurred by a prudent person in the 

conduct of competitive business.18 To be allocable, a cost does not need to fall directly under the 

performance of a contract. It is allocable if it is incurred specifically for the contract, benefits 

both the contract and other work, or is merely necessary to the overall operation of the business 

although a direct relationship to any particular cost objective cannot be shown.19 

                                                 
15 Id. 
16 See infra note 40 and accompanying text for discussion on the CASB’s authority to create cost accounting 
standards.  
17 See 48 C.F.R § 31.201-2 (2007); Bill Strong Enterprises v. Shannon, 49 F.3d 1541, 1549 (Fed. Cir. 1995) 
(“Benefit to the contract purpose, whether in its work performance or administration, is therefore a prerequisite for 
allowability.”). Note that this case has been subsequently overruled by Reflectone v. Dalton, 60 F.3d 1572 (Fed. Cir. 
1995) with regards to what constitutes a claim under the Contract Disputes Act. See also CHARLES TIEFER & 
WILLIAM SHOOK, GOVERNMENT CONTRACT LAW 179 (2d ed. 2004).  
18 48 C.F.R. § 31.201-3 (2007). See TIEFER & SHOOK, supra note 17, at 221 (“As a practical matter, the Government 
has had relatively little success in disallowing costs solely on the basis of unreasonableness.”). 
19 48 C.F.R. § 31.201-4 (2007). 
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 Performing a grounds-up reasonability and allocability test on FCCOM is usually not 

necessary as the FAR, through the enactment of CAS 414, expressly directs contractors to its 

allowability: 

52.215-16 Facilities Capital Cost of Money  
(a) Facilities capital cost of money will be an allowable cost under 
the contemplated contract, if the criteria for allowability in FAR 
31.205-10(b) are met. One of the allowability criteria requires the 
prospective Contractor to propose facilities capital cost of money 
in its offer. 
(b) If the prospective Contractor does not propose this cost, the 
resulting contract will include the clause Waiver of Facilities 
Capital Cost of Money.20 
 

 Through the above provision, FCCOM actually receives less scrutiny regarding 

allowability than that of other cost elements.21 FAR part 52.215-16 states that as long as FCCOM 

is allowable under FAR part 31.205-10, then a contractor simply needs to include it in their bid 

in order to bill for it later.  

FAR part 31.205-10 is slightly more detailed in its requirements for allowability and 

states three requirements that must be met for FCCOM to be allowable.22 The first requirement is 

that FCCOM must be calculated and allocated in accordance with FAR part 9904.414, which is 

detailed in the next section of this article.23  

The second requirement provides limits on the capital asset’s value for FCCOM 

calculation when business combinations are present.24 A tangible capital asset’s value, when the 

purchase method of accounting for a business combination is used, is limited to the purchase 

                                                 
20 48 C.F.R. § 52.215-16 (2007).  
21 Specific determinations of cost element allowability typically involve analysis of industry precedent and case law. 
FCCOM however enjoys the honor of being expressly allowable in the FAR.  
22 See 48 C.F.R. § 31.205-10(b) (2007). 
23 See 48 C.F.R. § 31.205-10(b)(1) (2007). FAR part 9904.414 is to be used in calculating and allocating the 
FCCOM base but if the capital asset is under construction, separate guidance is provided under part 9904.417. 
24 See 48 C.F.R. § 31.205-10(b)(2) (2007). 
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price of the asset and costs necessary to prepare the asset for use.25 Intangible capital asset value 

is limited to the total of the amounts that would have been allowed had the business combination 

not taken place.26 

The third and final requirement for allowability mirrors FAR part 52.215-16: the 

calculated FCCOM amount must be specifically identified and proposed in the contractor’s cost 

proposal.27 It follows then that aside from incorrectly computing it, the only bar to a federal 

contractor’s privilege to receive FCCOM is if the contractor failed to include it in their offer to 

the government.28  

III.   CALCULATION AND BILLING 

Through CAS 414, FCCOM is an allowable cost if the contractor identifies and correctly 

calculates it in its cost proposal. FAR part 9904.414 instructs contractors on how to calculate the 

subsidy.29 Essentially, the contractor first computes the investment base from their accounting 

data.30 This base would generally include fixed assets that give rise to depreciation, a warehouse 

for example, and also any costs of land.31 The base should include assets that are “used in the 

contractor’s regular business activities.”32 The Contract Audit Manual, an instructional guide for 

federal auditors published by DCAA, states that assets held for speculation, facilities considered 

                                                 
25 See id. This section references FAR part 9904.404-50 which provides detailed guidance on tangible asset 
valuation when business combinations are present.  
26 See id. 
27 See 48 C.F.R. § 31.205-10(b)(3) (2007). 
28 See Timothy J. Pendolino et al., 1995 Contract Law Developments--The Year in Review, 3 ARMY LAW. 68 (Jan. 
1996) (“Under the FAR, the board ruled that the requirement that a prospective contractor propose FCCOM to avoid 
waiving it is contingent on the applicability of cost principles for contracts with commercial organizations. If a 
prospective contractor fails to identify or propose FCCOM in a proposal for a contract that will be subject to the cost 
principles for contracts with commercial organizations, FCCOM will not be an allowable cost in any resulting 
contract.”). 
29 See 48 C.F.R. § 9904.414 (2007). 
30 See 48 C.F.R. § 9904.414-50(a) (2007). 
31 See ACCOUNTING GOVERNMENT CONTRACTS - COST ACCOUNTING (MB) 1-23, at § 23.04 (2006). 
32 48 C.F.R. § 30.414 APPENDIX A (2007). See ACCOUNTING GOVERNMENT CONTRACTS - COST ACCOUNTING 
(MB) 1-23, at § 23.04 (2006). 
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idle, assets under construction for a contractor’s own use, 

and assets that have not yet been put into service are not 

considered as being “used in the contractor’s regular 

business activities.”33 

 After the investment base is calculated, it is 

multiplied by the cost of money rate as specified by 

Treasury to arrive at the contractor’s FCCOM.34 Treasury publishes its cost of money rate twice 

a year and fig. 1 shows the rates from the last ten years.35 The rate is also referred to as the 

Renegotiation Board Rate or the Prompt Payment Rate.36 

 So far this may seem relatively simple, but in reality it can get complicated quickly. It 

would be rare for a large contractor to have one facility completely dedicated to one contract. 

Because a facility may be devoted to several contracts at one time, facility costs are allocated 

proportionally to different contracts. Since each contract requires its own FCCOM base for 

subsidy calculation purposes,37 contractors need to keep track of exactly how much of a facility 

is devoted to each contract.  

To accomplish this task, contractors generally include FCCOM in their allocated facility 

overhead rates and calculate the FCCOM base as a percentage of the amount of facility overhead 

                                                 
33 DCAA, Contract Audit Manual § 8-414.2, (Aug. 26, 2006). See ACCOUNTING GOVERNMENT CONTRACTS - COST 
ACCOUNTING (MB) 1-23, at § 23.04 (2006). But see Appeal of Raytheon Company 88-3 B.C.A. (CCH) P20,899 
(ASBCA 1988) (allowing contractor to include the costs for an unused and undeveloped tract of land in their 
FCCOM calculations); Appeal of Gould Defense Systems, Inc. 84-3 B.C.A. (CCH) P17,666 (ASBCA 1984) 
(allowing inclusion of goodwill in the investment base for purposes of calculating FCCOM, so long as the goodwill 
was correctly amortized under a legitimate amortization policy).  
34 See 48 C.F.R. § 9904.414-50(c)(3) (2007). 
35 This data subset comes from DCAA, Contract Audit Manual § 8-414.2(a), (Aug. 26, 2006) which lists the 
semiannual cost of money rates from years 1982 through 2006. 
36 See WRIGHT & BEDINGFIELD, supra note 1. Also, the rate is available from the Treasury’s website at 
http://www.fms.treas.gov/prompt/rates.html.  
37 See 48 C.F.R. § 9904.414-50(c)(1) (2007). 

  January-
June Cost 
of Money 

Rate 

July-
December 

Cost of 
Money Rate 

1997 6.38% 6.75% 
1998 6.25% 6.00% 
1999 5.00% 6.50% 
2000 6.75% 7.25% 
2001 6.38% 5.88% 
2002 5.50% 5.25% 
2003 4.25% 3.13% 
2004 4.00% 4.50% 
2005 4.25% 4.50% 
2006 5.13% 5.75% 
Fig. 1     
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dollars allocated to a specific contract.38 Form CASB CMF (Cost Accounting Standards Board 

Cost of Money Factor), mentioned in FAR part 9904.414, is a worksheet that assists the 

contractor in calculating FCCOM given several different overhead pool allocations.39 

 

Analysis 

I. THE LOOPHOLE 

When FCCOM was enacted, a tax loophole and a mechanism to constructively increase 

profit sprung into existence. Apart from possible findings in pending FOIA requests to Treasury, 

IRS, and OMB, I can find no indication that the tax loophole was anticipated. 

During the rampant inflation of the 1970’s, the CASB set out to increase contractor 

returns on investment in federal contracting facilities. It did so by creating a cost for time value 

of money through CAS 414. Alternatively, the return on facilities could have been increased by 

allowing contractors to include more profit in their contracts, but due to a lack of authority, this 

was something the CASB could not directly do. 

The CASB received its authority under a 1972 amendment to the Defense Production Act 

of 1950 which states that the “Board shall have the exclusive authority to make, promulgate, 

amend, and rescind cost accounting standards and interpretations thereof designed to achieve 

uniformity and consistency in the cost accounting standards governing measurement, 

assignment, and allocation of costs to contracts with the United States.”40 The CASB controls the 

world of costs but has no authority to adjust profit margins.  

                                                 
38 See DCAA, Contract Audit Manual § 8-414.1, (Aug. 26, 2006) (“The cost of money is an imputed cost which is 
identified with the total facilities capital associated with each indirect cost pool, and is allocated to contracts over the 
same base used to allocate the other expenses included in the cost pool.”). 
39 See 48 C.F.R. § 9904.414-60 (2007); Form CASB CMF, http://fast.faa.gov/docs/forms/Temp32.doc (last visited 
Jan. 19, 2008).  
40 41 U.S.C. § 422(f)(1) (2000). The 1972 amendment to the Defense Production Act can be found at 91 P.L. 379, 
84 Stat. 796. 
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Lacking the authority to directly increase profit levels, the solution the CASB crafted to 

increase contractor returns involved moving something that was normally part of profit margins 

(time value of money) out of profit and into cost by separately identifying and declaring it a cost. 

After the adoption of CAS 414 however, the limits on contactor profit margins remained the 

same41 and a mechanism to constructively increase profit was born.  

Until September 1997, contractors could constructively increase profit by billing the 

government for the FCCOM subsidy.42 The contractor essentially received money for a non-

incurred cost that was separate from the negotiated profit amount. This can be illustrated by 

looking at a contractor’s effective profit before and after the adoption of CAS 414.  

Consider a contractor that in January 1997 invested $100 in facilities for an ongoing 

federal contract and charged the maximum fee of 10%.43 Before CAS 414, this contractor would 

have received from the government a payment of $110. Any return on the facility investment 

would have been a component of the $10 in profit received by the contractor. After the adoption 

of CAS 414 however, this contractor would have received $100 for the facility overhead costs, 

$10 in profit, and $6.38 in FCCOM subsidy (using the January 1997 Treasury rate of 6.38%). 

Even though the contractor only incurred $100 in costs and charged a 10% fee, the combination 

of applied fee and FCCOM produced an “effective fee” of 16.38%. Through FCCOM, the 

contractor received an effective fee that was higher than the actual fee allowed by law.  

It is important to note that the above scenario involved a contractor only billing for 

facility overhead. This was done to show the pre-September 1997 impact FCCOM had on federal 

                                                 
41 See supra note 2.  
42 This profit expanding attribute of FCCOM was nullified by the agencies that manage the FAR in 1997. How this 
was accomplished is discussed in the next section.  
43 Generally, contractors are capped at charging a fee of 10% per 10 U.S.C. § 2306(d) (2000). The FAR allows 
higher fee percentages when the contractor assumes more contract risk. See supra note 2. Fee percentages are 
applied to total contract cost. For example, a contractor bidding a 10% fee on a contract with a total cost of $100 
would bid a price of $110. 
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contracts that included charges for facilities. The impact of FCCOM to constructively increase 

profit diminished when the ratio of facility costs to other contract costs was reduced. For 

example, the effect of FCCOM on a contractor that charged 10% fee on a contract that consisted 

of $1,000,000 in labor and $1,000 in facilities would have been almost undetectable.44 

For contracts composed of mostly facility costs however, without a commensurate 

reduction on the contractor’s proposed fee percentage, contractors could turn a higher effective 

profit by billing for FCCOM. Despite the CASB’s lack of authority to adjust profit levels, 

through CAS 414 a constructive increase in profit was enacted. 

The tax loophole is slightly more complex and still remains a viable tax strategy.45 

During its publication in the Federal Register, no mention was made concerning the tax 

treatment of FCCOM. The tax code also does not specifically address FCCOM, but through the 

interplay of two sections of the code, contractors are free to deduct the FCCOM subsidy. 

Section 162 allows businesses and individuals to deduct the ordinary and necessary 

business expenses incurred in a trade or business.46 Even though the CASB has designated 

FCCOM as a cost, because of its subsidy-like nature it would seem almost overly aggressive for 

a contractor to deduct it under § 162 without the code specifically designating FCCOM as a cost 

or business expense as well.  

Recognition of FCCOM as a business expense comes from § 460. This section, which 

lists special rules for long-term contracts and covers allocating costs to a contract, seems to let 

FCCOM slip through as a cost: 

                                                 
44Before CAS 414, the contractor in this example would earn $100,100 in fee (10% of total cost). After adoption of 
CAS 414 and assuming the January 1997 Treasury rate of 6.38%, FCCOM would have increased the effective fee 
from 10% to only 10.006374%. Because FCCOM only applies to facility costs, the less facility costs made up the 
total contract cost, the less impact FCCOM would have on total profit. 
45 How the tax loophole has remained intact is discussed further in this article. 
46 See I.R.C. § 162(a) (2000); Treas. Reg. § 1.162-1 (2007); BORIS I. BITTKER & JAMES S. EUSTICE, FEDERAL 
INCOME TAXATION OF CORPORATIONS AND SHAREHOLDERS P 5.03[1] (7th ed. 2006). 
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(c) Allocation of costs to contract  
(1) Direct and certain indirect costs  
In the case of a long-term contract, all costs (including research 
and experimental costs) which directly benefit, or are incurred by 
reason of, the long-term contract activities of the taxpayer shall be 
allocated to such contract in the same manner as costs are allocated 
to extended period long-term contracts under section 451 and the 
regulations thereunder.  
(2) Costs identified under cost-plus and certain Federal contracts  
In the case of a cost-plus long-term contract or a Federal long-term 
contract, any cost not allocated to such contract under paragraph 
(1) shall be allocated to such contract if such cost is identified by 
the taxpayer (or a related person), pursuant to the contract or 
Federal, State, or local law or regulation, as being attributable 
to such contract.47 

 
Paragraph (1) of this subsection directs taxpayers how to allocate certain incurred costs 

under a long-term contract.48 Generally a long-term contract is any contract for the building, 

installation, or construction of property where the contract is not completed within the tax year in 

which it is entered into.49 Paragraph (2) is more pertinent however as it pertains to federal 

contracts and its broad language provides contractors the means with which to deduct FCCOM.50  

At first glance, this paragraph seems merely to provide accounting allocation instructions 

like paragraph (1). Of crucial significance is that the paragraph relies on federal, state, and local 

regulations to state what costs can and cannot be attributable to a contract. In the federal 

contracting world this is the FAR, and as previously mentioned, the FAR (through CAS 414) 

clearly states that the FCCOM subsidy is an allowable cost.51 Through this paragraph, an amount 

                                                 
47 I.R.C. § 460(c) (2000) (emphasis added). 
48 This paragraph steers the taxpayer to § 451 which covers the general rules for taxable year of inclusion. For 
contracts entered into before March 1, 1986, accounting for long-term contracts was primarily governed by § 451, 
however Treas. Reg. § 1.451-3 which set forth the rules for such contracts, was removed on January 10, 2001 by 
T.D. 8929.  Now, accounting for long-term contracts is primarily governed by Treas. Reg. § 1.460.  See T.D. 8929, 
2001-1 C.B. 756; 7 CCH Standard Federal Tax Reporter 21,009.47 (2003). 
49 See I.R.C. § 460(f) (2000); Treas. Reg. § 1.460-1(b)(1) (2007). 
50 A federal long-term contract is any long-term contract to which the United States (or any agency or 
instrumentality thereof) is a party. See I.R.C. § 460(d) (2000). 
51 See supra notes 20-28 and accompanying text.  
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representative of the time value of money invested in contracting facilities, a previous 

component of profit,52 is free to be deducted under § 162 by federal contractors. 

 Notwithstanding the connection between §§ 162 and 460, I can offer no direct evidence 

that federal contractors are taking full advantage of this deduction. There is a dearth of case law 

or any other published sources on the matter which may be indicative of either contractors failing 

to take the deduction or IRS not challenging it. Despite the lack of judicial precedent, the next 

two sections of this article bring up the possibility that the deduction does indeed occur and 

Treasury has legitimized it.    

II. GSA, NASA, AND DOD FIX THE PROFIT LOOPHOLE 

 In 1997, the agencies that manage the FAR (GSA, NASA, and DOD) ended FCCOM’s 

ability to constructively increase profit by adopting an amendment that included a reduction in 

profit: “Before the allowability of facilities capital cost of money, this cost was included in 

profits or fees. Therefore, before applying profit or fee factors, the contracting officer shall 

exclude any facilities capital cost of money included in the cost objective amounts.”53 

 The CASB, through CAS 414, had moved FCCOM from profit to cost. Through this 

simple and direct amendment to the FAR however, FCCOM would still be a cost but it would be 

at the expense of profit: the government official overseeing the bid negotiation would now 

simply subtract the contractor’s proposed FCCOM amount from their proposed profit. The 

contractor that billed $6.38 in FCCOM and $10 in profit would now receive $6.38 in FCCOM 

                                                 
52 As previously mentioned, time value of money and return on facilities used to be components of a contractor’s 
proposed profit figure. The agencies that manage the FAR have acknowledged this. See Federal Acquisition 
Regulation; Part 15 Rewrite: Contracting by Negotiation; Competitive Range Determinations, 62 Fed. Reg. 26640, 
26659 (May 14, 1997) (“Before the allowability of facilities capital cost of money, this cost was included in profits 
or fees.”). 
53 Id. 
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subsidy and only $3.62 in profit, for a total payment of $10. In terms of profit, this is the same 

result as if FCCOM had never been proposed in the first place.  

 This amendment was adopted without change and effectively nullified the substantive 

benefit of FCCOM.54 For reasons not expressed in the agencies’ Federal Register publications, 

the agencies decided to sidestep the CASB and CAS 414 by making FCCOM a zero sum game. 

The only thing remaining to completely offset FCCOM was to update the tax law so that 

contractors would be unable to use §§ 162 and 460 to take a deduction. 

III. TREASURY KEEPS THE TAX LOOPHOLE SAFE 

  In 1999, Treasury published proposed regulations concerning § 460 in the Federal 

Register and asked for comments.55 Included in the proposed regulations was a clause that gave 

special instructions for federal contracts. If Treasury was going to close the FCCOM tax 

loophole, this would have been a great place to do it. 

(iv) Costs identified under cost-plus long-term contracts and 
federal long-term contracts. To the extent not otherwise allocated 
to the contract under this paragraph (b), a taxpayer must allocate 
any identified costs to a cost-plus long-term contract or federal 
long-term contract (as defined in section 460(d)). Identified cost 
means any cost, including a charge representing the time-value 
of money, identified by the taxpayer or related person as being 
attributable to the taxpayer's cost-plus long-term contract or federal 
long-term contract under the terms of the contract itself or under 
federal, state, or local law or regulation.56 

 
 The language in this proposed regulation is astounding. It seems to reference FCCOM as 

being an actual cost through the use of the phrase “time-value of money.” Keep in mind that the 

phrase “time-value of money” is the generic term for FCCOM used by the CASB when it 

                                                 
54 See Federal Acquisition Regulation; Part 15 Rewrite: Contracting by Negotiation; Competitive Range 
Determinations, 62 Fed. Reg. 51224 (Sept. 30, 1997). The current regulation can be found at 48 C.F.R. § 15.404-4 
(2007). 
55 See Accounting for Long-Term Contracts, 64 Fed. Reg. 24096 (May 5, 1999). 
56 Id. at 24100 (emphasis added). 
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originally proposed the subsidy.57 Of all the myriad costs this regulation could have mentioned in 

its example of an identified cost (overhead, materials, labor, travel, general & administrative, 

etc.), the drafters, without explanation in the regulation, reinforced the tax loophole that had been 

operating for the last two decades. 

 After receiving eleven comments, none of which concerned FCCOM, the Treasury 

published the regulation as final in January of 2001.58 The clause mentioning “time-value of 

money” remained unchanged.59 Through this regulation, a non-Congressionally enacted subsidy 

(which no longer provided any substantive benefit) for federal contractors seems to have been 

expressly blessed as tax-free by the Treasury.  

 Although this regulation could definitely be used by a contractor arguing for a FCCOM 

deduction, other than the use of “time-value of money” by the CASB to refer to FCCOM, I have 

no direct evidence that Treasury’s intention was to bolster the FCCOM tax loophole. Given that 

§§ 162 and 460 had not changed when this regulation was promulgated, there would seem to be 

no reason to bolster the still-active loophole unless it was a preemptive defensive maneuver to 

counter FCCOM’s complete nullification after the FAR’s 1997 amendment.  

Regardless of Treasury’s intention, the fact remains that since 1997, FCCOM has 

provided absolutely no benefit except a tax deduction. Currently, a contractor charging the 

government $100 in facility costs and 10% profit would receive $110. Under § 162 the facility 

costs would be deducted from income and the contractor would only pay taxes on the $10 profit 

figure. If the contractor decided to utilize FCCOM, the contractor would still receive $110 but 

                                                 
57 See supra note 11 and accompanying text.  
58 See Accounting for Long-Term Contracts, 66 Fed. Reg. 2219 (Jan. 11, 2001). The final publication briefly 
addressed several comments received, but no mention was made of FCCOM or “time-value of money.” This was 
verified through a FOIA request for the eleven comments. The current regulation can be found at Treas. Reg. § 
1.460-5 (2007).  
59 See Treas. Reg. § 1.460-5(b)(2)(iv) (2007). 
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would also receive a tax windfall. Assuming the December 2006 Treasury rate of 5.75%, the 

contractor would bill $5.75 in FCCOM which would then be deducted from the profit figure per 

the FAR’s 1997 amendment, leaving $4.25 in profit. The facility costs of $100 would be 

deducted as before but in conjunction with § 460, the FCCOM amount of $5.75 could also be 

deducted, leaving a taxable income of only $4.25. The same amount of revenue is received by 

the contractor but the tax burden is decreased for every dollar of FCCOM billed. 

IV. FINDING FCCOM: THE WORST CASE SCENARIO 

The amount of FCCOM the government has paid to contractors can be estimated firm by 

firm from annual report data. In order to illustrate FCCOM’s possible impact, I selected a sample 

of 52 federal contractors to estimate a worst-case-scenario of forgone tax revenue from the 

FCCOM tax loophole. The sample was comprised of firms listed on Washington Technology’s 

2005 Top 100 Federal Prime Contractors list.60 Data was gathered from Form 10-K’s and as a 

result, private firms, firms not first incorporated in the United States, and firms that have been 

subsequently acquired since the date of this writing were removed from the sample to allow for 

more uniformity. The complete results, including all data used, are available at 

http://www.taxinglifeinsurance.com/FCCOM 

The results of the study are staggering. In total, the sample was able to charge the 

government $246 million in FCCOM in GFY 2005. The average subsidy was $4.74 million and 

the median subsidy was $1.15 million. Assuming a corporate tax rate of 35%, by paying the 

sample’s 52 firms $246 million in FCCOM instead of profit, the firms collectively received a tax 

benefit of $86 million.  

                                                 
60 See http://www.washingtontechnology.com/top-100/2005/. A prime contractor is a firm which has directly 
contracted, as opposed to subcontracting under another firm, with the federal government. See generally 
Commissioner v. Aluminum Co. of America, 142 F.2d 663 (3rd Cir. 1944), cert. denied, 65 S.Ct. 64, 323 U.S. 728 
(U.S. 1944).  
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Conclusion 

In the 1970’s, soaring inflation and interest rates had diminished the benefit to federal 

contractors of depreciating assets at historical costs. Because of statutory caps on fee, contractors 

could not make up the difference by increasing profits. Lacking the authority to directly expand 

profit caps, the CASB found a way to indirectly increase contractor profits by inventing a cost 

that represented the time value of money invested in facilities. The FCCOM subsidy sprung to 

life as an allowable cost, and a tax loophole was created.  

 Contractor profit could be constructively increased over the maximum allowed fee 

percentages by allowing contractors to bill for a cost they never actually had to pay. This lasted 

until 1997 when an amendment to the FAR forced a reduction in contractor profit for every 

dollar of FCCOM subsidy received. Any substantive benefit from CAS 414 was essentially 

nullified yet the tax loophole remained. 

  Even though the 1997 amendment caused contractor revenue to remain the same whether 

or not FCCOM was billed, because the tax code relies on the FAR to determine what is and is 

not a cost, the tax loophole provides a deduction for every dollar deemed a part of the FCCOM 

subsidy. Contractors can effectively move dollars from their proposed profit amount to their 

FCCOM subsidy which can then be deducted from their taxes. Through Treas. Reg. § 1.460-5 

(2007) the Treasury seemingly bolstered the loophole which is puzzling considering the agencies 

that oversee the FAR decided to render the subsidy moot two years prior. Currently the only 

benefit provided by the FCCOM subsidy is a tax benefit.  

 Through my own study, 52 firms could have charged the government an estimated $246 

million in FCCOM in GFY 2005. If these firms also utilized the tax loophole, over $86 million 

in deductions could have been taken. With the study showing an average tax windfall of over 
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$1.6 million per contractor, if the entire industry utilized the tax loophole to the fullest degree the 

impact on the Treasury would be enormous. 

 Then again, these numbers are all estimates and I have no evidence to show that 

contractors are even taking the deduction under §§ 162 and 460. Due to an apparent lack of 

federal oversight, the true impact of the tax loophole seems to be unknown. Consider though that 

even if the numbers in this study were incorrect by a factor of ten, millions of tax dollars would 

still be deducted in the aggregate. 

 If this article illustrates anything it is that the government needs to take account of how 

much FCCOM is being paid to federal contractors. This will also shed light on how much tax 

revenue is lost through the tax loophole. Without further investigation of this subsidy, FCCOM 

will continue to be tax free profit for federal contractors. 


