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26-1  Summary 

  Environmental costs may qualify as normal costs of doing business (e.g., 
environmental costs for compliance with existing laws and regulations in ongoing 
business operations and other preventive costs); however, auditors must analyze the 
costs to ensure they are allowable, allocable, and reasonable.  If environmental clean-up 
costs resulted from contamination caused by contractor wrongdoing, the costs are not 
allowable.  For example, clean-up costs are unallowable if the costs: 

• resulted from a violation of contract terms per FAR 31.201-2(a)(4); or 
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• exceeded the amount that would have been incurred by a prudent person per 
FAR 31.201-3(a); or  

• resulted from a contractor violation of its responsibilities to the public per FAR 
31.201-3(b)(3). 

  Environmental costs may be subject to future recoveries from insurance 
companies and other sources, which may not be reasonably predictable at the time the 
environmental clean-up costs are paid.  Some of the sources of recovery may be 
unknown when the contractor pays environmental clean-up costs.  As such, clean-up 
costs claimed or forecasted may not be reflective of the contractor's ultimate liability for 
the costs.  If the contractor receives future recoveries from insurance policies or other 
sources, the Government should/is required to receive a cost reduction or a cash refund 
under FAR 31.201-5.  For estimated environmental costs, the auditor should consider 
recommending an advance agreement to the Contracting Officer to protect the 
Government's interests in any future recoveries of clean-up costs under FAR 31.201-5. 

26-2  Types of Environmental Cost 

  Environmental costs include costs to prevent environmental contamination, costs 
to clean up prior contamination, and costs directly associated with the first two categories 
including legal costs.  Costs associated with the contractor’s fault-based liabilities to third 
parties are not environmental costs (see 26-12). 

26-3  Normal Business Expense and Environmental Costs 

  Normal business expenses are those expenses that a prudent businessperson 
would incur in the course of conducting a competitive for-profit enterprise.  Not all normal 
business expenses are allowable for Government contract costing purposes.  To be 
allowable, any cost, including environmental cost, must be reasonable in amount, 
allocable to Government contracts, and not be specifically unallowable under contract 
terms and Government cost principles. 

26-4  Reasonableness of Environmental Cost 

  The key concept for reasonableness of environmental costs (both preventive and 
remedial) is that the methods employed and the magnitude of the costs incurred must be 
consistent with the actions expected of a prudent businessperson performing non-
government contracts in a competitive marketplace.  A contractor for the Government 
should take measures to prevent or reduce contamination just as any prudent 
businessperson would do to reduce its environmental costs. 

  Determining the reasonableness of clean-up costs also requires an examination of 
the circumstances of the contaminating events.  Contractors should not be reimbursed for 
increased costs incurred in the clean-up of contamination that a prudent person would 
have avoided.  In order for the costs to be allowable, contamination must have occurred 
despite reasonable attempts to avoid the contamination, and despite the contractor's 
compliance with the law.  Increased costs due to the contractor’s unreasonable delay in 



taking action after discovery of the contamination are not allowable.  For forward pricing 
purposes, the costs should exclude reasonably available recoveries from insurance or 
other sources, which would offset the clean-up costs per FAR 31.201-5. 

26-5  Allocability of Environmental Cost 

  Costs incurred to prevent environmental contamination will generally be allocated 
as an indirect expense using a causal or beneficial base. The selection of the allocation 
base may warrant close scrutiny to ensure it complies with FAR and CAS.  Costs to clean 
up environmental contamination caused in prior years will generally be period costs 
allocated through a company's G&A expense pool (see 26-7).  However, a more specific 
allocation base should be used if a causal or beneficial relationship exists.  Clean-up 
costs incurred at a home office, group-office, or other corporate-office level may be 
allocated to the segment(s) associated with the contamination for inclusion in an 
appropriate indirect pool or as part of the segment's G&A pool, if a more specific 
allocation base cannot be determined.  Clean-up costs incurred by a segment should be 
allocated through an appropriate indirect pool at the segment, if no other segments were 
associated with the contamination.  If other segments participated in the contamination, a 
fair share of the clean-up costs should be allocated to the other segments for inclusion in 
appropriate pools at those segments. 

26-6  Environmental Cost Related to Previous Sites and Closed 
Segments 

  If costs arise from a site the contractor segment previously occupied, the costs 
for clean-up would usually be allocated to the segment's site where the work was 
transferred.  However, if the segment is closed with none of its former work remaining 
within the company, the cost would generally not be directly allocable to other segments 
of the business.  In other words, the costs could be orphaned.  There are many possible 
variations for the cost accounting treatment of environmental costs for a closed 
segment, depending on the facts of the particular situation.  Auditors should consider 
the following information: 

• Are any aspects of the closed segment's business being continued by the 
remaining segments? 

• Is the site still owned by the contractor? If it is, what is its current use? 

• If the site is not currently owned by the contractor, what were the terms of the 
sale in relation to environmental costs?  The contractor may have retained 
environmental clean-up liability in exchange for a higher sale price or the 
buyer may have accepted full liability in exchange for a lower purchase price. 

  Each closed segment case must be reviewed based on its unique facts to 
determine if the costs incurred for the closed segment should be directly allocated to 
other segments, be allocated as residual home office costs, or be treated as an 
adjustment to the price of the transferred assets associated with the closing of the 



segment.  Auditors should examine the allocation of these costs to ensure compliance 
with CAS 403, Allocation of Home Office Expenses to Segments. 

26-7  Capitalization of Environmental Cost 

  Accounting Standards Codification (ASC) 410-30-25 provides information on 
remediation liabilities and obligations.  In general, the codification requires an entity to 
recognize a liability for obligations associated with environmental contamination 
treatment costs.  Environmental contamination treatment costs are typically charged to 
expense.  However, some environmental contamination treatment costs may be 
capitalized, but only if any of the following criteria are met: 

• The cost extends the life, increases the capacity, or improves the safety or 
efficiency of property owned by the entity.  For the purposes of this criterion, 
the condition of that property after the cost is incurred must be improved as 
compared with the condition of that property when originally constructed or 
acquired, if later. 

• The cost results in mitigation or prevention of environmental contamination 
that has yet to occur and that otherwise may result from future operations or 
activities.  In addition, the cost results in improvement to the property 
compared with its condition when constructed or acquired, if later. 

• The cost is incurred in preparing a property currently held for sale. 

  Current period costs which increase the value of contractor assets should be 
capitalized for Government contract costing purposes.  Capital assets purchased or 
constructed to prevent future contamination must be capitalized consistent with CAS 
404, Capitalization of Tangible Assets, and GAAP. 

26-8  Potentially Responsible Party (PRP) for Environmental Clean-Up 

  The Comprehensive Environmental Response Compensation and Liability Act 
(CERCLA), as well as other laws, require a company (Potentially Responsible Party 
(PRP) that is potentially responsible for the contamination at a site to be individually liable 
for the complete clean-up of the site.  The allowable environmental cost should only 
include the contractor's share of the clean-up costs based on the actual percentage of the 
contamination attributable to the contractor. 

Under CERCLA, a PRP is: 

• the owner and operator of a vessel or a facility;  

• any person who at the time of disposal of any hazardous substance owned or 
operated any facility at which such hazardous substances were disposed of; 

• Generators and parties that arranged for the disposal or transport of the 
hazardous substances, and 

https://search.epa.gov/epasearch/epasearch?&filter=&fld=&url_directory=&federated=no&max_results=200&result_template=2col.ftl&areaname=&areapagehead=epafiles_pagehead&areapagefoot=epafiles_pagefoot&areasidebar=search_sidebar&stylesheet=&sort=term_relevancy&faq=true&results_per_page=20&cluster=both&sessionid=E59FE8220E11F86EA16E69E8EDA241F2&result_template=2col.ftl&site=epa_default&typeofsearch=epa&querytext=Potentially%20Responsible%20Party


• Transporters of hazardous waste that selected the site where the 
hazardous substances were brought.” 

26-9  Environmental Bad Debts of Other PRPs 

 Contractors with the ability to pay will be required to fund clean-up efforts for sites 
where they are named as PRPs.  When a contractor pays for more than its share of the 
site clean-up, the contractor receives a right of contribution (or subrogation) against the 
other PRPs who did not make an appropriate contribution to the clean-up effort.  If a 
contractor pays out more than its share of clean-up costs, it is up to that contractor to 
exercise its contribution rights to collect the amount over its share from the other 
PRPs who did not pay their share. 

  If a contractor cannot collect contribution or subrogation claims from other PRPs, 
the uncollected amounts are similar or related to bad debts and are also considered 
unreasonable costs.  Bad debts and associated collection costs, including legal fees, are 
unallowable costs (FAR 31.204(d) and 31.205-3).   

  However, the guidance in the above two paragraphs does not apply in situations 
when all of the following three conditions are met:  

• a contractor is legally required to pay another PRP's share of the clean-up 
costs; 

• that PRP is out of business; and 

• there is no successor company having assumed that PRP's liabilities.  

  When these three conditions are met, the clean-up costs, which are attributable to 
the other PRP's contamination, should not be disallowed as costs that are similar or 
related to bad debt type expenses since there is no one against whom the contractor can 
take recovery action.  The contractor is jointly and severally liable for these costs. 

26-10  Insurance Recovery for Environmental Cost 

  The insurance industry does not currently consider environmental contamination to 
be an insurable risk (at a reasonable cost) in most circumstances.  The major exception is 
a sudden accidental contamination, such as an oil tanker spill resulting from a collision.  If 
such insurance is available and reasonably priced, its cost would be allowable. 

  Some courts have found that policies written before the insurance industry began 
to specifically exclude environmental coverage do provide coverage for environmental 
damages.  Any insurance recoveries for a contamination clean-up will be applied as 
credits against any costs which were or would otherwise be allowable for that clean-up 
effort. 



  Many environmental contamination events now generating clean-up costs were 
insured, either under specific environmental impairment or comprehensive general liability 
coverages, before the insurance industry developed its current underwriting exclusions.  
Most insurance companies are contesting the claims and when payments are made, 
they are based on partial settlements or are made after lengthy legal battles.  When a 
claim is possible and economically feasible, the contractor should pursue it. 

  The auditor should inquire about the existence of environmental contamination 
policies and comprehensive general liability policies to determine if they contain 
environmental clean-up cost exclusions.  The kind and amount of policies in effect 
from the time of the contamination to the current date are significant for the purposes 
of negotiating costs and prices for Government contracts. 

  The contractor's support for proposed clean-up costs should include a 
description of any insurance claim the contractor may have which could reduce the 
ultimate liability.  The amount and timing of these claims is a potential subject for 
negotiation, which should be addressed by the auditor and ACO (see 26-15.). 

26-11  Fault-Based Liabilities to Third Parties 

  Fault-based liabilities occur when a third party proves the contractor’s conduct 
was either negligent or intentional and caused the third party to suffer a loss or harm.  
Examples of liabilities to third parties include health impairment, property damage, or 
property devaluation for residents or property owners near a contaminated site.  
These third-party claims arise from legal theories of tort (a legal wrong) and trespass 
(infringing upon a property owner's legal right).  Losses from such claims may be 
unreasonable for payment on a Government contract under FAR 31.201-3(b)(3).  
Such costs are not environmental costs. 

  In the absence of a specific court finding of tort or trespass by the contractor, 
the facts of each case should be carefully examined to determine if any contractor 
payments are based on those or other fault-based legal theories.  Before questioning 
fault-based liabilities to third parties, coordination should take place with Headquarters 
Legal to obtain an understanding of the tort or trespass court findings. 

26-12  Environmental Wrongdoing 

  If environmental clean-up costs are the result of contractor violation of laws, 
regulations, orders or permits, breach of contract, or disregard of warnings for 
potential contamination, the clean-up costs, including any associated costs, such as 
legal costs, may be unreasonable per FAR 31.201-3(b)(2) and therefore unallowable. 

  Fines or penalties are expressly unallowable under FAR 31.205-15 and any 
costs of legal proceedings where a fine or penalty could be imposed are covered by 
FAR 31.205-47.  However, the incurrence of clean-up costs to correct environmental 
contamination is not a penalty.  Clean-up costs may be required under CERCLA or 
other environmental laws.  Actual costs of remediation normally would not be 



considered fines or penalties.  An award of costs under CERCLA or similar laws may 
combine fines or penalties with the clean-up costs.  Special issues arise when a 
regulatory agency imposes a fine, but suspends it on the condition that the PRP 
perform certain actions.  In these cases, coordination should take place with 
Headquarters Legal.    

  Most environmental laws do not require the contractor to be guilty of a violation 
to enforce contractor payment for clean-up costs.  Therefore, it is rare for Government 
agencies to bring criminal charges for contamination.  Auditors should request the 
contractor to provide documentation sufficient to allow a determination as to how the 
contamination occurred.  The Environmental Protection Agency and other government 
agencies, in designating a company as a Potentially Responsible Party (PRP), will 
normally provide a written rationale as to how the company contributed to the 
contamination at a site. 

  For purposes of disallowing the costs, FAR 31.201-3(a) provides that “No 
presumption of reasonableness shall be attached to the incurrence of costs by a 
contractor.  If an initial review of the facts results in a challenge of a specific cost by the 
contracting officer or the contracting officer’s representative, the burden of proof shall be 
upon the contractor to establish that such cost is reasonable.”   

  The contractor should not be denied recovery of clean-up costs, if it complied 
with the laws, regulations, and permits in effect at the time of the contamination. 

26-13  Nature of Environmental Cost 

  At the time environmental costs are being incurred, it may not be possible to 
reasonably estimate what the net costs will ultimately be.  Even where it is settled that a 
contractor will be required to clean up a prior contamination, it is rare that projections of 
the costs necessary to complete the project can be made with a reasonable degree of 
certainty. 

  Because of the uncertainty of the cost projections and of future recoveries from the 
insurance companies, as well as the difficulty in identifying all the PRPs, both forecasted 
and incurred environmental clean-up costs and related legal costs that are allowable 
should be accepted with the expectation that the Government will participate in any 
insurance recoveries or will receive appropriate consideration if  other PRPs are identified 
at a later date.. 

26-14  Advance Agreements for Environmental Cost 

  There are many areas of judgment involved in the determination of allowability for 
forecasted environmental costs.  It is necessary for the auditor and the ACO to coordinate 
closely during the audit.  Advance agreements should be considered to facilitate 
negotiations with the contractor. 



  Acceptance of the costs may require some form of agreement to protect the 
Government's interest.  Any agreement to accept costs for clean-ups, or for the costs of 
pursuing insurance recoveries, should also expressly provide for Government 
participation in any insurance claim recoveries and any reductions resulting from later-
discovered PRPs.  Consideration should also be given to requiring contractor diligence in 
pursuing insurance recoveries and identifying contamination attributable to other PRPs.  
Advance agreements should provide for recovery of expenses priced into fixed price 
contracts if those expenses are later significantly reduced based on subsequent 
identification of additional PRPs or insurance coverage after the agreement on price. 

26-15  Environmental Clean-Up Trust Funds 

  Making payments for clean-up efforts through a trust fund is an option for the 
administrative and financial convenience of the PRPs named at a given site.  The 
allowability of costs on Government contracts should be based on the contractor's 
allocable share of the actual clean-up obligations.  Contractor payments into a fund 
before clean-up costs are incurred are not an expense to the contractor until actual costs 
have been incurred for the site clean-up work.  The excess or early payments are prepaid 
expenses. 

  It is the contractor's responsibility to support its claimed costs as allowable contract 
costs.  Before accepting the contributions made to a trust fund as contract costs, auditors 
should obtain and evaluate sufficient supporting data to determine the allowability and the 
actual payment of the claimed costs.  When the claimed "trust fund" costs are significant, 
the contractor should be requested, as part of its cost support, to arrange for Government 
audit access to the accounting records of the trust fund. 

Call out 
Orphaned Costs – An orphan cost is a cost of a division/segment that no longer exists.  
Therefore, the clean-up costs must be allocated in some other manner. (Return) 
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