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Indirect Cost Rate (ICR) 

Building Blocks

Business Structure

There are various types of business structures. This 
will determine how compensation and certain 
expenses are recorded.

• Determine services that are allowable and 
allocable per Federal Acquisition Regulations 
(FARs).

• Establish policies and procedures that outline 
costs considered as direct or indirect.
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Compensation

Payroll Records

• Represents what employees were actually paid.

• One source for labor expense accounts is the General Ledger 

(GL).

• May not line up with fiscal year – adjusting entries needed to align 

labor reported during the year in the financial records to the 

Indirect Cost Rate (ICR) Schedule – See Module 5.

Owner Draws

• Shown on the Balance Sheet, not the Income Statement – See 

Module 5.

• Source for Owners raw labor rate.

• All labor must be documented whether the payment is 

through a payroll register, a draw, or a distribution.



Compensation

Timesheets
• Source document to support labor hours (all hours worked).

• Source document for labor billed to an agreement.

• Should segregate direct labor from indirect labor.

• Record ALL hours worked for employees/owners (to include 

administrative time)

Refer to the timekeeping training –

http://www.wsdot.wa.gov/Audit/ICRTraining.htm

Your timekeeping policies and procedures should meet the 

Federal requirements in Chapter 6 of the AASHTO Audit 

Guide.

http://www.wsdot.wa.gov/Audit/ICRTraining.htm


Labor Reports

Labor Distribution Report (LDR)
• Populated from timesheets and from payroll records for Fiscal Year.

• Shows direct, premium overtime, and various indirect labor accounts 
separately.

• Indicate if employee is hourly or salary.

• Show standard rate for salary employees (Salary/2,080 Hours) and hourly 
rate for hourly employees (Payroll Rate).

• The LDR will show uncompensated overtime, if it applies to your firm.

• For Examples of LDRs, please refer to Module 2.

Some firms may have an automated labor report, such as a 

Staff Utilization Report, please check with our office to 

determine if your report will satisfy the labor distribution 

report requirement.



Chart Of Accounts

Definition – Chart of Accounts is a listing of accounts used to 

document assets, liabilities, revenues and expenses. This should be 

tailored to reflect the operations of your company.

• Used to develop the General Ledger (GL) accounts.

• The list of accounts should  be specific to your firm. 

• Establish separate accounts for direct labor and indirect labor.

• Indirect labor further segregated by type (e.g. bid & proposal, 

unallowable advertising, etc.).

• Establish accounts for Federal Acquisition Regulations (FARs) 

unallowable activities.

• Segregate allowable from unallowable – See Module 6

Example – Travel accounts. Your Chart of Accounts 

should include an allowable travel and an unallowable 

travel account.

• Identify unallowable expenses at point of entry 

(when entered into the accounting system).



General Ledger (GL)

Accounting Systems
• The General Ledger (GL) is developed from the firm’s Chart of Accounts.

• A number of small firms are using QuickBooks as their accounting system to track 

labor and expenses.

• This is an acceptable method as long as there are additional controls in place to 

maintain the integrity of the data and documentation. 

• Please refer to the following link for help on setting up internal 

controls when using QuickBooks: http://longforsuccess.com/wp-

content/uploads/2010/09/Good-Internal-Controls.pdf

• Excel is another method, but is not as secure as QuickBooks. For 

Excel to be accepted, the firm will need to keep supporting 

documentation to show a complete audit trail (track changes).
We recommend you use an automated accounting system to maintain

Your accounting records.

http://longforsuccess.com/wp-content/uploads/2010/09/Good-Internal-Controls.pdf


Income Statement
It is produced from the General Ledger (GL) at fiscal 

year end after adjusting entries are performed 

(balances do not carry forward to next fiscal year).

• Shows revenue and expenses over a 

specific accounting period (fiscal year).

Financial Statements



Financial Statements

Income Statement
It is produced from the General Ledger (GL) at fiscal 

year end after adjusting entries are performed 

(balances do not carry forward to next fiscal year).

• Used to fill in the Indirect Cost Rate 

(ICR) Schedule financial statement 

column.



Financial Statements

Income Statement
It is produced from the General Ledger (GL) at fiscal 

year end after adjusting entries are performed 

(balances do not carry forward to next fiscal year).

• Direct and indirect labor (indirect labor 

should be further segregated into to the 

proper administrative and selling activity 

categories) should be segregated.



Financial Statements

Balance Sheet
Details what a firm owns and owes, as well as the 

amount invested by the owners/shareholders at a 

point in time. Includes the following sections:

• Assets

• Liabilities

• Owner’s Equity

• Balances carry forward to next 

reporting period.

• Most small firms that we see are 

currently having their financial 

statements prepared by an outside 

CPA or bookkeeper to assist with 

preparation of their Federal income 

taxes.



Uncompensated Overtime

UNCOMPENSATED OVERTIME MAY OR MAY NOT APPLY TO YOUR FIRM! 
• Uncompensated overtime can apply to exempt salaried staff and/or owners who take 

draws/distributions. 

• Uncompensated overtime is caused by hours worked over 40 in a week, or over 2,080 per 

year without additional pay.

• A variance account should be used to track the dollar value of 

these excess hours worked.

• The variance is reported in your General Ledger; on your 

Labor Distribution Report (LDR); on your Income Statement; 

and on your Indirect Cost Rate (ICR) schedule.

See our Indirect Cost Rate Uncompensated Overtime Guidance

http://www.wsdot.wa.gov/sites/default/files/2016/08/26/IndirectCostRateUncompensatedOvertimeGuidance.pdf


Uncompensated Overtime Example

Ten Person Firm With Staff Payroll And 

Uncompensated Overtime Example
• The firm has ten employees with a mix of hourly and 

salary employees.

• Of the ten, five are salary and five are hourly.

• All salaried employees worked over the standard 

2,080 hours per year.

How does the firm account for the 

uncompensated overtime?
• The firm will first set up their Chart of Accounts with 

accounts for direct labor, indirect labor, and 

uncompensated overtime (Payroll Variance).

• During the year, the firm will need to record each 

employee’s labor in the proper designated labor 

accounts. If the salaried employees worked more 

than the 2,080 standard hours during the year, their 

labor will be offset by the Payroll Variance 

(Uncompensated OT) account. Take the following 

employee of the firm for example:



Uncompensated Overtime Example

Ten Person Firm With Staff Payroll And 

Uncompensated Overtime Example
• The firm has ten employees with a mix of hourly 

and salary employees.

• Of the ten, five are salary and five are hourly.

• All salaried employees worked over the standard 2,080 hours 

per year.

How does the firm account for the uncompensated 

overtime?
• The firm will first set up their Chart of Accounts with accounts 

for direct labor, indirect labor, and uncompensated overtime 

(Payroll Variance).

• During the year, the firm will need to record each employee’s 

labor in the proper designated labor accounts. If the salaried 

employees worked more than the 2,080 standard hours 

during the year, their labor will be offset by the Payroll 

Variance (Uncompensated OT) account. Take the following 

employee of the firm for example:

C. Colton, a salaried employee, worked 2,260.5 hours during 

the    year and receives a yearly salary of $143,692. Their 

standard hourly rate is $69.08.

• The entries to the accounting system (General Ledger) 

would appear as follows(figures are rounded):

Direct Labor $104,453 (1,512 hours x $69.083 per hour)

Office Labor $20,932 (303 hours x $69.083 per hour)

B&P Labor            $3,800     (55 hours x $69.083 per hour)

Direct Selling Labor $3,938     (57 hours x $69.083 per hour)

Education Labor      $414   (6 hours x $69.083 per hour)

Holiday                    $6,079      (88 hours x $69.083 per hour)

Vacation                $11,12      (161 hours x $69.083 per hour)

Sick                       $5,423      (78.50 hours x $69.083 per hour)

Payroll Variance ($12,469) (180.5 hours not paid x $69.083 

per hour)

Total Labor $143,692

(Matches what employee was paid yet still records the 

value of the 2,260.5 hours worked)



Uncompensated Overtime 

Example (Cont.)

How does the firm account for the 

uncompensated overtime? (Cont.)
• Once the firm has correctly accounted for each 

employees labor in the firm’s General Ledger 

(GL), then the labor and uncompensated 

overtime should tie correctly to the firm’s Labor 

Distribution Report (LDR), Income Statement 

and the Indirect Cost Rate (ICR) Schedule.

• Looking at the previous employee and the firm’s 

Labor Distribution Report (LDR), you can see 

the dollar amount recorded in the GL matches 

the hours recorded on the timesheets and the 

amount paid through payroll.

C. Colton, a salaried employee, worked 2,260.5 hours during the year 

and receives a yearly salary of $143,692. Their standard hourly rate 

is $69.08.

• The entries to the accounting system (General Ledger) would 

appear as (figures are rounded):
Direct Labor $104,453 (1,512 hours x $69.083 per hour)

Office Labor $20,932 (303 hours x $69.083 per hour)

B&P Labor                 $3,800       (55 hours x $69.083 per hour)

Direct Selling Labor   $3,938       (57 hours x $69.083 per hour)

Education Labor        $414          (6 hours x $69.083 per hour)

Holiday                       $6,079       (88 hours x $69.083 per hour)

Vacation                     $11,122     (161 hours x $69.083 per hour)

Sick                             $5,423       (78.50 hours x $69.083 per hour)

Payroll Variance ($12,469 (180.5 hours not paid x $69.083 per hour)

Total Labor $143,692

(Matches what employee was paid yet still records the value of the 

2,260.5 hours worked)



How does the firm account for the 

uncompensated overtime? (Cont.) 
• Once the firm finalizes their Income Statement 

generated from the General Ledger (GL), then the 

finalized figures should match the firm’s Labor 

Distribution Report (LDR) with the Payroll Variance 

(Uncompensated OT) account being reported as a 

separate account (Your labor is reconciled).

Uncompensated Overtime 

Example (Cont.)



Uncompensated Overtime 

Example (Cont.)

How does the firm account for the 

uncompensated overtime? (Cont.) 
• The firm will then create the Indirect Cost Rate 

(ICR) Schedule from the Income Statement figures 

with the Payroll Variance (Uncompensated OT) 

account presented in the overhead section of the 

schedule.



Be Sure to Visit Us Online

WSDOT Safe Harbor Program: 

URL –

http://www.wsdot.wa.gov/Audit/Safe

HarborICR.htm

Our website is filled with educational material and 

guidance for all firms. We have published several 

interpretive guidance documents to further assist firms. 

The website below provides guidance on the following 

topics and we are continuing to add further topics:

• Labor

• Uncompensated Overtime

• Direct Selling, Public Relations, Advertising and Bid 

& Proposal

• Allowable Bonus

• Auto Expense

• Meals

• Airfare

Please check this site regularly for updates.

URL - http://www.wsdot.wa.gov/Audit/default.htm

http://www.wsdot.wa.gov/Audit/SafeHarborICR.htm
http://www.wsdot.wa.gov/Audit/default.htm




Questions?  Comments?

We are more than 
happy to help you!


