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DCAA CONTRACT AUDIT MANUAL 

FOREWORD 

The DCAA Contract Audit Manual (DCAA Manual 7640.1) is an official 
publication of the Defense Contract Audit Agency (DCAA). It prescribes auditing policies 
and procedures and furnishes guidance in auditing techniques for personnel engaged in the 
performance of the DCAA mission. 

All DCAA supervisory personnel should promote the study and use of the manual 
by their audit staffs. Further, all DCAA personnel are encouraged to submit recommendations 
for constructive changes or improvement to the manual. 

The manual is designed to minimize the necessity of referring to other publications 
for technical and procedural guidance; therefore, technical supplemental guidance or 
instructions will not be issued by regional offices except as specifically authorized by the 
Director, DCAA. 

Anita F. Bales 
Director 
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0-000 Introduction to the Contract Audit Manual 

0-001 Introduction 

Introductory material is presented in this section, along with an explanation of certain
terms and abbreviations used frequently in this manual. 

0-002 Purpose and Applicability of the Manual 

a. This manual is issued to provide technical audit guidance, audit techniques, audit
standards, and technical policies and procedures to be followed by DCAA personnel in the
execution of the contract audit mission (see also 0-006). The material in this manual is
instructive. Reference to this manual should not be made in audit reports or correspondence
addressed to offices other than those of DCAA. 

b. The procedural and audit guidance in the manual is applicable to the audit of all types
of contracts. The auditor, however, must use professional judgment in (1) selecting the
procedures and techniques best suited to the audit objectives, and (2) determining the scope
of the audit in each instance. 

0-003 Citation 

The manual bears the title "DCAA Contract Audit Manual.'' It may be referred to as 
"CAM'' and individual paragraphs may be cited as "CAM'' followed by the paragraph 
number; for example, "CAM 1-103.'' Within the manual this citation is "1-103.'' 

0-004 Numbering 

a. Pages are numbered at the top of the page as follows:

102
 

Chapter Number (or Appendix

Letter)


Page Number
 

b. Paragraphs are numbered as follows:

4-104
 

Chapter Number (Or

Appendix Letter)


Section
 
Paragraph
 

Generally, paragraphs whose numbers include a decimal (as 1-203.1 through 1-203.3) are
major, first-level subdivisions of the basic paragraph subject (as 1-203). 

0-005 Revisions 

a. The process to update the CAM is continuous. The electronic version of the CAM is
the most current; therefore, CAM users are encouraged to access the electronic edition
which is available on-line at DCAA’ Intranet website. The electronic version of the CAM 
is also available to the public at dcaa.mil. We will continue to publish hardcopies of the
CAM once each year. January 1 is the established cutoff date for incorporating changes to
each printed edition of the CAM. The CAM incorporates all changes as of that date and
the printed CAM will be available as soon as possible after the cut-off date. We will
distribute the current CAM in paperback to individuals within DCAA requesting a 
hardcopy through their Region. 
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b. The shading in the hardcopy CAM identifies sections changed since the prior printed
edition. The shading in the online version of CAM represents changes that have taken
place since the last hardcopy CAM. For example, the electronic version of the 2013 CAM
will contain no shading as of January 2013; shading after January 2013 will represent
current updates to the electronic version. 

0-006 Other DCAA Audit Guidance 

Memorandums for Regional Directors (MRDs) provide a mechanism for disseminating
audit guidance which supplements or revises audit guidance. Audit guidance in open
Memorandums for Regional Director (MRDs) is available on DCAA web sites under Open
Audit Guidance and generally supersedes the guidance reflected in the Contract Audit
Manual (CAM). Changes in audit policy issued in an MRD are often incorporated in the
CAM at a later date and the MRDs will remain open until the guidance is incorporated
into the CAM. 

When an auditor starts a new assignment, open MRDs must be reviewed for any
guidance that may apply to that assignment. Open MRDs can be identified using the link
provided on the DCAA Intranet home page for “MRDs, AGMs, & AMGMs” and the date
range function. 

The on-line CAM, available on the DCAA intranet home page and the public web site
(http://www.dcaa.mil), is the most current version of the audit manual and should be used,
considering any open MRDs, over other CAM versions to the extent possible. The
hardcopy CAM is available for interim use when access to the DCAA intranet or the
DCAA public website is not available, such as at contractor sites. However, before acting
on guidance obtained from the hardcopy CAM or copy available through icons on DCAA
user computer desktops, auditors must review the on-line CAM and MRDs to ensure the
guidance is the most current. 

0-007 User Comments/Suggestions 

User comments/suggestions are welcome. DCAA employees are encouraged to 
report any errors noted in the manual using the DCAA Single-Source Suggestion Forum
available from the intranet home page. 

Non-DCAA users can send comments/suggestions by fax to (703) 767-3234, by e-
mail to DCAA-PPS@dcaa.mil, or mail to: 

Headquarters, DCAA
Attention: Publications and Systems Division (PPS)
8725 John J. Kingman Rd., Suite 2135
Fort Belvoir, VA 22060-6219 

0-008 Explanation of Terms and Abbreviations 

DCAA --- The Defense Contract Audit Agency.

Director --- Director, DCAA.
 
Headquarters --- Headquarters, DCAA.

DoD --- The Department of Defense.

Regional office --- The DCAA office having responsibility for all DCAA audit offices and


auditors within a specified geographical area. Each is headed by a regional director and is
the only organizational echelon between Headquarters and the field audit offices. Within 
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each regional office, a particular regional audit manager exercises line authority over
designated field audit offices.

Field audit office (FAO) --- A DCAA term which encompasses both branch offices and
resident offices. It does not include regional offices.

Resident office --- The field audit office having responsibility for the DCAA mission,
generally at one contractor location, and physically located at the contractor's plant.

Branch office --- The field audit office having responsibility for the DCAA mission for all
contractor locations in a designated area except those assigned to a resident office.

Auditor --- An auditor performing the contract audit function of DCAA.
Financial liaison advisor (FLA) --- A DCAA auditor assigned responsibility for coordinating

contract audit matters with a procurement or contract administration office.
Assignment Code --- The smallest scope of audit review which may be separately

programmed, including a five-digit identifier, a title and a scope statement or the five-
digit number recognized by the DCAA DMIS as specifying a discrete audit scope.

Audit Area --- A set of interrelated internal controls or elements of risk within one of 
the four major functional groupings.

Major Functional Grouping --- An element of the contractor's cost accounting system.
The four major groupings presently in use are: General Controls (accounting and
estimating systems, balance sheet, and income accounts); Direct Labor; Direct
Material; and Indirect Expense.

Subarea --- An element of internal control or risk within an audit area. For example, the audit 
area E.1, Special Purpose Reviews within the major functional grouping Indirect
Expense is further analyzed through the subareas Insurance, Pensions, Cost Allocation
Bases, IR&D/B&P, and Other Audits.

Workpackage --- Any combination of predefined scopes of work programmed separately on
the DMIS. It can include: 

* A single assignment code.
* Two or more assignment codes.
* An audit area or subarea (some subareas contain only a single assignment code).
* A major functional grouping.
* All direct costs or all indirect costs. 
* All costs included in the submission. 

This manual also uses definitions stated in Federal Acquisition Regulation (FAR) and
Defense FAR Supplement (DFARS). 
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Acronym/Abbreviation Description 
A-E Architect-Engineer 
ABC Activity Based Costing 
ACMS Advanced Cost Management Systems 
ACO Administrative Contracting Officer 
ACRS Accelerated Cost Recovery System 
ADR Alternative Dispute Resolution 
ADR Asset Depreciation Range 
ADV Auditable Dollar Volume 
AFAA Air Force Audit Agency 
AID Agency for International Development 
AICPA American Institute of CPAs 
APPS Audit Planning and Performance System 
ASBCA Armed Services Board of Contract Appeals 
AT Attestation Standards 
B&P Bid & Proposal 
BCA Board(s) of Contract Appeals 
BOA Basic Ordering Agreement(s) 
BOE Basis of Estimate 
BOM Bill of Material 
CAC Contract Audit Coordinator (DCAA) 
CACO Corporate/Home Office ACO 
CACS Contract Audit Closing Statement(s) (DCAA) 
CACWS Cumulative Allowable Cost Worksheet 
CAD/CAM Computer-Aided Design & Manufacturing 
CAIG Cost Analysis Improvement Group (DoD) 
CAM Contract Audit Manual (DCAA) 
CAOs Contract Administration Offices 
CAS Cost Accounting Standard(s) 
CCDR Contractor Cost Data Report(s)/ing 
CDA Contract Disputes Act 
CDPMO Contractor Disclosure Program Management Office 
CECSR Contractor Employee Compensation System Review 
CFAO Cognizant Federal agency official 
CFR Code of Federal Regulations 
CFSR Contract Funds Status Report(s)/ing 
CFY Contractor Fiscal Year 
CHOA Corporate Home Office Auditor (DCAA) 
CIPR Contractor Insurance/Pension Review 
CLIN Contract Line Item Number 
CMTL Computer Managed Training Library 
CO Contracting Officer 
COBOL Common Business-Oriented Language (IT) 
COE Corps of Engineers (Army) 
COR Contracting Officer’s Representative 
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Acronym/Abbreviation Description 
CPA Certified Public Accountant(s) 
CPAF Cost-Plus-Award-Fee (Contract) 
CPFF Cost-Plus-Fixed-Fee (Contract) 
CPIF Cost-Plus-Incentive-Fee (Contract) 
CPR Contract Performance Report (previously Cost Performance 

Report) 
CPSR Contractor Purchasing System Review 
CPU Central Processing Unit (IT) 
C/SCSC Cost/Schedule Control System Criteria 
CSRA Civil Service Reform Act 
CSSR Cost/Schedule Status Report(s)/ing 
CY Calendar Year 
DAC Defense Acquisition Circular 
DAR Defense Acquisition Regulation 
DCAAI Defense Contract Audit Agency Instruction 
DCAAM Defense Contract Audit Agency Manual 
DCAAP Defense Contract Audit Agency Pamphlet 
DCAAR Defense Contract Audit Agency Regulation 
DCAI Defense Contract Audit Institute 
DCMA Defense Contract Management Agency 
DCMD Defense Contract Management District 
DFARS Defense Federal Acquisition Regulation Supplement 
DFAS Defense Finance & Accounting Service 
DHHS Department of Health & Human Services 
DIIS DCAA Integrated Information System 
DL General Counsel (DCAA Hqs) 
DLA Defense Logistics Agency 
DLAD Defense Logistics Agency Directive 
DLAM Defense Logistics Agency Manual 
DMIS Defense Contract Audit Agency Management Information 

System 
DoDAAC Department of Defense Address Activity Code 
DoDD Department of Defense Directive 
DoDI Department of Defense Instruction 
DoDIG Department of Defense Inspector General 
DOE Department of Energy 
DOJ Department of Justice 
DOL Department of Labor 
DOT Department of Transportation 
DPAPSS Defense Procurement, Acquisition Policy, and Strategic Sourcing 
DPRO Defense Plant Representative Offices 
DSCA Defense Security Cooperation Agency 
EAC Estimate At Completion (Cost) 
ECPF Electronic Contractor Permanent File 
EDP Electronic Data Processing (Computer(s)) 
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Acronym/Abbreviation Description 
EEO Equal Employment Opportunity 
EEOC Equal Employment Opportunity Commission 
EPA Economic Price Adjustment 
EPA Environmental Protection Agency 
ERISA Employee Retirement Income Security Act (1974) 
ERP Enterprise Resource Planning 
ESOP Employee Stock Option Plan 
ESS Estimating System Survey 
ETC Estimate to Complete (Cost) 
EVMS Earned Value Management System 
FAC Federal Acquisition Circular 
FAO Field Audit Office 
FAR Federal Acquisition Regulation 
FASB Financial Accounting Standards Board 
FASC Financial Advisory Services Center 
FAT First Article Testing 
FCR Federal Contracts Report (BNA) 
FCRC Federal Contract Research Center(s) 
FEMA Federal Emergency Management Agency 
FERC Federal Energy Regulatory Commission 
FFP Firm-Fixed Price (Contract) 
FFRDC Federally Funded R&D Center(s) 
FICA Federal Insurance Contributions Act (Social Security) 
FLA Financial Liaison Advisor 
FLRA Federal Labor Relations Authority 
FLSA Fair Labor Standards Act 
FMS Foreign Military Sales 
FOUO For Official Use Only 
FPI Fixed-Price Incentive (Contract) 
FPR Fixed-Price Redeterminable (Contract) 
FPRA Forward Pricing Rate Agreement(s) 
FUTA Federal Unemployment Tax Act 
FY Fiscal Year 
G&A General & Administrative (Expense) 
GAAP Generally Accepted Accounting Principles 
GAAS Generally Accepted Auditing Standards 
GAC Group Audit Coordinator (DCAA) 
GAGAS Generally Accepted Govt. Auditing Standards (GAO) 
GAO Government Accountability Office 
GASB Governmental Accounting Standards Board 
GBL Government Bill of Lading 
GFAE Government-Furnished Aeronautical Equipment 
GFM Government-Furnished Material 
GFP Government-Furnished Property 
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Acronym/Abbreviation Description 
GOCO Government-Owned, Contractor-Operated (Plant) 
GPO Government Printing Office 
GSA General Services Administration 
GSBCA General Services Administration Board of Contract Appeals 
HCFA Health Care Financing Administration 
I/PS Insurance/Pension Specialist 
ICAPS Internal Control Audit Planning Summary 
ICQ Internal Control Questionnaire 
IG Inspector General 
IIA Institute of Internal Auditors 
IPA Independent Public Accountant 
IPT Integrated Product Team 
IR&D Independent Research & Development (Cost) 
IRC Internal Revenue Code 
IRS Internal Revenue Service 
IS Information Systems 
IT Information Technology 
JCL Job Control Language (IT) 
JTR Joint Travel Regulation 
MAAR Mandatory Annual Audit Requirement(s) 
MICOM U.S. Army Missile Command 
MMAS Material Management and Accounting System 
MOU Memorandum of Understanding 
MRD Memorandum for Regional Directors (DCAA) 
MRP Material Requirements Planning (Inventory Control System) 
MWS Major Weapon System 
NASA National Aeronautics and Space Administration 
NGB National Guard Bureau (DoD) 
NRC Nuclear Regulatory Commission 
OAL Audit Liaison Division (DCAA Hqs) 
ODC Other Direct Cost 
OFPP Office of Federal Procurement Policy (OMB) 
OIG Office of the Inspector General 
OMB Office of Management and Budget 
ONR Office of Naval Research 
OPSEC DoD Operations Security Program 
OT Other Transactions 
OTS Technical Audit Services (DCAA Hqs) 
OWD Workload and Trends Division (DCAA Hqs) 
PAC Accounting & Cost Principles Division (DCAA Hqs) 
PACO Principal ACO 
PAS Auditing Standards Division (DCAA Hqs) 
PAT Process Action Team 
PBIS Performance Based Incentive System 
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Acronym/Abbreviation Description 
PBP Performance Based Payment 
PCO Procuring Contracting Officer 
PDR Plantwide Data Report 
PII Personally Identifiable Information 
PL Public Law 
PMM Personnel Management Manual 
PNM Price Negotiation Memorandum 
PPD Programs Division (DCAA Hqs) 
PPS Publications and Systems Division (DCAA Hqs) 
PQA Quality Assurance Division (DCAA Hqs) 
PROCAS Process Contract Administration Services (DLA) 
PS&C Production Scheduling & Control 
PSAD Planning and Staff Allocation Document 
PSP Special Projects (DCAA Hqs) 
PWT Participative Work Team 
R&D Research & Development (Cost) 
RAM Regional Audit Manager 
RD Regional Director 
RFP Request(s) for Proposal(s) 
SAM System for Award Management 
SAS Statement on Auditing Standards (AICPA) 
SAS Statistical Application Software 
SEC Securities & Exchange Commission 
SF Standard Form 
SIC Suspected Irregular Conduct 
SIS Synopsis Information System(s) (DCAA) 
SSAE Statements on Standards for Attestation Engagements 
SSEB Source Selection Evaluation Board 
T&M Time-and-Materials (Contract) 
TBSR Total Business System Review (ONR) 
TCO Termination Contracting Officer 
TEFRA Tax Equity and Fiscal Responsibility Act 
TQM Total Quality Management 
TRASOPs Tax Reduction Act Stock Ownership Plans 
TSC Technical Services Center 
U.S.C. United States Code 
VAP Vulnerability Assessment Procedure(s) (DCAA) 
VLSI Very Large Scale Integration 
WAWF Wide Area Workflow 
W/P Working Papers 
WBS Work Breakdown Structure(s) 
ZBB Zero-Based Budgeting 
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CHAPTER 1 

1-000 Introduction To Contract Audit 

1-001 Scope of Chapter 

This chapter introduces the chapters and appendixes which follow. It provides infor
mation on the contract audit mission; responsibilities of DCAA and the contract auditor; 
and the relationships of DCAA to other Department of Defense components, other Gov
ernment agencies, and contractors. 

1-100 Section 1 --- Establishment and Responsibilities of DCAA 

1-101 Introduction 

This section describes the establishment, responsibilities, and inter-organizational rela
tionship of DCAA. 

1-102 Establishment and Responsibilities 

a. The Defense Contract Audit Agency was established by a directive of the Department 
of Defense for the purpose of performing all contract auditing for the Department of Defense 
(DoD) and providing accounting and financial advisory services, in connection with the ne
gotiation, administration and settlement of contracts and subcontracts, to all DoD procure
ment and contract administration activities. DCAA also furnishes contract audit service to 
other Government agencies (see 1-302b.). 

b. The role of the auditor is advisory, except that on cost-type contracts the auditor is 
required to comply with specific contract provisions. Procedures for such compliance are 
discussed in Chapter 6. 

c. Although the detection of fraud or similar unlawful activity is not the primary 
function of contract audit, the auditor has a responsibility to plan and perform the audit 
to obtain reasonable assurance about whether the contractor submissions and supporting 
data are free of material misstatement, whether caused by error or by fraud. When fraud 
or similar unlawful activity is suspected, the auditor shall be guided by 4-700. 

1-103 Relationship --- DCAA and the Office of the Secretary of Defense 

DCAA is a separate agency of the Department of Defense under the direction, authori
ty, and control of the Under Secretary of Defense (Comptroller). Supplement 1-1S1 con
tains the Agency charter, DoD Directive 5105.36. 

1-104 Nature of Contract Auditing 

1-104.1 Introduction 

The following paragraphs state the objective of contract auditing and in broad terms 
how the objective is accomplished. 
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1-104.2 Contract Audit Objective 

a. The purpose of contract auditing is to assist in achieving prudent contracting by 
providing those responsible for Government procurement with financial information and 
advice relating to contractual matters and the effectiveness, efficiency, and economy of 
contractors' operations. Contract audit activities include providing professional advice 
on accounting and financial matters to assist in the negotiation, award, administration, 
repricing and settlement of contracts. Audit interest encompasses the totality of the con-
tractor's operations. Audits are performed to assure the existence of adequate controls 
which will prevent or avoid wasteful, careless, and inefficient practices by contractors. 
These audits include the evaluation of a contractor's policies, procedures, controls and 
actual performance, identifying and evaluating all activities which contribute to, or have 
an impact on, proposed or incurred costs of Government contracts. Areas of concern to 
the auditor include the adequacy of contractor's policies, procedures, practices, and in
ternal controls relating to accounting, estimating, and procurement; the evaluation of 
contractors' management policies and decisions affecting costs; the accuracy and rea
sonableness of contractors' cost representations; the adequacy and reliability of contrac
tors' records for Government-owned property; the financial capabilities of the contrac
tor; and the appropriateness of contractual provisions having accounting or financial 
significance. Contract auditors perform evaluations of contractors' statements of costs to 
be incurred (cost estimates) or statements of cost actually incurred to the extent deemed 
appropriate by the auditors in the light of their experience with the contractors and rely
ing upon their appraisals of the effectiveness of the contractors' policies, procedures, 
controls, and practices. Such evaluations may consist of test checks of a limited number 
of transactions or in-depth examinations at the discretion of the auditor. 

b. To accomplish the objective of contract auditing, the auditor must examine or 
develop sufficient evidence to support a valid opinion of the extent to which costs or 
estimates contained in a contractor's claim or proposal are: 

(1) reasonable as to nature and amount, 
(2) allocable, and measurable by the application of duly promulgated cost ac

counting standards, 
(3) generally accepted accounting principles and practices appropriate to the par

ticular circumstances; and 
(4) in accordance with applicable cost limitations or exclusions as stated in the 

contract or in FAR. 
The auditor will find it extremely useful at the onset of the examination, in planning the 
audit program and approach to review the contractor's accounting nomenclature, chart 
of accounts, accounting manuals and financial statements. It should, however, be recog
nized that professional opinions and conclusions on the acceptability of contract costs 
must be based on the auditor's knowledge of the contractor's classification practices and 
the actual nature of the expenditures charged to the various accounts and classifications. 
This knowledge is best gained by selective testing of transactions recorded in the vari
ous accounts. 

c. The auditor should at all times be alert to any matters that may affect the Govern
ment's prudent and efficient management of its procurement program. When the auditor 
becomes aware of the need for improved Government practices, the appropriate office 
should be advised and, to the maximum extent feasible, the corrective measures should be 
recommended in the audit report. 
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d. In performing normal auditing procedures in connection with an examination, audi
tors should be alert for indications of excessive contract prices or profits and for evidence 
of overcharges or inadequate compensation to the Government. If the auditor finds an 
indication of such a condition, he or she should discuss it with the supervisor to decide 
whether further evaluation is warranted and whether the condition is properly reportable as 
one involving: 

(1) suspected fraud or other similar irregularities (4-700); 
(2) defective pricing (14-100); or 
(3) solicitation of a voluntary refund (4-800). 

Guidance for determining which of the above reporting procedures should be used is 
contained in the referenced paragraphs. If the condition is not reportable under the fore
going guidance, a report stating the pertinent facts should nevertheless be submitted to 
Headquarters, DCAA, Attention: Deputy Assistant Director, Operations. 

e. FAR 15.408(b) prescribes the insertion of a "defective pricing" clause (FAR 
52.215-10) which accords the Government a contractual basis for reducing the contract 
price under certain conditions. When, after contract execution, it is learned that the con
tract price was negotiated on the basis of certified cost or pricing data furnished by the 
contractor that was incomplete, inaccurate or not current, the contracting officer may re
duce the contract price. Guidance concerning the auditor's role in this area is stated in 
Chapter 14. 

f. FAR 52.230-2 prescribes the insertion into contracts and subcontracts of a "cost 
accounting standards" clause which requires certain contractors or subcontractors to dis
close in writing their cost accounting practices, to follow the disclosed practices consist
ently, to comply with duly promulgated cost accounting standards, and to agree to contract 
price adjustment for any increased cost to the Government as a result of the contractor's 
failure to comply with applicable cost accounting standards. Guidance concerning the 
auditor's role with respect to cost accounting standards is stated in Chapter 8. 

g. FAR 16.102(c) provides that the cost-plus-a-percentage-of-cost system of con
tracting shall not be used by the Government for any prime contract; or allowed to be 
used in any chain of cost or redeterminable subcontracts, unbroken by a firm-fixed
price subcontract. If such a contract or subcontract is encountered, the entire cost, 
including the amount representing the percentage added, will be disapproved under 
cost-type contracts and recommended for nonacceptance under fixed-price redetermi
nable contracts. 
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1-1S1 Supplement --- DoD Directive 5105.36 --- Defense Contract Audit 
Agency Charter 

1. PURPOSE. Under the authority vested in the Secretary of Defense by sections 113, 191, 
and 192 of title 10, United States Code (U.S.C.) (Reference (a)), this Directive reissues DoD 
Directive (DoDD) 5105.36 (Reference (b)) to update the mission, organization and manage
ment, responsibilities and functions, relationships, and authorities of the DCAA. 

2. APPLICABILITY. This Directive applies to OSD, the Military Departments, the Office of 
the Chairman of the Joint Chiefs of Staff and the Joint Staff, the Combatant Commands, the 
Office of the Inspector General of the Department of Defense, the Defense Agencies, the 
DoD Field Activities, and all other organizational entities within the Department of Defense 
(hereafter referred to collectively as the “DoD Components”). 

3. MISSION. The DCAA, while serving the public interest as its primary customer, shall 
perform all necessary contract audits for the Department of Defense and provide accounting 
and financial advisory services regarding contracts and subcontracts to all DoD Components 
responsible for procurement and contract administration. These services shall be provided in 
connection with negotiation, administration, and settlement of contracts and subcontracts to 
ensure taxpayer dollars are spent on fair and reasonable contract prices. DCAA shall provide 
contract audit services to other Federal agencies, as appropriate. 
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4. ORGANIZATION AND MANAGEMENT 

a. DCAA is a Defense Agency under the authority, direction, and control of the Un
der Secretary of Defense (Comptroller) (USD(C))/Chief Financial Officer (CFO), De
partment of Defense, consistent with DoDD 5118.03 (Reference (c)). 

b. DCAA shall consist of a Director and such subordinate organizational elements as 
are established by the Director within resources assigned by the Secretary of Defense. 

c. No separate contract audit organization independent of the DCAA shall be estab
lished in the Department of Defense. 

5. RESPONSIBILITIES AND FUNCTIONS. The Director, DCAA, shall: 

a. Organize, direct, and manage DCAA and all assigned resources. 

b. Assist in achieving the objective of prudent contracting, by providing DoD officials 
responsible for procurement and contract administration with financial information and 
advice on proposed or existing contracts and contractors, as appropriate. 

c. Audit, examine, and/or review contractors' and subcontractors' accounts, records, 
documents, and other evidence; systems of internal control; and accounting, costing, and 
general business practices and procedures in accordance with Government Auditing 
Standards (Reference (d)), the Federal Acquisition Regulation (Reference (e)), the De
fense Federal Acquisition Regulation Supplement (Reference (f)), and other applicable 
laws and regulations to the extent and in whatever manner is considered necessary to per
mit proper performance of the other functions described in paragraphs 5.d. through 5.j. of 
this Directive. 

d. Approve, suspend, or disapprove costs on reimbursement vouchers received directly 
from contractors, under cost-type contracts, transmitting the vouchers to the cognizant 
Disbursing Officer. 

e. Provide information and advice on proposed or existing contracts and contractors, 
consistent with paragraph 5.b. of this Directive, including, but not limited to: 

(1) Acceptability of costs incurred under redeterminable, incentive, and similar-type 
contracts. 

(2). Acceptability of incurred costs and estimates of cost to be incurred as represent
ed by contractors incident to the award, negotiation, modification, change, administration, 
termination, or settlement of contracts. 

(3). Adequacy of financial or accounting aspects of contract provisions. 
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(4). Adequacy of contractors' accounting and financial management systems, esti
mating procedures, and property controls. 

f. Assist responsible procurement or contract administration activities in their surveys 
of the purchasing-procurement systems of major contractors. 

g. Direct audit reports to the Government management level having authority and re
sponsibility to take action on the audit findings and recommendations. 

h. Cooperate with other appropriate DoD Components on reviews, audits, analyses, or 
inquiries involving contractors' financial position or financial and accounting policies, 
procedures, or practices. 

i. Establish and maintain liaison auditors and financial advisors, as appropriate, at ma
jor procuring and contract administration offices. 

j. Review Government Accountability Office reports and proposed responses there
to, that involve significant contract or contractor activities for the purpose of ensuring 
the validity of appropriate pertinent facts contained therein. 

k. In an advisory capacity, attend and participate, as appropriate, in contract negotia
tion and other meetings where contract cost matters, audit reports, or related financial 
matters are under consideration. 

l. Provide assistance, as requested, in the development of procurement policies and 
regulations. 

m. Report incidents of suspected fraud, waste, and abuse to the appropriate authori
ties. 

n. Design and manage DCAA activities and programs to improve standards of per
formance, economy, and efficiency, and demonstrate DCAA’s attention to the require
ments of its organizational customers, both internal and external to the Department of 
Defense. 

o. Perform such other duties as may be assigned by the Secretary and Deputy Secre
tary of Defense or USD(C)/CFO. 

6. RELATIONSHIPS 

a. In performing assigned functions and responsibilities, the Director, DCAA, shall: 

(1) Report directly to the USD(C)/CFO. 

(2) Maintain liaison with the DoD Components, other Federal agencies, foreign 
governments, and private sector organizations for the exchange of information concern
ing assigned programs, activities, and responsibilities. 
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(3) Use existing systems, facilities, and services of the Department of Defense and 
other Federal agencies, when possible, to avoid duplication and to achieve maximum 
efficiency and economy. 

(4) Receive support from the Military Departments and other DoD Components 
within their respective fields of responsibility to assist in carrying out the assigned re
sponsibilities and functions of the DCAA. 

b. The OSD Principal Staff Assistants and Heads of the other DoD Components 
shall coordinate with the Director, DCAA, as appropriate, on matters under their pur
view relating to DCAA operations, functions, responsibilities, and programs. 

c. Procurement and contract administration activities of the DoD Components shall 
utilize audit services of the DCAA to the extent appropriate in connection with the ne
gotiation, administration, and settlement of contract payments and prices that are based 
on cost (incurred or estimated), or on cost analysis. 

7. AUTHORITIES. The Director, DCAA, is hereby delegated authority to: 

a. Communicate directly with the Heads of the DoD Components, as necessary, to 
carry out assigned responsibilities and functions, including the transmission of requests 
for advice and assistance. Communications to the Military Departments shall be trans
mitted through the Secretaries of the Military Departments, their designees, or as other
wise provided in law or directed by the Secretary of Defense in other DoD issuances. 
Communications to the Commanders of the Combatant Commands normally shall be 
transmitted through the Chairman of the Joint Chiefs of Staff, except those communica
tions dealing solely with contract audit functions. 

b. Communicate with other Government officials, representatives of the Legislative 
Branch, members of the public, and representatives of foreign governments, as appro
priate, to carry out assigned responsibilities and functions. Communications with repre
sentatives of the Legislative Branch shall be coordinated with the Assistant Secretary of 
Defense for Legislative Affairs or the USD(C)/CFO, as appropriate, and be consistent 
with the DoD Legislative Program. 

c. Obtain reports and information consistent with DoD Instruction (DoDI) 8910.01 
(Reference (g)), as necessary, to carry out assigned responsibilities and functions. 

d. Establish DCAA facilities using appropriate established physical facilities and 
services of other DoD Components whenever possible to achieve maximum efficiency 
and economy. 

e. Exercise the administrative authorities contained in Enclosure 2 of this Directive. 
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8. ADMINISTRATION 

a. The Director, DCAA, shall be a civilian appointed by the Secretary of Defense, with 
the advice of the USD(C)/CFO. 

b. The appointment of other personnel to DCAA will be subject to the approval of the 
Director, DCAA, or his or her designee. 

9. RELEASABILITY. UNLIMITED. This Directive is approved for public release and is 
available on the Internet from the DoD Issuances Web Site at 
http://www.dtic.mil/whs/directives. 

10. EFFECTIVE DATE. This Directive is effective immediately. 

Enclosures 
1. References 
2. Delegations of Authority 
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ENCLOSURE 1 

REFERENCES 

(a)	 Sections 113, 173, 191, 192, and 2667 of title 10, United States Code 
(b)	 DoD Directive 5105.36, “Defense Contract Audit Agency (DCAA),” February 28, 

2002 (hereby canceled) 
(c)	 DoD Directive 5118.03, “Under Secretary of Defense (Comptroller) 

(USD(C))/Chief Financial Officer (CFO), Department of Defense,” January 6, 1997 
(d)	 U.S. Government Accountability Office, Government Auditing Standards, current 

edition1 

(e)	 Federal Acquisition Regulation, current edition2 

(f)	 Defense Federal Acquisition Regulation Supplement, current edition3 

(g)	 DoD Instruction 8910.01, “Information Collection and Reporting,” March 6, 2007 

(h) Executive Order 10450, “Security Requirements for Government Employment,” 
April 27, 1953, as amended 

(i)	 Executive Order 12333, “United States Intelligence Activities,” December 4, 1981, 
as amended 

(j)	 Executive Order 12968, “Access to Classified Information,” August 2, 1995, as 
amended 

(k)	 DoD Directive 5200.2, “DoD Personnel Security Program,” April 9, 1999 
(l)	 DoD 5200.2-R, “Personnel Security Program,” January 16, 1987 
(m) Joint Federal Travel Regulation, Volume 1, “Uniformed Service Members,” 

December 1, 2004 
(n)	 Joint Travel Regulations, Volume 2, “Department of Defense (DoD) Civilian Per

sonnel,” January 1, 2009 
(o)	 Title 5, United States Code 
(p)	 Section 412 of title 37, United States Code 
(q)	 Title 44, United States Code 
(r)	 DoD Directive 5015.2, “DoD Records Management Program,” March 6, 2000 
(s)	 DoD Instruction 5025.01, “DoD Directives Program,” October 28, 2007 
(t)	 DoD Instruction 5200.08, “Security of DoD Installations and Resources,” 

December 10, 2005 
(u)	 DoD Instruction 1400.25, “DoD Civilian Personnel Management System,” 

December 1, 1996 
(v)	 DoD Instruction 5105.04, “Department of Defense Federal Advisory Committee 

Management Program,” August 6, 2007 

1 Available at http://www.gao.gov/govaud/ybook/pdf 
2 Available at https://www.acquisition.gov/far/ 
3 Available at http://www.acq.osd.mil/dpap/dars/dfarspgi/current/index.html 
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ENCLOSURE 2 

DELEGATIONS OF AUTHORITY 

Under the authority vested in the Secretary of Defense, and subject to the authority, 
direction, and control of the USD(C)/CFO, and in accordance with DoD policies and 
issuances, the Director, DCAA, or, in the absence of the Director, the person acting for 
the Director, is hereby delegated authority, as required in the administration and opera
tion of DCAA, to: 

a. Maintain an official seal and attest to the authenticity of official records under the 
seal. 

b. Enforce regulatory procedures in accordance with Executive Order (E.O.) 10450 
(Reference (h)), E.O. 12333 (Reference (i)), E.O. 12968 (Reference (j)), and DoDD 
5200.2 (Reference (k)), as appropriate, and: 

(1) Designate any position in DCAA as a “sensitive” position. 

(2) Authorize, in case of emergency, the appointment of a person to a sensitive 
position in DCAA for a limited period of time and for whom a full field investigation or 
other appropriate investigation, including the National Agency Check, has not been 
completed. 

(3) Initiate personnel security investigations and, if necessary, in the interest of 
national security, suspend a security clearance for personnel assigned to, detailed to, or 
employed by DCAA. Any actions under this paragraph shall be taken in accordance 
with procedures prescribed in DoD 5200.2-R (Reference (l)). 

c. Authorize and approve: 

(1) Temporary duty travel only for military personnel assigned or detailed to the 
DCAA in accordance with Joint Federal Travel Regulation, Volume 1 (Reference (m)). 

(2) Travel for DCAA civilian personnel in accordance with Joint Travel Regula
tions, Volume 2 (Reference (n)). 

(3) Invitational travel to non-DoD personnel whose consultative, advisory, or oth
er highly specialized technical services are required in a capacity that is directly related 
to, or in connection with, DCAA activities, in accordance with Reference (n)). 

(4) Overtime work for DCAA civilian personnel in accordance with subchapter V 
of chapter 55 of title 5, U.S.C. (Reference (o)) and applicable Office of Personnel Man
agement (OPM) regulations. 

ENCLOSURE 2 
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d. Approve the expenditure of funds available for travel by military personnel as
signed or detailed to the DCAA for expenses incident to attendance at meetings of tech
nical, scientific, professional, or other similar organizations in such instances when the 
approval of the Secretary of Defense, or designee, is required by sections 4110 and 4111 
of Reference (o) and section 412 of title 37, U.S.C. (Reference (p)). 

e. Develop, establish, and maintain an active and continuing Records Management 
Program, pursuant to section 3102 of title 44, U.S.C. (Reference (q)) and DoDD 5015.2 
(Reference (r)). 

f. Utilize the Government purchase card for making appropriate purchases of materi
al and services, other than personal services, for the DCAA when it is determined more 
advantageous and consistent with the best interests of the Government. 

g. Authorize the publication of advertisements, notices, or proposals in newspapers, 
magazines, or other public periodicals as required for the effective administration and 
operation of the DCAA, consistent with section 3702 of Reference (q). 

h. Establish and maintain, for the functions assigned, an appropriate internal publica
tions system for the promulgation of regulations, instructions, and reference documents, 
and changes thereto, pursuant to the policies and procedures prescribed in DoD issuanc
es published under DoDI 5025.01 (Reference (s)). 

i. Enter into support and service agreements with the Military Departments, other 
DoD Components, or other Federal agencies, as required, for the effective performance 
of DCAA functions and responsibilities. 

j. Enter into and administer contracts directly or through the Military Departments, a 
DoD contract administration services Component, or other Federal agency, as appropri
ate, for supplies, equipment, and services required to accomplish the DCAA mission. 

k. Establish and maintain appropriate property accounts for the DCAA and appoint 
Boards of Survey, approve reports of survey, relieve personal liability, and drop ac
countability for DCAA property contained in the authorized property accounts that has 
been lost, damaged, stolen, destroyed, or otherwise rendered unserviceable, in accord
ance with applicable laws and regulations. 

l. Issue the necessary security regulations for the protection of property and places 
under the jurisdiction of the Director, DCAA, pursuant to DoDI 5200.08 (Reference (t)). 

m. Lease property under the control of the DCAA, under terms that promote the na
tional defense or that are in the public interest, pursuant to section 2667 of Reference (a) 
and applicable DoD policy. 

ENCLOSURE 2 
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n. Exercise the powers vested in the Secretary of Defense by sections 301, 302(b), 
3101, and 5107 of Reference (o) on the employment, direction, and general administra
tion of assigned employees. 

o. Fix rates of pay of wage-rate employees exempted from the Classification Act of 
1949 by section 5102 of Reference (o) on the basis of rates established under the Feder
al Wage System. In fixing such rates, the Director, DCAA, shall follow the wage sched
ule established by the DoD Wage Fixing Authority. 

p. Administer oaths of office to those entering the Executive Branch of the Federal 
Government or any other oath required by law in connection with employment therein, 
in accordance with section 2903 of Reference (o), and designate in writing, as may be 
necessary, officers and employees of the DCAA to perform this function. 

q. Establish a DCAA Incentive Awards Board and pay cash awards to, and incur 
necessary expenses for the honorary recognition of, civilian employees of the Govern
ment whose suggestions, inventions, superior accomplishments, or other personal ef
forts, including special acts or services, benefit or affect the DCAA, in accordance with 
section 4503 of Reference (o), OPM regulations, and DoDI 1400.25 (Reference (u)). 

r. Use advisory committees and employ temporary or intermittent experts or con
sultants, as approved by the Secretary of Defense or the Director of Administration and 
Management, for the performance of DCAA functions, consistent with sections 173 and 
174 of Reference (a), section 3109(b) and Appendix 2 of Reference (o), and DoD In
struction 5105.04 (Reference (v)). 

s. Redelegate these authorities as appropriate, and in writing, except as otherwise 
specifically indicated in this Directive or prohibited by law, Executive order, or regula
tion. 

ENCLOSURE 2 
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1-200 Section 2 --- Relationships with the Government Accountability Office 

1-201 Introduction 

This section contains procedures and guidance on: (1) relationships between DCAA and 
the Government Accountability Office (GAO), (2) granting the GAO access to DCAA audit 
records and files, (3) submitting information and comments to Headquarters for replies to 
GAO reports, and (4) coordinating DCAA and GAO activities to ensure effective working 
relationships. Relationships with members of Congress and Congressional committees are 
discussed at 1-410. 

1-202 Relationship --- DCAA and GAO 

a. The GAO has broad authority for conducting audits and investigations to enable the 
Comptroller General of the United States (Comptroller General), as an agent of Congress, to 
determine whether executive departments and Government agencies properly discharge their 
financial responsibilities. In connection with the audit of the procurement function, the GAO 
is granted access to contractors' records by law and by contract provisions. DoD personnel at 
all levels will cooperate fully with representatives of the GAO. 

b. The Executive Officer (DX) monitors and coordinates all GAO matters in accordance 
with DoD Instruction (DoDI) 7650.01, Government Accountability Office (GAO) and 
Comptroller General Requests for Access to Records; DoD Instruction 7650.02, Government 
Accountability Office Reviews and Reports, and DoD Directive7650.3, Follow-up on GAO, 
DoD Inspector General (DoDIG), and Internal Audit Reports. 

1-203 GAO Access to Records and Files 

a. When requested by GAO, furnish audit reports and associated working papers in ac
cordance with DoDI 7650.01; DCAAR No. 5205.1, DCAA Information Security Program; 
and the procedures below. Advance approval of regional offices or Headquarters is not re
quired, provided that the GAO has notified the Secretary of Defense and DCAA of the re
view and has conducted an entrance conference with DoD officials. 

b. Do not furnish non-DoD agency reports, military department reports, non-DoD Inspec
tor General reports, or criminal investigation organization reports (including the FBI) unless 
approved by DCAA Headquarters. This restriction also applies to summaries of such reports. 

c. Promptly submit pertinent information to the Regional Director or the Director, Field 
Detachment and Headquarters, ATTN: DX. Identify the information furnished to GAO. 

1-203.1 Access to Audit Records and Files on Completed Audits 

a. When requested, grant GAO representatives unlimited access to audit records and files 
applicable to completed audits. This includes access to files on all types of system surveys, 
audit programs, working papers, correspondence on cost allowances, notices of cost sus
pended or disapproved, contracts, and audit reports. 

b. Cooperate with GAO representatives by providing copies of existing reports and other 
documents. When furnishing contractor proprietary information to the GAO (e.g., docu
ments marked For Official Use Only (FOUO) or documents that are believed to contain 
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contractor proprietary data), include the following statement in the transmittal memo
randum: 

"Please be advised that the contractor financial and accounting system information 
contained in this [letter / report / enclosure] is considered proprietary by the compa
ny and should not be released to the public. The information made available to you 
in this [letter / report / enclosure] contains financial data furnished to the Govern
ment in confidence. Such information must be protected from unauthorized disclo
sure under 18 U.S.C. 1905. For this reason, the [letter / report / enclosure] has been 
marked FOR OFFICIAL USE ONLY." 

c. FAOs should also cooperate with GAO representatives in the completion of ques
tionnaires dealing with DCAA’s audit responsibilities and performance. Refer GAO 
questionnaires that require the preparation of extensive analyses or schedules or would 
require significant audit resources to Headquarters, ATTN: DX. (Also see b above and 
1-203.4 below.) 

d. Encourage the GAO representatives to perform their analytical effort onsite, both 
to minimize the use of DCAA resources and to enable the auditor to explain or clarify 
data if required. 

1-203.2 Access to Audit Working Papers Relating to Incomplete/In-process As
signments 

FAOs may grant the GAO access to any factual data contained in the records or files. 
However, FAOs should dissuade the GAO representative from examining audit working 
papers relating to incomplete/in-process audits, because any audit conclusions included 
therein are tentative and do not represent the official DCAA position until the audit is 
completed. If the GAO insists on examining working papers related to incomplete/in
process audits, elevate the matter to the Regional Director or the Director, Field De
tachment to attempt to dissuade until such time as the audit is complete and reviewed by 
management. If the Regional Director cannot dissuade the GAO from examining work
ing papers related to incomplete/in-process audits, the issue should be elevated to Head
quarters, ATTN: DX. 

1-203.3 Access to Audit Records on Replies to GAO Reports 

Refer GAO requests for access to copies of correspondence or memorandums pre
pared to assist DCAA Headquarters and military departments or agencies in the formu
lation of an official reply to a GAO draft report or final report to Headquarters, ATTN: 
DX. This information requires special consideration because it does not represent the 
final position of DCAA or the military department or agency concerned with the report. 

1-203.4. GAO Requests for Audit-Related Information and Non-Audit-Related 
Information 

a. The GAO may request an FAO to use its access rights to obtain and/or validate 
contractor information that is not otherwise required by the FAO in carrying out 
DCAA’s audit mission. The information could be either (1) audit-related (e.g., the GAO 
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asks that a postaward audit be done on a contract not selected by the FAO) or (2) non
audit-related (e.g., the GAO asks the FAO to complete a survey instrument or gather 
information for the purpose of statistical aggregation, and the information requested is 
not necessary for performing DCAA’s audit functions). Written confirmation of the 
request for assistance will be furnished to the GAO within seven working days of re
ceipt. The GAO request should be provided to the Regional Director or the Director, 
Field Detachment, and Headquarters, ATTN: DX with the agreed to course of action to 
be taken. 

b. FAOs should generally accept and respond to requests for audit-related infor
mation taking into consideration the following: (1) Government’s overall policy to have 
one contract audit face to the contractor and to avoid duplication of Government audit 
effort when possible, (2) DCAA resources required to fulfill the request, and (3) impact 
that acting on the request would have on meeting current audit requirements. 

c. Except as noted below, FAOs should generally not accept and respond to requests 
to obtain non-audit-related information from contractors. Instead, the FAO should ask 
the GAO to have the contractor directly respond to such requests. An exception to this 
policy is when the non-audit information requested by GAO can be readily retrieved 
from the FAO’s files, and the contractor has no objection to the release of the infor
mation. In these cases, FAO’s should provide the GAO with requested information. If 
the GAO obtains non-audit information directly from contractors, the FAO will, upon 
request of the GAO, assist the GAO in the evaluation or validation of that information. 
When in doubt as to how best to handle a given GAO request for non-audit information, 
FAOs should contact the Regional Special Programs Division for guidance. 

d. Promptly forward copies of all correspondence, memorandums of conversations, 
and reports prepared in response to such requests to Headquarters, ATTN: DX, with 
copies to the cognizant regional office. 

1-204 Replies to GAO Reports 

a. GAO reporting on defense contracting is primarily accomplished through: (1) re
ports (draft and final) issued by its headquarters office and addressed to the Secretary of 
Defense, the Secretaries of the Military Departments, or heads of Defense agencies; (2) 
letter reports issued by GAO regional offices directly to officials of field activities of 
the Military Departments or DoD agencies, and (3) congressional testimony. 

b. DCAA is routinely requested to submit comments and participate in formulating 
the official DoD position on the cost aspects and related recommendations in GAO re
ports issued on defense contractors and on contract audit matters. In cases where DCAA 
Headquarters or other DCAA organizational element is providing comments, that ele
ment will often require (and therefore solicit) input from regional and FAO activities. 
(Also see 1-203.3 and 1-203.4 above.) 

1-204.1 Replies to GAO Headquarters Reports 

a. These reports generally pertain to defense contracting. They are initially submitted 
in draft form with a request for an official response and comments. The response is usu
ally incorporated in the final GAO report. 
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b. The DoDIG) refers all proposed responses to GAO Headquarters reports related to 
procurement or contract audit matters to DCAA Headquarters for concurrence or com
ment. DCAA Headquarters will provide a response to the DoDIG. 

c. In advance, Headquarters reviews GAO reports that may require comment. The cogni
zant Headquarters element will immediately transmit the report to the regional office(s) and 
FAO(s) involved if field action or input is required. The cognizant regional office or FAO 
will prepare the field office response in accordance with paragraph d. below and any special 
requests stated in the Headquarters transmittal. 

d. Regional offices or FAOs will review and evaluate the factual information, the sur
rounding circumstances, and the conclusions presented in the report. Comments should be 
made on any corrective action taken or proposed. In addition, note any GAO report state
ments that are not fully compatible with audit findings or on which information is not availa
ble. To minimize elapsed time, conferences with the GAO review team may be necessary. In 
this case, make an appropriate request to the local GAO office or to the cognizant Headquar
ters element, depending on the origin of the GAO report. 

e. In some cases, the primary action office requests Headquarters to perform audits or 
examine specific contractor records to aid in formulating the DoD position on a GAO report. 
In these instances, Headquarters will establish a firm due date for the response and forward 
the request directly to the field audit office, with copies to the regional office. Submit the 
field audit office's reply to the cognizant Headquarters element with a copy to the regional 
office. 

f. Field audit offices may receive direct requests from procurement or contract admin
istration field components for audit service on specific GAO reports. Promptly forward cop
ies of all correspondence, memorandums of conversations, and reports prepared in response 
to such requests to Headquarters, ATTN: DX, with copies to the cognizant regional office. 

g. Procedures for responding to GAO reviews are set forth in DCAAI 7050.2, Respond
ing to Oversight Reviews. Procedures for monitoring compliance with GAO recommenda
tions are set forth in DCAAR 7640.12, Follow-up on Audit Reports Concerning Defense 
Contract Audit Agency Operations. 

1-204.2 Replies to GAO Letter Reports 

a. GAO may issue letter reports on defense contracting directly to officials of field activi
ties of DoD agencies or the military departments. Letter reports include any written commu
nication from GAO requiring written response. These reports generally relate to matters of 
less significance than GAO Headquarters reports. They are addressed to the particular field 
activity responsible for the matters reported upon or for the implementation of any recom
mendations contained in the report. Thus, letter reports may be addressed to field procure
ment or contract administration offices or to DCAA field offices. 

b. Prepare responses to GAO letter reports for the signature of the regional director. To 
assure uniformity in responses and conformity with DCAA policy, submit drafts of the pro
posed responses to Headquarters, ATTN: DX for concurrence prior to issuance. When nec
essary to meet a deadline, concurrence of Headquarters DX may be obtained by telephone. 

c. FAOs may receive requests directly from a field procurement or contract administra
tion office for audit information in connection with their responses to letter reports that were 
addressed to them. Honor such requests pertaining to contract audit responsibility. Prepare 
the response for the regional director's signature and reply directly to the requesting activity. 

DCAA Contract Audit Manual 



117 December 22, 2015 
1-205 

Forward copies of all correspondence and reports prepared in response to such requests to 
Headquarters, ATTN: DX. 

1-204.3 Congressional Testimony 

a. GAO reports on defense contracting through testimony presented before Congress. 
Occasionally DCAA Headquarters is requested to analyze the testimony in advance for fac
tual accuracy and concurrence. These requests often have a short response time, and regional 
or field office input is usually not feasible. 

b. Procedures to be followed in providing testimony to Congress are set forth in DCAAR 
5030.16, Supporting Congressional Requests for Information. 

1-204.4 Explanations of Delays in Submission of Responses to GAO Reports 

Promptly submit an interim reply to the cognizant Headquarters element, with a copy to 
the regional office, when a complete response cannot be submitted by the established due 
date. State the specific reasons the due date cannot be met and the estimated time needed to 
complete the evaluation. Address as many of the report findings, conclusions, and recom
mendations as possible. 

1-205 Liaison Between DCAA and Government Accountability Office Activities 

DCAA will maintain liaison with GAO at the headquarters and/or regional levels to es
tablish an effective working relationship. This is not intended to diminish or detract from the 
statutory and executive responsibilities, functions, or independence of either GAO or DCAA. 
Headquarters, DX will act as the primary liaison between DCAA and GAO to (1) resolve 
field operating problems requiring Headquarters attention, (2) coordinate GAO studies af
fecting the contract audit area, and (3) exchange ideas and training material in connection 
with improving performance of the two agencies. 

1-205.1 GAO Reviews Affecting DCAA 

a. Except for congressional requests, GAO regional directors are expected to inform 
DCAA of the scope of GAO planned and in-process reviews concerning contractors under 
DCAA audit cognizance. GAO generally contacts DCAA at the start of every review, 
conducts an exit conference at the end of such reviews, and furnishes a copy of the draft 
and/or final report. Before providing access to the GAO reviewer, determine that the re
view has been properly coordinated in accordance with DCAAI 7050.2, which also con
tains detailed procedures for supporting oversight reviews affecting DCAA. 

b. When the GAO is involved in reviews of DCAA or in audits at contractor plants under 
DCAA cognizance, work closely with the GAO to assure that there is proper understanding 
of DCAA objectives and methods to avoid GAO duplication of our work and to determine 
reliance to be placed upon the work of the GAO (see 4-1000). 

c. Provide written notification to the Regional Director or the Director, Field Detach
ment and Headquarters, ATTN: DX, of all GAO visits to FAOs or contractor sites. 

d. As required by DCAAI 7050.2, a GAO reviewed FAO will provide a written memo
randum of significant issues to the Regional Director or the Director, Field Detachment 
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within ten working days of an oversight visit. The region will forward the FAO’s memo
randum to Headquarters, DX, within five additional working days. 
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1-300 Section 3 --- Audit Services for Non-DoD Agencies 

1-301 Introduction 

This section provides guidance for performing audit services for non-DoD agencies. 
The underlying audit policies, procedures, and support requirements pertaining to such 
services are presented in 15-100. 

1-302 General Rules for Establishing Cognizance and Accepting or Rejecting Non-
DoD Requests 

a. Federal agencies are required to establish audit cross-servicing arrangements when 
doing so is in the best interest of the Federal Government and the organization being au
dited. Normally, the agency with the predominant financial interest should arrange for all 
audits at an organization. Department of Defense implementing guidance is provided by 
DoDI 7600.02, "Audit Policies." Thereunder, contract audit services may be provided to 
other Federal agencies upon request, with reimbursement at cost, as prescribed by the Un
der Secretary of Defense (Comptroller). 

b. Cross-servicing arrangements have been made through memorandums of under
standing (MOU) with various non-DoD agencies under the OMB criteria and DoD im
plementing guidance. 

c. There are many Federal agencies with which DCAA has not established MOUs or 
had any contact concerning audit cognizance. Should DCAA auditors become aware of 
contract audit effort being performed by or on behalf of other Federal entities at contractor 
locations where DCAA is the cognizant contract audit agency, they should advise DCAA 
Headquarters, Attention: OWD, through their regional offices. 

d. Any non-DoD agency request concerning a change in audit cognizance or related 
matters should be addressed to DCAA Headquarters, Attention: OWD. 

e. DCAA is responsible for determining the scope of audit, including the manner and 
level of effort necessary to provide complete contract audit coverage at a contractor loca
tion. The Contract Audit Manual will be the determining guide for the conduct of audits. 
Complete contract audit coverage may include examinations of internal controls and of 
contractor accounting and financial management systems considered necessary to satisfy 
government auditing standards, as incorporated in Comptroller General of the United 
States “Government Auditing Standards,” (Yellow Book). When possible, auditors should 
be responsive to any additional coverage suggested by the requesting agency. 

f. Audit working papers prepared during the course of audits for Federal agencies are 
the property of DCAA and will generally remain in the possession of the auditor. Howev
er, they will be made available for review by properly authorized procurement and other 
representatives of the Federal agencies for which the audit services were performed. If 
audit cognizance is transferred from DoD to another Federal agency, audit files may be 
released to the successor agency if (1) the files are no longer required by DCAA, (2) the 
files will benefit the agency in carrying out its audit responsibilities, and (3) there are no 
restrictions on the release of the files, e.g., SIC and classified. FAOs should keep a record 
of files transferred. Audit folders or other documents which are still required by DCAA 
may be copied by the successor agency provided they meet the above criteria. However, 
prior to the actual transfer of audit files, the instructions contained in DCAAM 5015.1 
Chapter 4, paragraph B.3, must be followed. 
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g. Audit reports will be addressed in the manner prescribed in 10-207. 
h. The auditor's responsibility for attending negotiation conferences requested by 

non-Defense procurement officials is essentially the same as that outlined in 15-400 for 
Defense procurement officials. The auditor will also be responsive to inquiries and per
sonal visits from representatives of non-Defense agencies concerning the status and 
performance of requested audits. The objectives of such personal visits should be to 
seek information and to discuss mutual problems. They are not to be used to supervise 
and/or evaluate the performance of the audit. 

i. Responsibility for follow-up of DCAA audit recommendations and reviews of pro
gram results remain with the non-DoD agencies for which audit services are performed. 

j. Field activities will prepare reimbursable billings in accordance with the require
ments of the DMIS User Guide. 

1-303 Processing Non-DoD Agency Requests for Audit Information or Services 

a. DCAA will be responsive to requests received from Government agencies outside 
the Department of Defense for information available in the audit files when the circum
stances clearly show that the inquirer is entitled to the requested information. There is a 
presumption of entitlement if the requesting agency has a contract or is proposing to 
contract with the contractor and the information desired is related to the negotiation or 
administration of that contract. Requests for specific cost information which are readily 
available without audit effort will be accommodated without reimbursement. If the audi
tor has any doubt as to whether the requesting agency is entitled to the information, the 
auditor must obtain clearance from the contractor before releasing any specific cost or 
financial data, such as overhead rates. A request for cost or financial data, written mate
rial, or access to working papers or audit files by a non-Defense agency, except for the 
Internal Revenue Service, which pertains to a matter (except an investigation or litiga
tion) unrelated to the negotiation or administration of a contract by the requesting agen
cy, will be referred to Headquarters, Attention: PAS, for consideration. The referral will 
include all pertinent details, such as the names of the representatives involved, a sum
mary of the information requested, purpose of the request, a summary of any discus
sions held with respect to the information desired, and any other pertinent observations. 
See 1-405 for guidance when requests by a non-Defense agency pertain to a matter in
volving an investigation or litigation; see 1-408 for all requests by the Internal Revenue 
Service. 

b. Cross-servicing agreements with non-DoD agencies provide for audit requests to be 
forwarded directly to the cognizant field office. Audit requests will be honored at locations 
where DCAA maintains a continuing audit interest under DoD contracts. 

c. A request for audit services to be performed at a contractor location where DCAA 
does not have a continuing audit interest is considered a "casual audit request." A continu
ing DCAA audit interest exists at any location where DCAA has performed audit effort on 
a continuing basis over the past several years, whether the contracting agency is affiliated 
with DoD/NASA or not. 

d. Except for those agencies identified in DMIS User Guide, requests for audit services 
at locations where DCAA does not maintain a continuing audit interest will be referred to 
the Regional Audit Manager. Seasoned professional judgment and common sense must be 
applied to each casual audit request in making a decision as to whether or not to accept the 
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audit engagement. The following criteria will be used to determine whether to accommo
date or decline a request: 

(1) Is the requested service compatible with normal DCAA responsibilities? 
(2) Would acceptance or refusal to perform the work result in establishment of du

plicative audit activity? 
(3) Is another Government agency performing audit work at the contractor location 

that could perform the requested audit? 
(4) The extent and cost of DCAA TDY travel that would be required to honor a cas

ual audit request should be a key factor. If honoring the request would require the incur
rence of TDY travel time and costs, it may be just as efficient for the requesting agency to 
make other audit arrangements. In addition, if the requesting agency maintains a local 
audit organization, rejection may well be the appropriate response. 

(5) It is important to consider the type of audit being requested and the contract audit 
capabilities of the requesting agency. For example, if a price proposal examination is re
quested, we should consider the nature of the proposed services or products, the urgency 
of the procurement, and the ability of the requesting agency to arrange for adequate timely 
contract audit service. 

A regional determination that a casual audit request should be accepted will be coordi
nated with Headquarters, Attention: OAL. 

e. When requested to provide audit services that include auditing indirect cost rates, 
auditors should remember that 10 U.S.C. 2313(d), 41 U.S.C. 4706(e) and FAR 15.404
2(c)(2) and 42.703-1(a) provide that contracting officers are required to determine 
whether a previously conducted audit of indirect costs meets the current audit objectives 
for indirect costs on executed contracts, subcontracts, or modifications and on a prea
ward basis. Federal Agencies are not to conduct duplicative audits for the same objec
tives. This means that, where DCAA has audit cognizance, other agencies should not 
perform audits of indirect costs which duplicate the DCAA audits and that DCAA 
should not perform audits of indirect costs which duplicate the audits of other Federal 
Agencies. In situations where auditors find potential duplicative requests for audits of 
indirect costs, auditors should exercise professional judgment in analyzing the requests, 
identifying pertinent facts, and communicating the facts to the requestor. Requests 
which cannot be satisfactorily resolved should be reported to regional offices. Requests 
which regions cannot resolve should be reported to Headquarters, Attention: OAL. 

f. When an auditor observes the presence of non-DoD contracts subject to audit cover
age for which audit requests have not been received, they will be brought to the attention 
of appropriate non-DoD agency officials, to facilitate issuance of requests for audit. 

g. Regional offices will notify Headquarters, Attention: OAL, of audit requests from 
non-DoD agencies not identified in the DMIS User Guide. Such requests must be pro
cessed promptly, since the requesting agency will need to make other arrangements if 
DCAA does not agree to accept the engagement. Typically, such work will be accepted if 
the audit effort falls within the normal scope of DCAA work and the requesting agency 
agrees to pay for the audit effort. 

h. All audit requests should be promptly responded to in writing (see 4-104 for the 
content and format of the Acknowledgment letter). The response should state whether 
DCAA will accommodate or decline the request. If the request is declined, the reasons 
should be stated. If the request is accepted, the response should include the anticipated 
audit report date. 
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i. Based on prior agreements, DCAA will perform all contract audit work requested by 
NASA. DCAA has also agreed to perform contract audit work at all DOE prime contractor 
locations other than those designated as Management and Operating Prime Contractors. 
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1-400 Section 4 --- Relationships with Other Government Organizations 

1-401 Introduction 

This section provides guidance and procedures governing relationships with other Gov
ernment organizations. 

1-402 General 

Other Government personnel may communicate with DCAA personnel on official busi
ness. In all cases, the identity of the individual and his or her need to know should be estab
lished prior to furnishing any information either written or oral. Appropriate security precau
tions should be observed with respect to both classified military information and contractor 
information. 

1-403 Relationships with DoD Procurement and Contract Administration 
Organizations 

1-403.1 DCAA Responsibilities to Procurement and Contract Administration Organi
zations 

a. As the audit and financial advisor to procurement and contract administration activi
ties, auditors must understand and support the service needs of these organizations. DCAA is 
committed to providing timely and responsive services and will maintain communications 
and liaison services sufficient to continuously assess if customer needs are being met. 

b. Organizationally, DCAA is separate and independent from acquisition components of 
the DoD. Auditors are expected to exercise independent judgment in planning the type and 
extent of audit testing sufficient to render unqualified audit opinions, but will consider and 
address special areas of concern or informational needs of requestors. The auditor will also 
exercise independence in the formulation of audit opinions, recommendations, and conclu
sions contained in audit reports. 

c. Government interests can best be served by maximum cooperation and exchange of 
useful information between audit and procurement personnel. DoD Instruction 7600.02 re
quires that DCAA coordinate annual contract audit plans with procurement and contract 
administration organizations. Effective liaison between the DCAA auditor and the contract
ing officer's representatives, and a clear understanding of the respective responsibilities of 
each in the overall procurement function, are essential. To ensure continuous close coopera
tion, DCAA should give procurement personnel timely notification of any significant chang
es in audit plans. 

d. Regulations of the military departments and DLA require the contracting officers' rep
resentatives to use advisory audit services to the fullest extent practicable and to aid audit 
performance by furnishing the auditor with appropriate administrative and technical assis
tance. Appendix D of this manual refers to the procedures whereby the auditor obtains tech
nical assistance and guidance which may be required in the evaluation of a contractor's pro
posal. For those contractor locations where there is a significant and continuing volume of 
audit workload, e.g., audit residency or suboffice, the auditor should establish an effective 
working relationship with the major field contract administrators to keep each other in-
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formed on procurement and audit matters including forthcoming contractor proposals which 
will require audit services. 

1-403.2 Procurement and Contract Administration Responsibilities to DCAA 

Procurement and contract administration personnel have responsibility for the following: 
a. Requesting contract audit service. 
b. Providing sufficient time for the performance of the audit. 
c. Furnishing to the auditor, in connection with a request for audit, copies of any con

tracts (including change orders, supplements, amendments, and termination notices), cost 
statements, proposals, and other financial data submitted by contractors or, as appropriate, 
requested by the auditor. 

d. Establishing access to contractor records required by auditors. 
e. Furnishing such other information, data, or service as may be required (such as tech

nical evaluation of the need for the quantity and type of labor and material proposed in 
contract pricing actions) or otherwise may be useful in performing the audit. 

1-403.3 Resolving Contract Audit Recommendations 

a. DCAA audit report recommendations may lead to disagreements between the audi
tor and the contracting officer. When disagreements occur, the auditor should maintain 
communications with the contracting officer to improve the potential for a satisfactory 
resolution of the issue prior to contract negotiations. 

b. On December 4, 2009, the Director of the Defense Procurement and Acquisition 
Policy (DPAP) issued a policy memorandum outlining a process for resolving significant 
contract audit recommendations. DoD Components have established corresponding poli
cies and procedures implementing the policy. DCMA has established the Contract Man
agement Board of Review process that essentially implements the DPAP policy (see 1
403.4). 

(1) The DPAP Policy places the responsibility upon the contracting officer to discuss 
significant disagreements with the auditor prior to negotiations. For any significant disa
greements that exist after these discussions, the contracting officer is required to document 
the discussion and the basis for the disagreement in the pre-negotiation objective and in a 
written communication to the auditor (e.g., an email confirming the discussion or a copy 
of the applicable portion of the pre-negotiation objective). DCAA’s management may 
request that the DoD Component’s management review the decision. The request should 
occur within three business days of receiving the contracting officer’s written communica
tion. Therefore, it is imperative that upon receipt of the contracting officer’s communica
tion, the auditor immediately discuss the basis of disagreement with the Supervisory Audi
tor and FAO Manager to ascertain the need to elevate the issue to a higher level of 
management. 

(2) While the DPAP Policy defines significant disagreements in the context of audits 
of forward pricing proposals (i.e., when the contracting officer plans to sustain less than 
75 percent of the DCAA questioned costs from a proposal valued at $10 million or more) 
the policy also provides that the DCAA Director may elevate any disagreement which he 
believes requires further attention. Examples of circumstances below the threshold that the 
DCAA Director may choose to elevate include those of high interest to the department or 
those which could establish a precedent. 
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c. Auditors should discuss all significant disagreements (i.e., not limited to forward 
pricing) with the contracting officer and attempt to resolve the issues at the lowest level 
possible. Should those discussions not result in a resolution, the process for elevating 
would begin with the FAO Manager discussing the basis for DCAA’s disagreement with 
the contracting officer’s higher-level management. If unresolved, the disagreement should 
continue to be elevated. Ultimately, the Regional Director should attempt to resolve the 
disagreement directly with the Component’s Senior Executive or Flag Officer in the con
tracting officer’s chain of command. In those cases where the disagreement remains unre
solved, Regional Directors should elevate the disagreement to Headquarters, Policy and 
Plans Directorate, for resolution with senior leaders in the Department. It is important that 
the information forwarded to Headquarters is complete and has been reviewed by the Re
gional Director. Incomplete submissions will be returned to the Region for additional ac
tion resulting in delaying the resolution of the disagreement. The following are examples 
of items to include in the submission to Headquarters; however, it is not an all inclusive 
list: 

 Audit Reports and/or other documents related to the disagreement (to include mone
tary amounts involved when feasible); 

 Timeline that details all actions taken to resolve the issues and result of each action; 
 Documentation of all meetings, which will include the names and titles of all partici

pants and a summary of the discussion; and 
 All correspondence between DCAA and the Government official’s management 

chain. 

1-403.4 DCAA Participation on DCMA Contract Management Boards of Review 

a. DCMA has established procedures to review and approve selected contract actions. 
The purpose of the Board of Review procedures is to ensure reasonable exercise of judg
ment and adequate documentation in support of final contract decisions. Those procedures 
including a listing of the contract actions subject to Board Review are available at 
http://guidebook.dcma.mil/282/index.cfm. In addition to the contracting actions listed in 
its procedures, DCMA requires board review of any high risk, controversial, or precedent-
setting contracting action, regardless of transaction type or dollar value. When a contract
ing action is subject to Board review, the ACO shall obtain Board approval before negoti
ating or taking any action to settle the issue. 

b. Auditor Participation on DCMA Contract Management Boards of Review 
The DCMA Board of Review procedures specify that DCAA may participate as advi

sory members. DCAA supports the DCMA Board of Review procedures as auditor partic
ipation in review board activities has proven beneficial in many instances. DCAA will 
only serve in this advisory capacity in support of issued DCAA audit reports and DCAA 
Forms 1. 

c. Processing Requests for Participation 
Requests may be received by Headquarters, regional offices, or field audit offices to 

furnish audit personnel to participate on review boards. The Assistant Director, Policy and 
Plans, is responsible for action on requests for board participation by Headquarters per
sonnel. The cognizant regional director is responsible for action on requests for board 
participation by regional office and FAO personnel. 
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d. Documenting Participation on Boards of Review 
The auditor should prepare a memorandum for the record (MFR) to document his/her 

participation and the results of the Board of Review. File the MFR in Livelink in the same 
folder with the official audit working paper files (see 4-407e(9)). 

1-403.5 Signing Certificates of Non-Disclosure and Statements of Financial Interest 

Source Selection Authorities (SSA) from various Service program offices may ask 
FAO auditors and Financial Liaison Advisors (FLAs) to sign Certificates of Non-
Disclosure and Statements of Financial Interest to acknowledge understanding of the re
quirements set forth in FAR 3.104-4, “Disclosure, Protection, and Marking of Contractor 
Bid or Proposal Information and Source Selection Information.” However, FAO auditors 
should not be required to sign a non-disclosure agreement. In accordance with 1-507, 
DCAA auditors are required to perform audits in such privacy as warranted under the cir
cumstances, and provide all necessary safeguards to contractor confidential data at all 
times. Therefore, FAO auditors are already required by 18 U.S.C. 1905 and Agency policy 
to protect contractor data from unauthorized disclosure. It is permissible for FLAs advis
ing on Source Selection Evaluation Boards (15-304.10) to sign such certificates as they 
may have access to all of the bidders’ source sensitive information. 

1-403.6 Improper Payments and Payment Recapture Audits 

a. The Improper Payments Elimination and Recovery Act (IPERA; Pub. L. 111-204) 
amended the Improper Payments Information Act of 2002 (IPIA; Pub. L. 107-300) and 
generally repealed the Recovery Auditing Act (Section 831, Defense Authorization Act, 
for FY 2002; Pub. L. 107-107). IPERA also directed the Office of Management and 
Budget to issue government-wide guidance on the implementation of IPERA which is 
now contained in Parts I and II to Appendix C of OMB Circular A-123, Management’s 
Responsibility for Internal Controls. Significant components of OMB’s guidance include: 
describing alternative improper payment measurements; expanding payment recapture 
audits to all types of payments and activities with more than $1 million in annual outlays 
if cost effective; improving corrective action plans and incorporating lessons learned from 
the Recovery Act implementation; distributing funds recovered through payment recapture 
audits for authorized purposes; and establishing compliance reviews and requirements for 
agencies deemed non-compliant. A Payment Recapture Audit is a review and analysis of 
an agency’s or program’s accounting and financial records, supporting documentation, and 
other pertinent information supporting its payments. It is not an audit in the traditional 
sense. Rather, it is a detective and corrective control activity designed to identify and re
capture overpayments, and, as such, is a management function and responsibility. 

b. DoD maintains an extensive post-payment process for identifying improper pay
ments and utilizes review techniques performed both internally and by payment recapture 
auditing contractors paid from the proceeds actually recovered. Since the focus of these 
audits is the DoD Component’s books and records, DCAA would not normally become 
involved in payment recapture audit effort. DCAA performs contract audits of the books 
and records of a Federal contractor pursuant to the allowable cost and payment clause at 
FAR 52.216-7 incorporated into the contract. As distinguished from the payment recapture 
audit a contract audit is normally performed for the purpose of determining if amounts 
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claimed by contractors are in compliance with the terms of the contract and applicable 
laws and regulations. 
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Figure 1-4-1
 
Certificate of Non-Disclosure Statement
 

I acknowledge that [insert name of program office] has provided me with contractor 
proprietary and source selection information to enable me to perform my official duties. 

As required by FAR 3.104, I agree not to divulge, publish, or reveal by word, conduct, 
or any other means, any such information to any other person, except in accordance with 
applicable law and regulations. 

I also understand that I must exercise appropriate care to safeguard such information 
against unauthorized disclosure, and I will promptly report any mishandling, loss or unau
thorized disclosure of contractor proprietary information of which I am aware to my su
pervisor, the Source Selection Authority (SSA), and/or the [insert program name] Security 
Director. 

I understand that information marked "Competition Sensitive" must be handled as con
tractor proprietary or Government non-public information, as applicable. 

I understand that failure to comply with this policy may result in penalties. 

If an actual or potential conflict of interest (as described in Title 5, Code of Federal 
Regulations (CFR), Part 2635, “Standards of Ethical Conduct for Employees of the Ex
ecutive Branch,” and implementing Department of Defense regulations) arises in connec
tion with my access to, or use of, any contractor proprietary information provided to me 
by the [insert name of program office]. I will promptly report such actual or potential con
flict of interest to my supervisor. 

[Signature of FAO Auditor] 

Name of FAO Auditor 
Title of FAO Auditor 
FAO Name 
FAO Address 
FAO Telephone No. 
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1-404 Relationship with DoDIG and Other Executive Branch Internal Audit 
Organizations 

1-404.1 Organizations for Government Internal Audit 

a. The DoD Inspector General is responsible for DoD level internal and oversight au
dits and investigations. Responsibilities of the DoDIG include (1) evaluating activities 
relating to contract audits; (2) investigating fraud, waste, and error; (3) monitoring adher
ence to contract audit principles, policies, and procedures; and (4) monitoring actions tak
en by DoD components in response to contract audits. 

b. Internal audit, oversight, and investigative services are performed by the offices of 
the Assistant DoDIGs for Auditing and Investigations and the Director for Departmental 
Inquiries. DoD component internal audit organizations include the Army Audit Agency, 
the Naval Audit Service, and the Air Force Audit Agency. The various Military Services 
also have additional internal review and audit groups such as the Inspector Generals of the 
Army, Navy and the Air Force. Most non-DoD agencies have similar activities for the 
performance of internal audit within their organizations. The following guidance also ap
plies to non-DoD executive agencies. 

1-404.2 DCAA Assistance to Government Internal Audit Organizations 

a. When internal audits require verification of contractor data or records at contrac
tors' plants, the internal audit organization normally will obtain fact-finding assistance 
from DCAA. 

b. Support will be furnished to the internal auditor where doing so does not conflict 
with the contract auditor's basic role of providing advisory services to contracting offic
ers. Requests requiring contract auditors to evaluate contracting officers' performance 
are inappropriate, whereas assistance concerning contractors' performance is appropri
ate. 

c. Contract audit working papers, reports, and files relating to completed assign
ments will be made available to internal auditors in their audits of procurement, contract 
administration or related functions, provided DCAA has received written notice of the 
objective and the scope of the internal audit evaluation. However, FAOs should dis
suade auditors from examining working papers relating to incomplete/in-process audits, 
because any audit conclusions included therein are tentative and do not represent the 
official DCAA position until the audit is completed. If the internal auditor insists on 
examining working papers related to incomplete/in-process audits, elevate the matter to 
the Regional Director or the Director, Field Detachment to attempt to dissuade until 
such time as the audit is complete and reviewed by management. If the Regional Direc
tor cannot dissuade the internal auditor from examining working papers related to in
complete/in-process audits, the issue should be elevated to Headquarters, ATTN: DX. 
DoDIG’s right of access to DCAA records is set forth in DCAAI No. 7050.1. 

d. Government internal audit organizations, on occasion, may request an FAO to use 
its access rights to gather and/or validate information that is not otherwise required by 
the FAO in carrying out DCAA’s audit mission. The information could be either (1) 
audit-related (e.g., the DoDIG asks that a post-award audit be done on a contract not 
selected by the FAO) or (2) non-audit-related (e.g., the DoDIG asks the FAO to com-
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plete a survey instrument or gather information for the purpose of statistical aggrega
tion). Written confirmation of the request for assistance will be furnished to the internal 
auditor within seven working days of receipt. The request should be provided to Head
quarters, DX through the Regional Director, or the Director, Field Detachment with the 
agreed to course of action to be taken. 

e. FAOs should generally accept and respond to requests for audit-related infor
mation; however, several factors should be considered before doing so. These factors 
include the (1) Government’s overall policy to have one contract audit face and avoid 
duplication of Government audit effort when possible, (2) DCAA resources required to 
fulfill the request, and (3) impact that acting on the request would have on meeting cur
rent audit requirements. DoD internal auditors are required by DoD audit policy to co
ordinate all audits involving contractor records with DCAA and the appropriate contract 
administration office to avoid duplication of audit work. 

f. Except as noted below, FAOs should generally not accept and respond to requests 
for non-audit-related information. Instead, the FAO should ask the internal audit organi
zation to have the contractor directly respond to such requests. An exception to the pre
ceding guidance is when the non-audit information requested by the internal auditor can 
be readily retrieved from the FAO’s files and the contractor has no objection to the re
lease of the information. In these cases, FAO’s should provide the internal auditor with 
the requested information. When in doubt as to how best to handle a given request for 
non-audit information, FAOs should contact their Regional Special Program Division 
for guidance. 

g. Supplement 1-4S1 presents illustrative audit situations involving interface be
tween contract and internal audit organizations. 

1-404.3 Government Internal Audit Organization Assistance to DCAA 

In certain instances, contract audits involve work at a defense installation or remote 
location where the nature of the work, proximity of an internal audit office, or other 
factors make it more practical or economical for the contract auditor to obtain assistance 
from a Government internal auditor. Such cross-service audit assistance shall be re
ferred to DCAA Headquarters, ATTN: DX, for a determination before the request is 
issued. 

1-404.4 Interfacing with Government Internal Audit Organizations 

a. This section deals with requests for assistance from Government internal audit 
organizations. Oversight reviews are discussed in 1-404.5. 

b. Requests from Government internal audit organizations are normally coordinated 
through DCAA Headquarters, DX who will notify the cognizant Headquarters division. 
That division, in turn, will notify the affected Regional and field office(s). Regional and 
field offices may receive requests for audit assistance directly from the internal audit 
organization without prior Headquarters coordination. When such requests are limited in 
nature, e.g., factual information at a specific location, Headquarters need not be noti
fied. However, all other requests should be referred to Headquarters, DX, before any 
action is taken. 

c. During the course of visits or telephone contacts by a Government internal audit 
organization, the FAO manager should answer questions raised and tactfully clarify or 
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correct any misinterpretation of factual information. Discussions with representatives of 
the Government internal audit organization should be limited to factual matters related 
to specific DCAA audits and/or the management of those audits. Matters regarding 
overall Agency policy, operations or resources that are not covered in published Agency 
guidance should be referred to Headquarters, Attention: DX. 

d. The FAO manager should promptly report to the Regional Director or the Direc
tor, Field Detachment the results of any Government internal audit organization's visit 
or telephone contact. If DCAA’s response has been limited to providing access to or 
copies of pre-existing material, the FAO manager’s report need only identify the general 
nature of the materials provided. If DCAA has been asked to prepare additional materi
als for the Government internal auditor’s use, the FAO should comply with the region’s 
instructions regarding appropriateness of such activity. 

1-404.5 Oversight Reviews 

a. Oversight reviews are coordinated through DCAA Headquarters, DX, which will 
notify the Headquarters division cognizant of the review’s subject area. Before provid
ing access to an oversight reviewer, determine that the review has been properly coordi
nated in accordance with DCAAI 7050.2. Oversight organizations, particularly the 
DoDIG, may request answers to questions arising from their visits to DCAA field ele
ments. 

b. Provide written notice to the Regional Director or the Director, Field Detachment 
and Headquarters, ATTN: DX, of all oversight visits to FAOs or contractor sites. 

c. As required by DCAAI 7050.2, a reviewed FAO will provide a written memoran
dum of significant issues to the Regional Director or the Director, Field Detachment 
within ten working days of an oversight visit. The information in the memorandum 
should be limited to factual data relating to the oversight reviewer’s observations on the 
specific audits reviewed. Matters relating to overall Agency policy, operations or re
sources should be separately referred to Headquarters, Attention: DX, and should not be 
commented on in the memorandum. The region will forward the FAO’s memorandum 
to Headquarters, DX within five additional working days. 

d. When interim DCAA responses to field visits are required, regions are responsible 
for receiving draft responses from FAOs; preparing responses; and forwarding respons
es directly to the oversight organization, with a concurrent copy to Headquarters. Tech
nical guidance and overall coordination will be available from Headquarters as required. 
Procedures for responding to oversight reviews are contained in DCAAI 7050.2. 

1-404.6 Issuance of Audit Reports 

When an audit performed at the request of an internal audit organization requires 
corrective action by the contractor involving such matters as unallowable costs and cost 
avoidance, the auditor will follow the normal procedures and issue the audit report to 
the cognizant ACO to assure timely corrective action. A copy of the report will also be 
forwarded to the requesting internal audit organization by a transmittal letter indicating 
that the audit report has been issued directly to the ACO. When an audit performed at 
the request of an internal audit organization does not require corrective action by the 
contractor, the audit report will be issued to the internal audit organization (see 10-207). 
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1-404.7 Visits by the DoDIG and Military Inspectors General 

When an Inspector General of a DoD component, or his/her representative, visits an 
audit office, the auditor should, after satisfying himself/herself as to the identity of the 
individual, cooperate fully in responding to inquiries pertaining to the audit of contracts 
under the auditor's cognizance. Requests for sensitive information, or requests that re
quire the assignment of an auditor for a substantial period of time, should be in writing. 
The auditor should report such visits to the Regional Director or the Director, Field De
tachment and furnish copies of all correspondence and memorandums. Before furnish
ing any sensitive information, the auditor should coordinate the matter with the regional 
director. Unusual or significant inquiries should be reported to Headquarters, Attention: 
DX. 

1-405 Relationship with Investigative Agencies of the Government 

a. Auditors will cooperate with representatives of the Federal Bureau of Investiga
tion, DoD criminal investigators, and criminal investigators from other agencies (See 
4-702.6). Written material and access to files or working papers already in the posses
sion of the FAO will be made readily available to such investigators. Under no circum
stances is the FAO to contact the contractor or access contractor systems to obtain data or 
other information in support of an investigation. However, if access to working papers 
related to incomplete/in-process audits is provided, the auditor should notify the in
vestigator of such, and inform them that the conclusions may not represent the official 
DCAA position. It is not necessary to inform the contractor when the FAO provides 
information to the investigators that the FAO has in its possession. Original documents 
may be provided to investigators if a subpoena is issued for the documents. If investi
gators insist upon obtaining original documents in other situations, promptly refer the 
matter to Headquarters, Attention: OIS. In either case, original documents cannot be 
released until copies have been prepared for retention by DCAA. Document all meet
ings with members of Governmental investigative agencies in the audit working pa
pers or use the Electronic Contractor Permanent File (ECPF) system, folder B-07 Fraud 
Risk Indicators as appropriate in the circumstances. Guidance pertaining to the protec
tion of information related to investigations is provided in 4-702.5d, (e), (f), and (g). 

b. Except as otherwise provided in this section (1-400 et seq.), inform Headquarters, 
Attention: OIS, of any requests for written material or access to files and working pa
pers made by representatives of other agencies (e.g., civil investigators from the DOL, 
EEOC, etc.). Ask that the request be put in writing, and that it include the names of the 
investigators, a summary of the information requested, and purpose of release. Obtain 
the approval of Headquarters before complying with such requests. The FAO manager 
may grant representatives of a civilian agency access to audit files pertaining to that 
agency's contracts regardless of whether the request is made in conjunction with an in
vestigation; however, Headquarters should be notified of the visit. If the request arises 
under a joint investigation with an agency with access rights and the request is made by 
the privileged agency, Headquarters need not be notified. 

c. Occasionally an investigator will interview an auditor in connection with an in
quiry of contractor activities. The auditor should request to review the investigator's 
write-up of the interview before its release, to ensure statements have been accurately 
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recorded. Report investigative interviews of an unusual or important nature to Head
quarters, Attention: OIS. Identify the investigative agency, name of investigator(s), 
summary of the questions asked, and other pertinent information. It is not necessary to 
report routine investigative contacts by DoD investigators. Any information discussed 
during interviews with an investigator should not be disclosed to the contractor. 

1-406 Relationship with Government Legal Counsel in Contract Disputes, Bid 
Protests, and Other Matters 

a. When requested, it is Agency policy to assist Government counsel in auditing 
matters in all contract disputes, bid protests, and other matters, whether initiated through 
an Agency finding or by other means. Audit support should fully respond to the needs 
of counsel and may consist of comprehensive audit and accounting advisory services; 
accounting research applicable to the specific case, including testimony relative to the 
audit report; or testimony as an expert on accounting and auditing practices and proce
dures. All work done at the request of the Government trial attorney is subject to the 
attorney work product privilege. As such, while DCAA may maintain custody of any 
documents developed while providing support to the trial attorney, control over the 
documents, and any decision pertaining to the release of these documents, rests with the 
trial attorney or his/her successor. This policy is in keeping with the Agency’s assigned 
responsibility to provide accounting and financial advisory services to all DoD pro
curement and contract administration activities in negotiating, administering, and set
tling contracts. 

b. Although control of the documents rests with the trial attorney, the DCAA auditor 
is responsible for their content (see 15-500, which also applies to cases before the Court 
of Federal Claims). Should the trial attorney attempt to obtain audit working papers 
prior to release of the report, the cognizant FAO should: 

(1) offer to provide copies of any relevant documents and 
(2) explain to the trial attorney that the audit process is incomplete until required 

supervisory reviews are completed. 
Review of incomplete audit files may lead the attorney to draw erroneous inferences 
regarding the DCAA audit position. Should the trial attorney persist in a request for 
incomplete working papers, Headquarters, PAS, should be notified before incomplete 
audit files are released. 

c. Under certain circumstances, trial attorneys may request DCAA auditors to sign a 
litigation protective order. A litigation protective order usually restricts the use of con
tractor information to the conduct of the trial; i.e., it could not be used for any other 
purpose. The restrictions could impair DCAA’s audit rights and use of contractor data 
for all other appropriate Government purposes. Auditors approached by trial attorneys 
to sign a litigation protective order should not sign the order. However, if trial attorneys 
insist, auditors should elevate the request to their region. 

1-406.1 Armed Services Board of Contract Appeals (ASBCA) 

a. Details of the ASBCA Charter are found in Appendix A to the DoD FAR Supple
ment. The ASBCA is the authorized representative of the Secretaries of Defense, Army, 
Navy, and Air Force in hearing, considering, and determining appeals by contractors 
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from decisions of contracting officers or their authorized representatives or other au
thorities on disputed questions. These appeals may be taken pursuant to: 

(1) the Contract Disputes Act of 1978, 
(2) the provision of contracts requiring the decision by the Secretary of Defense or 

by a Secretary of a Military Department or their duly authorized representative or board, 
or 

(3) the provisions of any directive whereby the Secretary of Defense or the Secre
tary of a Military Department has granted a right of appeal not contained in the contract 
on any matter consistent with the contract appeals procedure. 

b. Rules on submitting contractor appeals and preparing for and conducting a hearing 
are in Part 2 of Appendix A to the DoD FAR Supplement. These rules may vary from a 
case requiring the submission of a substantial amount of evidence, the presentation of 
witnesses, and a prehearing and formal hearing to a situation in which the hearing is 
waived and the case settled on the basis of the submitted record. The rules also provide 
for decisions of appeals involving $10,000 or less, under an optional small claims (ex
pedited) procedure or for appeals where the amount in dispute is $50,000 or less, under 
an optional accelerated procedure. 

c. The auditor will be mainly concerned with ASBCA procedures which require the 
contracting officer and Government trial attorney to submit a file of applicable docu
ments and to produce documents, admit facts, and answer questions when properly re
quested by the other party to do so. Guidance regarding requests for such information is 
in DCAA Regulation No. 5410.11, Release of Official Information in Litigation and 
Testimony by DCAA Personnel as Witnesses. That regulation requires that all such in
quiries be transmitted to the DCAA General Counsel (DL) and that responses not be 
provided without specific instructions from DL. Further details on audit procedures and 
responsibilities in connection with ASBCA cases are in 15-500. 

1-406.2 Other Boards 

In addition to the ASBCA, there are boards that service various other agencies and 
departments of the Government. On occasion, the DCAA auditor may be called on to 
assist in hearings before these boards. While the size of the board and the rules may 
vary, the type and degree of services an auditor must provide will generally be the same. 

1-406.3 Bid Protests 

a. An unsuccessful bidder or offeror for a Government contract may file a bid protest 
with GAO. The GAO bid protest regulations, found at 4 CFR Part 21, allow for hearings 
on protests. Occasionally, audit issues will arise during the course of a protest. When 
this occurs, auditors shall cooperate with counsel representing the Government by mak
ing records and working paper files readily available. Additionally, circumstances may 
occur which require the auditor to testify in such proceedings. Such testimony is permit
ted when requested by counsel representing the Government. If such testimony is re
quested by any other party, the provisions of DCAAR 5410.11 apply. 

b. If the acquisition involves ADPE hardware, services or maintenance, a protest 
may be filed with the GSBCA or the GAO. If the protest is filed with the GSBCA, that 
board's rules for resolving contract disputes cases apply to bid protests as well. In such 
cases, the auditor will follow the guidance contained in 1-406.2. 
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1-407 Relationship with Component Remedies Coordinators 

The head of each DoD component must establish a remedies coordinator in order to 
meet DoD Instruction 7050.05 (Coordination of Remedies for Fraud and Corruption 
Related to Procurement Activities) requirements. The remedies coordinator will be re
sponsible for establishing procedures to develop a specific remedies plan for each sig
nificant investigation involving fraud or corruption relating to procurement activities. 
Under this remedies plan, appropriate DoD officials would consider all appropriate civ
il, administrative, and contractual remedies available to the Department of Defense, 
including suspension or debarment. Agency policy is to assist component remedies co
ordinators in developing effective remedies plans. The plan should be consistent with 
our mission of providing accounting and financial advice to DoD officials regarding 
negotiation, administration, and settlement of contracts. Further, FAO's will consider 
obligations imposed on a contractor by a remedies plan during the planning process. For 
an example, see 4-711 (Reviewing contractor compliance with administrative suspen
sion and debarment agreements). 

1-408 Relationship with the Internal Revenue Service (IRS) 

a. Procurement-related requests from the IRS (Department of the Treasury) should 
be handled in accordance with 1-303, following 15-115 for distribution of any resulting 
report. The procedures contained in 1-404 should be followed regarding contacts by the 
IRS internal audit staff. 

b. Field audit offices may receive direct requests from the IRS for records and files 
related to an IRS investigation or tax matters. The field audit office should coordinate 
IRS requests for investigative or tax information with the regional office, before provid
ing any information of this type to the IRS. With regional approval, information related 
to an IRS fraud or criminal investigation, or in connection with a docketed case before 
the U.S. Tax Court, should be released directly to the IRS. The field audit office should 
request the IRS to provide information showing that the requested information relates to 
these situations. 

c. For requests related to civil investigation or administrative inquiry, the field audit 
office is only authorized to release information that would normally be releasable to the 
general public under the Freedom of Information Act (for example, publications and 
most MRDs). If the requested documents would not normally be releasable by DCAA to 
the general public (for example, audit reports or contractor proprietary information), the 
region should forward the request to Headquarters, ATTN: DL, for a release determina
tion. The region should provide Headquarters with a summary of the information re
quested, purpose of release, and other pertinent information. 

1-409 Relationship with Members of Congress and Congressional Committees 

a. DCAA personnel will cooperate with members of Congress and congressional 
committees by responding fully and promptly to their official requests for information 
on this Agency's programs and operations. All written responses and/or copies of 
DCAA documents will be provided directly by the appropriate Headquarters element. 
Detailed guidance relative to: 

DCAA Contract Audit Manual 



136 December 22, 2015 
1-409 

(1) inquiries from members of Congress, 
(2) visits by congressional committees, 
(3) preparation of material for testimony or use before congressional committees, 

and 
(4) comments on legislation and legislative matters is set forth in DCAA Regula

tions Nos. 5020.3 and 5030.16. 
b. The Headquarters Executive Officer (DX) should be notified immediately of any 

inquiry from members of Congress, congressional committees, or their staffs. 
c. The Headquarters Executive Officer (DX) should also be notified of any customer 

(Government agency) requests for assistance in responding to an inquiry from members 
of Congress, congressional committees, or their staffs. In these situations: 

(1) DCAA audit reports and related materials prepared at the customer’s request 
or otherwise in the customer's possession are releasable to Congress at the customer's 
discretion. If possible, the customer should be encouraged to include the following 
statement with the materials: 

"Please be advised that the contractor financial and accounting system information 
contained in the attached [report, memo, presentation] is considered proprietary by 
the company and should not be released to the public. The information made availa
ble to you in this [report, memo, presentation] contains financial data furnished to 
the Government in confidence. Such information must be protected from unauthor
ized disclosure under 18 U.S.C. 1905. For this reason, the attachment has been 
marked FOR OFFICIAL USE ONLY." 

(2) Should the customer request that DCAA update existing materials or prepare 
additional materials to support the customer's response to Congress, the FAO should 
provide the new or updated material to Headquarters, attention DX, for review by the 
Headquarters Executive Officer prior to releasing it to the customer. 

1-409.1 Written Requests for Information 

a. Written requests for information received from Congressional members or their 
staffs should be forwarded to Headquarters, ATTN: DX, as expeditiously as possible. 
When requested by Headquarters, field and regional elements will provide, through the 
regional director, the following information to the responsible Headquarters staff ele
ment not later than the date established by the head of the staff element: 

(1) the congressional inquiry, 
(2) a copy of any interim acknowledgment, 
(3) a copy of the requested audit report(s), if applicable, 
(4) a proposed final reply to the inquiry, and 
(5) the information upon which the proposed final reply is based. 

When proposing to furnish contractor proprietary information (e.g., documents marked 
For Official Use Only (FOUO) or documents that the FAO/region believes contain con
tractor proprietary data), include the following statement in the proposed final reply: 

"Please be advised that the contractor financial and accounting system information 
contained in this [letter / report / enclosure] is considered proprietary by the company 
and should not be released to the public. The information made available to you in this 
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[letter / report / enclosure] contains financial data furnished to the Government in con
fidence. Such information must be protected from unauthorized disclosure under 18 
U.S.C. 1905. For this reason, the [letter / report / enclosure] has been marked FOR 
OFFICIAL USE ONLY." 

b. When a proposed final reply cannot be forwarded to the responsible staff element 
within the established due date, the regional director will forward a brief memorandum 
stating the anticipated date that the reply and information will be provided. (See DCAAR 
No. 5030.16 for detailed processing requirements.) 

1-409.2 Meetings with and Visits by Congressional Committees 

a. Field and regional elements will immediately notify Headquarters, DX (through the 
regional director) of written or oral requests received from Congressional committees or 
their staff to visit a DCAA office. 

b. In accordance with DCAAR No. 5030.16, regional and field personnel will permit 
committee members or their staff to examine records which pertain to areas of interest to 
the committee. Regional directors will refer any committee requests to remove or retain 
records (including audit reports and working papers) to Headquarters, DX. Headquarters, 
DX will coordinate receipt and transmission of requested files to the committee's offices in 
Washington, D.C. Requests for any other information to be provided to committee repre
sentatives will be forwarded to Headquarters, DX, within 10 working days following the 
visit. In any case, no information should be released until authorized by DX. 

c. Field and regional elements will forward a memorandum (through the regional di
rector) summarizing visits by Congressional representatives within five working days 
following the visit. The memorandum should specifically enumerate the subjects dis
cussed during the visit, any requests for data, and questions and answers still to be provid
ed. If a request has been made for audit reports or working papers, the memorandum 
should also include an assessment of the requested materials' compliance with Agency 
policy. If the assessment discloses any deficiencies in the reports or working papers, addi
tional comments should be included to clearly establish the steps taken to correct the defi
ciency. 
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1-4S1 Supplement --- Illustrative Audit Situations Involving Interface Between 
Contract and Internal Audit Organizations 

1. Audit of Japanese master labor contract. 
The Defense Contract Audit Agency has responsibility for audit of contractual pay

ments. Many of the functions relating to the contract such as the need for, utilization, clas
sification, and control of contract employees; establishing pay and allowances in conform
ance with the terms of the contract; and submission of payroll data are the responsibility of 
Army, Navy, and Air Force activities. Internal audit normally would encompass evalua
tion of these functions. Contract auditors may need internal audit assistance in confirming 
the accuracy and reliability of reports from military activities which form the basis of con
tract reimbursements. 
2. Audit of small cost-type contracts at remote defense installations. 

Travel and per-diem costs may be saved by DCAA obtaining internal audit assistance 
on audit of relatively small contracts performed at remote defense installations where in
ternal auditors are in residence or in the vicinity. Factors to consider are the location, 
complexity of the contract audit work, and the availability of internal auditors. An exam
ple is a small construction contract at Goose Air Base in Labrador. Audit by DCAA would 
require travel from New York. Audit can be performed by internal auditors in residence. 
3. Audit of administration of Government property furnished to contractors. 

Prime responsibility for audit of the administration of Government property, includ
ing that furnished to contractors, is a part of the internal audit mission. However, DCAA 
likewise performs property auditing in its role of advisor to the property administrator 
and contracting office, as well as in connection with cost determination. When an inter
nal audit of the Government property administration function requires verification of 
detailed records maintained by a contractor, assistance ordinarily can be obtained from 
the cognizant contract auditor. However, if necessary to performance of the internal 
audit mission, internal auditors will be afforded access to contractor-maintained records. 
4. Audit at Government-owned, contractor-operated plants. 

At GOCO plants DCAA is responsible for audit of the cost-reimbursement operating 
contracts. Internal auditors are responsible for auditing operations of the Contracting Of
ficer. DCAA should assist the internal auditors by providing such cost and financial in
formation from contractor records as is essential to permit evaluation of the management 
of the facility. 
5. Audit at military installations where services and/or maintenance are purchased under 
contracts subject to DCAA audit. 

Circumstances may be such that the internal auditors need fact-finding assistance from 
contract auditors to obtain or verify information from contractors' records. For example, 
the internal auditor may be reviewing the potential for savings from elimination of dupli
cating supply operations and information is needed from the contract auditor regarding the 
contractor's supply system. 
6. Audit of a weapon system where supply, maintenance, funding, and other functions are 
closely integrated with input from or operations of major contractors. 

Internal audits of this nature give rise to various situations where audit information is 
needed from contractors' books and records. Assistance from contract auditors would be 
appropriate in some cases and not in others. Examples follow: 
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a. Internal auditors are reviewing a contract pricing action. Contract audit assistance 
ordinarily should not be requested since the contract auditor participated in the procure
ment team effort. 

b. Internal auditors determine that substantial quantities of end items which have been 
inspected and accepted are found subsequently to have defects requiring major modifica
tion. In trying to ascertain the cause for this situation, the auditors find it necessary to de
termine whether the contractor has responded timely to contract change orders requiring 
modification during production. Contract audit assistance in conjunction with technical 
assistance would be appropriate as determinations of this nature are an integral part of 
operations audits of contractors' production scheduling and control systems. These deter
minations are also made during reviews of contractors' internal planning and control sys
tems when performing Earned Value Management System Criteria reviews. 

c. An internal auditor is reviewing the computation of requirements which involve 
data on assets in the hands of the contractor and reports thereon. Contract audit assis
tance would be appropriate to verify data furnished by the contractor. 

d. An internal auditor is reviewing funding status and validity of obligations which 
involve data and reports from contractors. Contract audit assistance would be appropri
ate to verify data furnished by contractors. 
7. Audit at contractor location where DCAA is the cognizant contract audit organization 

Government internal auditors may need fact-finding assistance from contract audi
tors to confirm, obtain or verify information from contractors' records. For example, the 
internal auditors may be performing an audit to identify potential conflicts of interest on 
the part of consultants working both for the Government and its contractors. Appropri
ate DCAA assistance to the internal auditors might consist of providing information 
from audit files on evidence of services rendered. 
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1-500 Section 5 --- Relationship with Contractors 

1-501 Introduction 

Requirements for specific audit conferences with contractors are stated in 4-300. This 
section covers other aspects of the relationships between DCAA and contractors. 

1-502 Establishment of DCAA Field Audit Offices (FAOs) and Suboffices 

1-502.1 General 

The DCAA Organization Manual, Chapter 9, contains the procedures for activation 
and deactivation of DCAA FAOs. The activation or deactivation of DCAA FAOs (exclud
ing suboffices) is subject to approval by the Director, DCAA, upon the recommendation 
of the cognizant regional director. The regional director may establish or discontinue sub-
offices. Regional directors should periodically review the operations of existing FAOs to 
determine if they still meet the criteria referred to in the manual or whether, due to 
changed conditions, any of these offices should be discontinued. Conversely, considera
tion should be given to establishing FAOs at those locations where the workload so war
rants. If any such changes are indicated, submit recommendations to Headquarters, ATTN: 
OWD (with concurrent copy directly to CP), containing the information required by the 
manual. 

1-502.2 Establishment of Branch Offices 

a. A branch office is defined as a DCAA field audit office that (1) performs mobile 
audit work at all contractors within its designated geographic areas that are not audited by 
a DCAA resident office and/or (2) performs resident audits of several unrelated contrac
tors through suboffices. Branch offices are established at appropriate locations within 
DCAA regions for these purposes. 

b. A branch office may be located in a contractor facility only if there is unrestricted 
access to the DCAA office by other (nonhost) contractor representatives and adequate 
security is provided for data of such other contractors. Regional directors are responsible 
for establishing the most efficient and economical arrangements for specific locations 
within these restrictions. If a branch office is located in a contractor facility, the name of 
the branch office will not include the contractor's name, and the mail system will be ar
ranged so that DCAA mail does not go to or through the host contractor's system. 

c. A branch office may have one or more suboffices. A suboffice is defined as a subor
dinate element of an FAO. A suboffice may be established: 

(1) at a geographic point distant from the main branch office location if a concen
trated workload of mobile audits exists in the area which can be performed more economi
cally by stationing one or more auditors permanently at that distant point, 

(2) at a particular contractor location which has a continuous workload requiring the 
full-time assignment of one or more auditors (see 1-502.3e), or 

(3) at a location where a significant combination of the two preceding conditions 
exists. A suboffice with both mobile and resident workload must meet the criteria of b 
above, unless the exception in 1-502.3b applies. 
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1-502.3 Establishment of Resident Offices 

a. A resident office is defined as a DCAA field audit office located at a contractor's 
facility for the purpose of performing the contract audit workload at the contractor. The 
office may be made up of suboffices located at components of the same company and still 
meet the resident office definition. 

b. On a case-by-case basis with prior Headquarters approval, limited amounts of mo
bile work may be assigned to resident offices without changing the office designation. 
This exception applies only to situations where it is uneconomical or impractical to assign 
the mobile work to a branch office. 

c. Resident offices are usually established at principal locations of major defense con
tractors. The main criteria for establishing a resident office are whether the audit workload 
at the contractor is of a continuing nature and is sufficient in significance, complexity, and 
volume to warrant a full-time staff large enough to require a resident audit manager and 
clerical staff. 

d. A resident office has the important advantage of enabling auditors assigned to the 
contractor location on a continuing basis to develop a comprehensive understanding of the 
contractor's operations and basic management policies and practices in relation to Gov
ernment contracting. This understanding enables more efficient audits of major contractors 
and more timely and effective audit advice on these contractors to procurement and con
tract administration activities. 

e. FAR 52.215-2 provides the basis for DCAA to occupy space at contractor locations 
when warranted. This clause provides that the “right of examination shall include inspec
tion at all reasonable times of the contractor’s plants, or parts of them, engaged in per
forming the contract.” Additionally it provides that the contractor shall make its records 
available at all reasonable times “at its office.” Implicit in FAR 52.215-2 is the require
ment for a contractor to provide space at its office if audit work is of a sufficient magni
tude to require a permanent DCAA presence. Although FAR 52.215-2 provides an implic
it right, it is the ACO’s authority to enforce FAR 52.215-2. Therefore, any issues that arise 
concerning DCAA occupying contractor space should be resolved through the ACO. The 
space provided should be comparable to what is furnished to contractor employees. If 
questions arise regarding this issue, auditors should also make the contractor aware that, 
while DCAA has the right to remove copies of contractor records from contractor loca
tions, FAR 52.215-2 provides for review at the contractor’s office, and it is preferable to 
audit original records on-site rather than requiring contractors to make copies available for 
off-site audit. 

1-502.4 Change of FAO Cognizance 

a. Occasionally, FAO cognizance of a contractor’s organization will change because 
of such contractor actions as relocations, reorganizations, or consolidations. FAO cogni
zance of a contractor may also need to be reassigned as a result of DCAA's actions, such 
as establishing new FAOs, realigning or consolidating workload between FAOs, or the 
deactivation of FAOs. When audit responsibilities of a contractor need to be transferred, 
the branch or resident FAO having audit cognizance prior to the change (i.e., the losing 
FAO) is required to coordinate with the gaining FAO to assure that continuity of audit 
services is maintained. 
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b. After the gaining FAO concurs with the transfer of cognizance, actions to be taken 
by the losing FAO include: 

(1) Resolving existing issues, wherever possible, prior to transferring cognizance 
to the gaining FAO. This includes, but is not limited to, recording of PNM information 
and/or settlement information. Prepare a summary of all unresolved issues and provide it 
to the gaining FAO. This summary should include the current status of the issues and the 
last action taken. 

(2) Do not cancel assignments just because the contractor(s) is transferring unless 
instructed to do so by the Regional Office. In most cases, any existing assignments under 
the losing FAO are still valid and the gaining FAO will have the responsibility to perform 
the audit/review. 

(3) Coordinating with the gaining FAO regarding when the transfer will occur. If 
no in-process assignments exist for the contractor under the losing FAO, the transfer 
should take place immediately. Partial transfers, i.e., leaving assignments with the losing 
FAO, will not be performed. Therefore, if an in-process assignment(s) exists at the losing 
FAO, one of the following options must be agreed upon between the FAOs: 

(a) Perform the transfer immediately with an agreement between the losing and gain
ing FAOs that the remaining effort on the in-process assignment(s) will be performed by 
the gaining FAO. 

(b) Perform the transfer immediately with an agreement between the losing and gain
ing FAOs that the remaining effort on the in-process assignment(s) will be performed by 
the losing FAO: 
 The losing FAO’s auditor(s) will charge time to the in-process assignment(s) under 

the gaining FAO’s ROrg/assignment number(s), 
 The FAOs will come to an agreement regarding who will sign the report or memo

randum as well as what names will be listed as the point of contact(s). 
 The report or memorandum would be issued with the gaining FAO’s 

ROrg/assignment number(s), 
 The losing FAO will provide the DMIS closing information to the gaining FAO for 

entry into DMIS, 
 The losing FAO provides the finalized work paper package(s) and other required 

documents to the gaining FAO for filing under the gaining FAO’s Prefix. 
(c) Postpone the transfer until the in-process assignment(s) are completed, closed out 

in DMIS and filed in Content Server 10 (formerly named Livelink) by the losing FAO. If 
other assignments must be started before the transfer can take place, the gaining FAO will 
perform the assignment under the losing or gaining FAO’s ROrg as follows: 
 Existing Assignment - The losing FAO can assign one of the gaining FAO’s audi

tors to an existing assignment(s) under the losing FAO’s ROrg. This gives the gain
ing FAO’s auditor visibility to the assignment and access to create the APPS file. 
The gaining FAO’s auditor would charge time under the losing FAOs assignment 
code. In addition, the gaining FAO supervisor can request TDY Supervisor Rights 
to the losing FAO in order to manage his or her assignment(s) under that ROrg 
Code. 
 New Assignment - The gaining FAO can create new assignments under gaining 

ROrg by typing in the DUNS ID field on the DMIS Assignment Request or Setup 
tabs. However, the gaining FAO must take care not to duplicate assignments for ac
tivities that already exist under the losing FAO. 
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 The contractor can be moved after the losing FAO’s in-process assignment(s) are 
issued, dispositioned in DMIS, and filed. At that time all the assignments, includ
ing any being worked by the gaining FAO under the losing FAO’s ROrg, will 
transfer to the gaining FAO. 
(4) Issuing notification to the contractor, major procurement and contract admin

istration activities that do business with the contractor; providing the name, address, tele
phone and facsimile numbers of the FAO gaining cognizance of the contractor, and the 
effective date of the change. In addition, provide the appropriate DCAA DoDAAC for the 
gaining FAO and advise the contractor that the new DoDAAC must be used in contract 
documents as well as electronic invoices and billings submitted using the DoD Invoicing, 
Receipt, Acceptance, and Property Transfer (iRAPT) system. 

(5) Issuing notification to DL when there is a litigation hold; providing the name, 
address, telephone and facsimile numbers of the FAO gaining cognizance of the contractor 
and the effective date of the change. 

(6) Providing the gaining FAO with a listing of all auditable contracts. The listing 
should include the name of the procurement office, contract number, type, amount of 
award, the cognizant ACO, and identify those contracts that provide for DCAA provision
al approval of public vouchers. 

(7) Transferring permanent file information to the gaining FAO, with a transmittal 
memorandum that lists the content of the files. A copy of the transmittal memorandum 
should be sent separate from the files. The transmittal memorandum should request 
acknowledgement of receipt of the permanent files and a copy of the transmittal memo
randum and acknowledgement should be filed in Content Server 10 by both the losing and 
gaining FAOs. 

(8) Providing the gaining FAO with a copy of all requirements and program plan 
data relating to the contractor for the current and prior years. 

(9) Notifying the CAC/GAC of the change in audit cognizance and provide infor
mation concerning status of audit issues affecting the CAC/GAC network. 

(10) Providing a listing of files maintained at the Federal Records Center to the 
gaining FAO. 

(11) Issuing a change of address notification to the Federal Records Center for any 
audit files that are in records retention. The change of address should be forwarded 
through the regional office, ATTN: Records Liaison Officer. 

(12) Providing the respective regional office’s Information Technology Division 
(RSA) with a brief explanation of all contractor data maintained in the DMIS that will 
need to be transferred to the gaining FAO and the effective date of the transfer. When 
possible, provide this information at least 60 days in advance of the anticipated change. 
Again, no partial transfers will be performed. Each region may have its own documenta
tion requirements for a transfer request. Follow the appropriate regional office’s proce
dures that has cognizance over your FAO and provide the documentation required to pro
ceed with the transfer. 

(13) After the transfer is performed in DMIS, create a Folder Transfer Workflow(s) 
in Content Server 10 to move the filed work papers to the gaining FAO. 

(14) Transfer any data relating to the contractor that is included in regional or 
Headquarters periodic reports to the gaining FAO, complete with any computer-based files 
(e.g., incurred cost status report database). Concurrent notification of the change in FAO 
cognizance should be made to the responsible regional office element. 
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c. Insufficient staffing at the gaining FAO is not a valid reason for a gaining FAO to 
reject or stall a transfer. 

d.	 If disagreements arise between the losing and gaining FAOs, elevate the concern 
through the proper chain of command for resolution. 

e. These guidelines apply to all contractor transfers; however, there may be instances 
where transfers between Regions and FD require special handling to avoid duplicate in
curred cost assignment years. These types of transfers should be closely coordinated be
tween the losing and gaining FAOs and Regions. 

1-503 Notification of Visits to Contractor Facilities 

1-503.1 Security Requirements and Procedures 

a. Section 3-201d of the DoD Industrial Security Regulation (DoD 5220.22R) and Chap
ter 6 of the DoD Industrial Security Manual for Safeguarding Classified Information (DoD 
5220.22M) require that the contractor be given advance notice in writing when access to 
classified information held by the contractor is involved. The manual requires such notifica
tion to include: 

 The name and title of person(s) to be visited. 
 The name, title, date and place of birth, citizenship, and security clearance status of 

the DCAA representative(s). 
	 The purpose of and justification for the visit, including identification of related pro-

gram(s) or contract(s) and classified information to which access is required, if 
known. 

 The date of the proposed visit or period during which the notice is to be valid.
 
 It is DCAA policy to also include the following information:
 
 DCAA identification number (auditor credential card number or equivalent).
 
 Visitor Category (the Industrial Security Manual designates category 1 for U.S. Gov

ernment employees). 
b. When a visit will require access to classified matter held by the contractor and/or ac

cess to a secured contractor plant, DCAA Form 5220-1 will be used to notify contractors of 
planned visits. This form will also be used for DCAA personnel permanently located at con
tractor facilities (such as those assigned to resident offices and suboffices) and for those vis
iting contractors on a regular basis (such as regional audit managers and members of region
al audit teams). Notification in these cases will normally consist of blanket notices submitted 
on an annual basis. A copy of each notification sent to the contractor will be forwarded to the 
cognizant contract administration office. 

c. DCAA personnel will inform their security officer of planned visits to contractor fa
cilities in sufficient time to enable timely notification. 

1-503.2 Required Notification to Contract Administration Offices and Courtesy Notice 
to Contractors 

a. Whether or not access to classified matter or secured area(s) is required, to preclude 
duplicate demands on the contractor, prospective visitors to contractor facilities are to pro
vide information concerning the visit to the cognizant Contract Administration Office (CAO) 
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sufficiently in advance and in adequate detail so as to permit the CAO to advise the visitors 
in the event information related to the contract administration functions currently exists that 
may satisfy the stated purpose of the visit (FAR 42.101(a) and 42.402(a) and (b)). The visitor 
will make a courtesy telephone call to inform the contractor and make appropriate arrange
ments if a planned visit will involve contractor personnel. If desired, the visitor may send a 
letter to confirm arrangements made. Such a letter will not substitute for any notification 
required by 1-503.1. 

b. If a planned visit will involve contract administration personnel, make advance ar
rangements comparable to those for contractors as stated in a above. 

1-504 Access to Records of Contractor 

1-504.1 General 

a. Statutes, implementing regulations, or contract terms may provide access to contrac
tors' records for purpose of audit (1-504.2). The clause at FAR 52.215-2 provides the audi
tor's primary authority for access to contractor records. This clause must be inserted in all 
negotiated contracts, except those (1) not exceeding the simplified acquisition threshold; 
(2) for commercial items; or (3) for utility services. (See FAR 15.209(b)). This clause 
provides the contracting officer's representative with the authority to examine and audit 
contractors' books, records, documents and other evidence and accounting procedures and 
practices, regardless of form (e.g., machine readable media such as disk, tape, etc.) or type 
(e.g., data bases, application software, data base management software, utilities, etc.), 
sufficient to reflect properly all costs claimed to have been incurred or anticipated to be 
incurred in performing cost-reimbursement, incentive, time-and-material, labor-hour, or 
price-redeterminable contracts. The clause also provides access rights for the purpose of 
evaluating the accuracy, completeness, and currentness of certified cost or pricing data. 

b. In addition to access to specific cost records, access to records refers to contractor 
policies, procedures, systems, management reports (see 4-202.1 for information pertaining 
to access to internal audits), personnel, minutes of its board of directors meetings, charter 
and bylaws, and any other information source which affects and reflects the incurrence, 
control, and allocation of costs to contracts. 

c. Adequate audits are possible only when all existing evidence which pertains to the 
representations, claims, or proposals under audit is available to the auditor. A contractor's 
failure to make all pertinent records available to the auditor when needed leads to audit 
reports that contain qualified or adverse opinions, and may result in more difficult negotia
tions and delay in the contract award or settlement. 

d. For field pricing support audits, FAR 15.404-2(c)(3) states that the auditor is respon
sible for determining the scope and depth of audit. Inherent in this responsibility is the 
right of auditors to determine the specific records or other evidential matter needed to 
accomplish the audit. DCAA auditors must adhere to generally accepted Government au
diting standards in determining what comprises appropriate, relevant, and sufficient evi
dential matter. Therefore, auditors must use good judgment and rationale in deciding what 
contractor records or other evidential matter should be sought. In determining the suffi
ciency of evidence needed, auditors must consider the audit objective, the risk, and mate
riality of an error or misstatement in the area being audited and the effect on the audit 
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opinion. See 5-502.1 for additional guidance on access to contractor budgets and 14-304.2 
on access to cash flow forecasts. 

e. FAOs should not enter into written nondisclosure agreements with contractors or 
concur with contractor letters containing access to records provisions or procedures. Any 
such written agreements may give the appearance of limiting access. Furthermore, audi
tors are required to protect proprietary information from unauthorized disclosure under 18 
U.S.C. 1905 (see CAM 1-507). Therefore, agreements addressing the protection of propri
etary information are not necessary. However, responses to contractor requests for confir
mation that proprietary data will be protected in accordance with applicable laws and 
regulations are permissible. See 1-805 for guidance on memorandums of agreement per
taining to matters other than access to contractor records. 

f. While FAOs will not sign agreements, letters or procedures indicating concurrence 
on access to records matters, they will obtain and review any such documents containing 
contractor procedures or policies. If the FAO believes the policies and procedures will 
invoke unreasonable delays, waste audit time or otherwise impede the orderly process of 
the audit, the contractor should be notified in writing of such concerns in accordance with 
procedures in 1-504.4, and 1-504.5. If no such concerns exist, the FAO should follow con
tractor procedural arrangements for obtaining access to needed information. 

g. Agreements between a contracting officer and a contractor which appear to restrict 
DCAA's access to a contractor's records should be transmitted through Headquarters, 
ATTN: PPS, to the General Counsel for a legal analysis. 

1-504.2 Statutory and Regulatory Requirements 

Among statutory bases for access to contractor records are 10 U.S.C. 2313(a), "Exami
nation of Records of Contractor," 10 U.S.C. 2306a, ("Truth in Negotiations"), and 41 
U.S.C. 422(k) (Cost Accounting Standards). The following acquisition regulations have 
implemented these statutory and other access requirements: 

a. FAR 15.209(b)(1) requires an "Audit - Negotiation" clause (FAR 52.215-2) in all 
negotiated contracts other than those which are not expected to exceed $100,000. 

b. FAR 15.408 Table 15-2, Instructions for Submission of a Contract Pricing Proposal. 
c. FAR 52.215-20 and 52.215-21 (Requirements for Certified Cost or Pricing Data or 

Data Other Than Certified Cost or Pricing Data). 
d. FAR 52.230-2 and 52.230-3 (Cost Accounting Standards). 
e. FAR 52.216-4 (Economic Price Adjustment - Labor and Material). 
f. FAR 52.232-16 (Progress Payments). 

1-504.3 Guidance for Requesting Access to Contractor Records 

a. Records should first be informally requested during the FAO's normal course of 
business with the contractor (either verbally or in writing). The auditor should be ready 
to discuss the basis for the request with the contractor. CAM or other Agency guidelines 
should not be cited as the reason for requesting a record in lieu of explaining the under
lying audit need. 

b. Occasionally contractors may ask that requests for records be in writing. Auditors 
should generally accommodate the contractor where it will facilitate access and avoid 
misunderstanding. However, contractor requirements that all requests for records be in 
writing are unacceptable as such a process would unnecessarily impede the audit process. 
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c. All requests should be for specific records rather than a general class of records. For 
example, requests should be for "the general ledger for FY 2000," or "the payroll register 
for the pay period ending July 4, 2000" rather than "the general ledger," or "payroll data." 
Addressing specific records relates the request to a specific audit. This action should avoid 
lengthy discussion with the contractor on the merits of the request. 

d. When the auditor does not know precisely what records exist, a listing of what does 
exist (such as "recurring financial reports" or "IT files") should be requested. The listing 
itself may be considered a record, particularly if the contractor already produces such a list 
for other purposes. 

e. Unusual or extensive requests for reproduction of contractor records should be made 
by supervisors and be in writing if requested by the contractor. 

f. When original records or documents are provided by the contractor, auditors will 
ensure that all such records and documents are returned to the contractor as soon as possi
ble. 

g. Circumstances justifying an evaluation of original records at locations other than 
contractor facilities include records seized by investigators under a warrant or obtained by 
Government counsel through criminal, investigatory, or civil subpoena. DCAA has the 
right to evaluate any records in the hands of Government agents. Regardless of the cir
cumstance under which the auditor obtains access to contractor records, due professional 
care will be exercised in protecting the records while in the auditor’s possession. 

h. Auditors will not remove original records from the locations at which they are fur
nished without prior Agency approval. Auditors who might be confronted with an unusual 
circumstance and need to move the contractor’s original records from the location at which 
they are furnished will request their regional office to obtain the contractor’s authorization. 
Auditors will fully explain in their request the reasons the contractor’s original records can
not be used at its site. Regional offices will submit their approved auditors’ requests to 
Headquarters, attention: PPS, for evaluation and coordination with legal counsel. 

i. Auditors should not request copies of contractor records for the sole purpose of al
lowing the auditor to work at home rather than at the contractor’s site. Auditors who might 
be confronted with an unusual circumstance related to working at home, and need to ob
tain and remove a copy (total or a portion) of the contractor’s original records from the 
location at which they are furnished will request the FAO manager’s written request to 
obtain and document the contractor’s authorization. Auditors will fully explain in their 
request the reasons the records cannot be used at the contractor’s site and why a copy is 
needed. Contractors who encourage auditors to take copies of records from their premises 
rather than work onsite should not be accommodated without good cause. Auditors may 
continue to request copies of selected records which are necessary to document audit files 
and support audit positions. See 1-507 guidelines for safeguarding contractor information. 

1-504.4 Conditions Representing Denial of Access to Contractor Records 

The following conditions qualify as access to records problems where a specific rec
ord is needed within these general areas: 

a. Contractor refusal to provide access to any requested record including (i) support for 
unclaimed costs excluded under CAS 405 or (ii) records maintained in an electronic or opti
cal format (even if paper copies are available). 
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b. Unreasonable delays by contractor representatives in permitting the audit 
commencement or in providing access to needed data or personnel. Since the 
determination of unreasonable delay is subjective, it is important to distinguish between 
occasional delays due to unexpected circumstances (for example, a key employee is out 
sick) and recurring delays which suggest that it is a contractor's practice to engage in 
delaying tactics. Recurring delays should be carefully documented with the names of 
contractor employees, data requested, dates when requested, dates when provided, etc. 

c. Restrictions on reproduction of necessary supporting evidential matter. 
d. Partial or complete denial of access to internal audit data or other management reports 

on contractor operations. 
e. Denial of access to the contractor's data base. This denial can be a refusal to produce 

the necessary reports, or allow DCAA to validate reports by testing the database using 
DATATRAK, or other data retrieval software. 

f. Chronic failure of contractor personnel to comply with agreed-to dates for furnishing 
data. 

g. Assertion of attorney-client privilege or attorney-work-product doctrine. 
(1) The attorney-work-product doctrine protects documents and other memoranda 

prepared by an attorney in contemplation of litigation, including private memoranda, written 
statements of witnesses, and mental impressions of personal recollections prepared or 
formed by an attorney in anticipation of litigation or for trial. As its purpose is to protect the 
adversarial trial process by insulating the attorney's preparation from scrutiny, the work-
product rule ordinarily does not attach until at least some claim, likely to lead to litigation, 
has arisen. Courts have also accorded work-product protection to materials prepared by non-
attorneys who are supervised by attorneys. 

(2) A contractor invoking the attorney-client privilege must show a communication 
between client and counsel that; was intended to be and was in fact kept confidential and; 
was made for the purpose of obtaining or providing legal advice. The attorney-client privi
lege is given strong protection by the courts, and thus judges rarely order the production of 
these documents. If the privileged data is provided to a third party including DCAA, then 
contractors may risk waiving the privilege and they may be required to disclose the infor
mation to others, even their adversaries. 

(3) If a contractor asserts the attorney-client privilege or the attorney-work-product 
doctrine, the auditor should ask the contractor to explain in writing (i) the basis of the asser
tion and (ii) why the contractor cannot provide the requested information or some alterna
tive, non-privileged information that will meet the auditor’s needs. Auditors with questions 
on whether the contractor’s assertion of attorney-client privilege or attorney-work-product 
doctrine is appropriate in their specific situation should contact DCAA-DL for assistance. If 
the contractor continues to deny access and does not provide alternative, non-privileged in
formation, the procedures in DCAAI 7640.17 should be followed until such time as a high 
level executive from the company asserts the privilege in writing. After receiving the con
tractor’s written assertion, the issue should be elevated to the Regional office. At a mini
mum, the Regional Director should contact top level contractor management to explain that 
even if the privilege is appropriate, the contractor is still required to support how it complies 
with its contractual requirements using non-privileged data. Non-privileged data may include 
filings with a court that are available to the public, contractor’s summaries of data, other 
public filings, etc. If these efforts do not prove successful, the following information should 
be provided to DCAA-PPS so that Policy may review the assertion with DCAA Legal coun
sel. 
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	 Identifying information including FAO name, contractor name, audit assignment 
number, audit subject, FAO point of contact, and information pertaining to prior co
ordination that has taken place in order to try to obtain the requested data. 

	 A copy of the contractor’s formal assertion of attorney work product doctrine or at-
torney-client privilege for the data requested. 

	 A detailed listing of data requested, with the rationale for each document’s necessity 
in order to complete the scope of the audit, and why that data cannot be obtained 
from another source or in another manner from the contractor. 

(4) An assertion of attorney-work-product or attorney-client privilege related to con
tractor’s disclosures of violations of Federal criminal law or the False Claims Act as required 
by FAR 52.203-13 should be pursued as an access to records issue in a similar manner as 
other contractor assertions of attorney work product or attorney-client privilege. The only 
difference is the DoDIG should also be contacted to assist in gaining access, in addition to 
applying the procedures in Section 6 of DCAAI 7640.17. 

1-504.5 Resolution of Contractor Denials 

a. When contractor personnel deny or unreasonably delay access to records needed for 
audit, auditors should immediately notify and thoroughly discuss the issue with responsible 
contractor officials authorized to make decisions. Reasonable effort should be made to re
solve the issue in a timely manner at the lowest possible DCAA and contractor management 
level. If access is denied following the initial conference with the contractor, the auditor 
should follow the procedures cited in DCAA Instruction No. 7640.17. 

b. When implementation of DCAA Instruction No 7640.17 does not resolve contractor 
denial of access to records, then the regional office should consider requesting Headquarters 
to subpoena the records in accordance with DCAA Regulation No. 5500.5. The DCAA Di
rector is authorized to subpoena contractor documents and records needed to audit costs in
curred under flexibly priced Government contracts and subcontracts, and to audit the accura
cy, completeness, and currentness of certified cost or pricing data used for negotiated 
Government contracts and subcontracts. 

1-504.6 Impact of Contractor Denial of Access 

a. When the contractor denies the auditor access to records/data, the costs affected by the 
denial should be questioned under price proposals. Such costs should also be questioned on 
progress payments and suspended under cost-reimbursement contracts per 6-902a. A con-
tractor's denial of access to records may be so extensive that it is impractical to perform any 
audit or determine an amount affected by the denial. In such a case, immediately notify all 
procurement and contract administration activities that may be involved with the subject 
audit and request their assistance. In addition, the auditor may consider using DCAA Forms 
1 to suspend payments on all affected contracts until the access to records problem is re
solved. 

b. The impact of a contractor's denial of access to records on the scope of audit should be 
described in the "Qualifications" and "Results of Audit" paragraphs of the audit report. The 
report should identify the records that were sought, discuss the need for the records, and 
describe the measures that were taken to gain access (see 10-210.4). 
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1-505 Reserved 

1-506 Other Access to Records Issues -- Records Destroyed or Not in Condition for 
Audit 

a. When the contractor's records are inadequate, not current, or otherwise not in condition 
for audit, immediately bring the deficiency to the contractor's attention. If corrective action is 
not instituted promptly, notify the regional office, the requesting procurement activity, and 
other Government offices affected. Except as authorized by law, regulation, or court order, 
the auditor should not undertake or participate in correcting the deficiencies. 

b. When records are alleged to have been destroyed, lost, stolen, or otherwise cannot be 
located, obtain a written statement from appropriate high-level contractor management (i.e., 
at a level no lower than the business segment vice president or chief financial officer) with a 
detailed explanation of the circumstances. The FAO should also immediately notify the con
tracting officer of the extent to which an audit can be made using the remaining available 
records. Under these circumstances, denial of access to records should not be pursued. Addi
tionally, the auditor should not attempt reconstruction of contractor's records. 

c. Any audit reports issued under these circumstances should contain appropriate com
ments on all the facts, with any necessary disclaimer, adverse opinion, qualifications, and/or 
explanations of questioned costs. 

1-507 Security Requirements for Contractor Information 

a. Auditors should perform audits in such privacy as warranted under the circumstances, 
and should provide all necessary safeguards to contractor-confidential data. Working papers, 
audit reports, unpublished financial statements, correspondence, files, and other records and 
sources available to or in the possession of the auditor usually contains proprietary infor
mation that the contractor regards as confidential. Auditors shall use such information only 
for performance of official duties. The auditor should only request access to contractor 
proprietary information when required for a specific audit assignment or there is a need to 
know for other official duties. Except as authorized by law, regulation, or court order, the 
auditor shall not disclose the information to other persons except with the contractor's per
mission, and shall not discuss information in a manner that might permit disclosure to unau
thorized persons. 

b. The law pertaining to unauthorized disclosure of contractor information, and penalties 
for violation thereof, is contained in 18 U.S.C. 1905, as amended, and is quoted below: 

Whoever, being an officer or employee of the United States or of any department or 
agency thereof, any person acting on behalf of the Office of Federal Housing Enterprise 
Oversight, or agent of the Department of Justice as defined in the Antitrust Civil Process 
Act (15 U.S.C. 1311-1314), or being an employee of a private sector organization who is 
or was assigned to an agency under chapter 37 of title 5, publishes, divulges, discloses, or 
makes known in any manner or to any extent not authorized by law any information com
ing to him in the course of his employment or official duties or by reason of any exami
nation or investigation made by, or return, report or record made to or filed with, such 
department or agency or officer or employee thereof, which information concerns or re
lates to the trade secrets, processes, operations, style of work, or apparatus, or to the iden
tity, confidential statistical data, amount or source of any income, profits, losses, or ex-
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penditures of any person, firm, partnership, corporation, or association; or permits any 
income return or copy thereof or any book containing any abstract or particulars thereof 
to be seen or examined by any person except as provided by law; shall be fined under this 
title, or imprisoned not more than one year, or both; and shall be removed from office or 
employment. 

c. For Official Use Only (FOUO) is a Department of Defense (DoD) dissemination 
control applied to unclassified information that if disclosed to the public would reasonably 
cause harm to the interested parties (e.g. contractor proprietary information). Procedures 
for the identifying and protecting FOUO documents are contained in DoD Manual 
5200.01, Volume 4. Contractor proprietary information qualifies as FOUO; therefore, will 
be marked accordingly. The auditor is required to protect the contractor's proprietary in
formation at all times. When the FAO is located in a secure building, FOUO information 
may be stored in unlocked containers, desks, or cabinets; if not, the information shall be 
stored in locked desks, file cabinets, etc. 

d. Contracting commands and contract administration offices may use contractors, com
monly referred to as third party service providers (TPSPs), to assist in contracting activities, 
such as contract closeouts and pricings. DCAA personnel are not to provide contractor pro
prietary information directly to TPSPs. Before discussing contractor proprietary data with 
individuals from contracting commands or contract administration offices, or release of such 
information, DCAA personnel should confirm the contacts are U.S. Government employees. 
If U.S. Government officials request that DCAA provide contractor proprietary information 
directly to a TPSP, the auditor should explain that DCAA cannot provide proprietary data to 
non-Government employees and arrangements should be made to provide the information to 
the contracting officer or his/her designated U.S. Government staff member. 

e. Audit Reports and audit working papers generally contain a significant amount of 
contractor proprietary information. It is the auditor's responsibility to protect this infor
mation. The FAO will generally not release audit working papers in their entirety; howev
er, in order to clarify or demonstrate the audit position, the auditor may consider sharing 
parts of the working papers, such as large excel spreadsheets that demonstrate rate calcula
tions. When releasing such information, the auditor must be sure they are not releasing 
proprietary information outside of the appropriate channels. The release of an audit report 
is at the discretion of the contracting officer, not DCAA (CAM 1-703). Therefore, auditors 
should direct all requests for specific audit reports to the appropriate contracting officer. 

f. Handle the release of contractor information to the Government Accountability Of
fice, members of Congress and congressional committees and their staffs, offices of inspec
tor general, and Government investigative agencies, in accordance with the procedures out
lined in the applicable paragraph under 1-203, 1-404.6, or 1-405. Release of contractor 
provided information in litigation is governed by DCAAR 5410.11 and the discovery rules 
of the forum involved. Release of contractor provided information in response to requests 
under the Freedom of Information Act is governed by DCAAR 5410.8, with supporting 
information in the DCAA Freedom of Information Act Processing Guide. 

g. If an auditor inadvertently discloses contractor proprietary information, the auditor 
must take action to mitigate the situation. First, the FAO will determine if the proprietary 
information included Personally Identifiable Information (PII). If the disclosure includes 
PII, the FAO will follow the procedures in DCAA Instruction No. 5410.10, DCAA Priva
cy Program, for reporting the incident. If the disclosure does not include PII, the FAO will 
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provide a letter to the contractor explaining the FAO released the contractor's proprietary 
information. Include in the letter a complete explanation of the situation, including who 
received the data, the information the auditor inadvertently released, and the FAO's ac
tions to mitigate the situation. At a minimum, the FAO will contact the individual who 
received the proprietary information and verify the recipient, and anyone they forwarded 
the information to, destroyed the information. 

1-508 Assistance in Preparing Claims Against the Government 

a. Officers and employees of the Government are prohibited by law (18 U.S.C. 205) from 
acting as agents or attorneys for prosecuting any claim against the United States or aiding or 
assisting in the prosecution or support of any such claim other than in the proper discharge of 
their official duties. A part of the auditor's official duties is to inform contractors of the man
ner in which public vouchers, termination settlement proposals, cost statements, and other 
financial representations connected with the negotiation and performance of Government 
contracts should be prepared and submitted. 

b. The auditor may advise contractors as to types of costs which are considered allowable 
and unallowable and on request may orally express an opinion as to the acceptability of a 
specific item of cost. 

c. The auditor may advise contractors to screen and not claim costs specifically unallow
able by contract terms, statute, public policy, or Government regulations. If the contractor 
consistently claims costs which are clearly unallowable under the contract terms, refer the 
matter to the Plant Representative/ACO for appropriate action. (See 8-405.) 

1-509 Handling Contractor Complaints About an Auditor 

a. Maintaining independence in audits is critically important to DCAA’s credibility and is 
required by GAGAS. DCAA expects auditors to always act professionally, objectively, and 
without bias when conducting audits and interacting with contractor personnel. In some cas
es, however, contractors will make a complaint about circumstances or behavior that indi
cate, or appear to indicate, auditor bias, which may in turn indicate a threat to independence. 
DCAA policy states that all DCAA employees must report potential threats to independence 
to their supervisors and take action to evaluate, reduce, and eliminate such threats. 

b. Disagreements between auditors and contractor personnel over audit issues can and do 
occur during audits (for example, a dispute over access to contractor records). This type of 
disagreement does not indicate bias or lack of objectivity and is not the subject of this sec
tion. DCAA leadership will support its auditors in obtaining the cooperation they need to 
perform a quality audit. However, if a contractor representative makes a complaint about 
inappropriate behavior that could indicate a potential threat to independence, DCAA man
agement should perform a prompt and impartial inquiry into the complaint. The inquiry 
should consider all the facts available and include discussions with both the contractor and 
the auditor. Based on this inquiry, management will make an informed and impartial deci
sion about the appropriateness of the behavior and whether an impairment to independence 
exists. 

c. As soon as DCAA management determines that there is a sufficient basis for inquiry 
into a contractor complaint, management will immediately notify and temporarily remove 
the auditor from the affected audits. Management should clearly communicate to the auditor, 
in a memorandum, the following: 

DCAA Contract Audit Manual 



153 December 22, 2015 
1-509 

(1) The complaint lodged against the employee. 
(2) That the reason the supervisor is temporarily removing the auditor from the af

fected audits during managements’ inquiry into the complaint is to prevent any potential 
impairment to the auditor’s independence. 

These actions are necessary to protect the auditor and the complainant, as well as to en
sure an independent investigation of the complaint. Management should coordinate with 
their human resources office, as necessary, regarding the complaint and any potential per
sonnel issues). 

d. If, based on the inquiry, DCAA management finds that no significant threat to inde
pendence exists and that the auditor’s independence has not been impaired, the supervisor 
should remove the temporary limitation and assign the auditor duties as usual. 

e. If based on the inquiry, DCAA management finds that a significant threat to independ
ence exists and therefore, the auditor’s independence is impaired, either of mind or in ap
pearance, DCAA management should take immediate action to eliminate or reduce the threat 
to an acceptable level. These actions may include, reassigning the auditor, for example (See 
CAM 2S-103.1.b(1)c). 

In addition to the above actions, DCAA management should document, generally in a 
memorandum to the employee, the following: 

(1) Whether or not the inquiry substantiated any significant threats to independence. 
(2) The rationale for the conclusions reached based on the inquiry. 
(3) The actions taken – or those that will be taken – to eliminate or reduce the threat to 

an acceptable level. 
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1-600 Section 6 --- Relationship with the News Media 

1-601 Introduction 

This section contains guidelines regarding contacts with the news media. 

1-602 General 

DCAA Regulation 5230.1 implements DoD Directive 5230.9, Clearance of DoD 
Information for Public Release. The Regulation includes guidance regarding infor
mation to be furnished the news media. Information in any form concerning Agency 
plans, policies, programs, or operations must be cleared through Headquarters before 
release. 

1-603 Processing Requests for Information 

Agency personnel are often contacted directly by the news media. Although talking with 
the news media is not prohibited, the above references govern the release of information. If 
contacted by the media, the employee should obtain the person's name, the organization repre
sented and telephone number, and the questions to be answered. This information and the cir
cumstances surrounding the request should be conveyed to the Agency Executive Officer 
(DX), Headquarters. The Executive Officer is responsible for deciding how the request from 
the media will be satisfied and for obtaining appropriate clearance for the release of infor
mation. 
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1-700 Section 7 --- Processing Freedom of Information Act (FOIA) Requests 

1-701 Introduction 

This section contains information and pertinent references for processing Freedom 
of Information Act (FOIA) requests. 

1-702 General 

The Freedom of Information Act, 5 U.S.C. 552, is a public law which is designed to 
allow the general public access to Government records. DCAA Regulation 5410.8, DCAA 
Freedom of Information Act Program, implements DoD Directive 5400.7, DoD Freedom 
of Information Act Program. DCAA's implementing regulation is codified as 32 C.F.R. 
Part 290 and contains policy and procedural information relative to the Act. This issuance 
is supplemented by DCAAP 5410.14, DCAA Freedom of Information Act Processing 
Guide. Additional information may be found on the DCAA web site. 

1-703 Scope of the Statute 

a. All audit work products are subject to public demand under the Freedom of Infor
mation Act. Although there is a preference for release of Government documents, aspects 
of these documents may be subject to withholding under one or more of the established 
exemptions contained in the Act. The Agency must prove that a specific harm will be real
ized to preclude release of the requested records. An explanation of the exemptions is con
tained in DCAAP 5410.14. 

b. Typically, requestors seek copies of audit reports and working papers. Some re
quests are specific to a particular audit report while others are more general. Since the 
release of most audit reports is at the sole discretion of the contracting officer, the pri
mary demand for records will be limited to the working papers. Requests for DCAA 
records compiled to support an ongoing investigation are normally referred to the inves
tigative agency for processing until all actions related to the case have been resolved. 
Similarly, requests that would cover records generated in support of a trial attorney are 
covered by the attorney work product privilege. Their release should be coordinated 
with the trial attorney or his/her successor. 

1-704 Processing Requests for Information under FOIA 

Request for records may require a search of the Agency's records to identify poten
tially responsive documents and information pertinent to the releasability of each rec
ord. Specific instructions for the processing of each request will be provided by the 
FOIA Coordinator at the regional level and the DCAA Information and Privacy Advisor 
for the Headquarters. A listing of Agency FOIA personnel may be found in DCAAR 
5410.8 and DCAAP 5410.14. 
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1-800 Section 8 --- Auditor Participation on Contractor and Government Process 
Action Teams (PATs); Integrated Product Teams (IPTs); Management Councils; 

and Related Streamlined Acquisition Initiatives 

1-801 Auditor's Role on Contractor and Government Teams Such as PATs, Steering 
Committees, and Management Advisory Boards 

Audit Guidance on PATs is currently under revision. Questions should be referred to 
Headquarters, PAS. 

1-802 Integrated Product Teams (IPTs) - Background 

Guidance on Integrated Product Teams is currently under revision. In the meantime, 
the guidance in MRD 08-PAS-024(R), dated August 5, 2008, and MRD 08-PAS-026(R) 
should be followed. 

1-803 Auditor’s Role on DoD IPTs and Related Streamlined Acquisition Initiatives 

See note under 1-802 above. 

1-804 Management Councils, Single Process Initiative (SPI), and Cost-Benefit 
Analysis 

Audit guidance on management councils, single process initiative, and cost-benefit 
analysis is currently under revision. Questions should be referred to Headquarters, PAS. 

1-804.1 Management Councils 

See note under 1-804. 

1-804.2 Single Process Initiative (SPI) 

See note under 1-804. 

1-804.3 Cost-Benefit Analysis 

See note under 1-804. 

1-805 Memorandum of Agreement 

The guidance is currently under revision. Questions should be referred to Headquar
ters, PAS. 
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I-900 Section 9 – Contingency Contracting 

1-901 Introduction 

This section provides guidance for auditing contract costs related to contingency 
contracts. General information about contingency contracting is available from the Joint 
Contingency Contracting Handbook linked to the Defense Procurement and Acquisition 
Policy web site (http://www.acq.osd.mil/dpap/ccap/cc/jcchb/index.html). 

1-902 Definitions and Concepts 

a. A contingency operation, described in 10 U.S.C. 101(a)(13), represents a military 
operation that is “designated by the Secretary of Defense as an operation in which mem
bers of the armed forces are or may become involved in military actions, operations, or 
hostilities against an enemy of the United States or against an opposing military force; or 
results in the call or order to, or retention on, active duty of members of the uniformed 
services … during a war or during a national emergency declared by the President or Con
gress.” 

b. FAR Part 18 provides procedures to facilitate and expedite acquisitions of supplies 
and services during contingency and emergency operations. DFARS Part 218 supplements 
FAR Part 18 for DoD acquisitions. Acquisition flexibilities are allowed under these cir
cumstances. The provisions of these regulations should be considered in planning and 
performing audit testing for specific engagements. 

1-903 Civil Augmentation Program (CAP) 

Contingency and emergency contracting is used to purchase essential supplies and 
services to sustain deployed forces. Logistics involve managing the flow of goods, infor
mation, and other resources between points of origin and use. Logistical support contracts 
for troops are known as service contracts, because they involve performance of a task ra
ther than furnishing an end item. 

The Government uses contractors to augment logistical capabilities in both preplanned 
and short-notice conditions, sometimes referred to as a Civil Augmentation Program 
(CAP). The Army Logistics Civil Augmentation Program (LOGCAP), Air Force Contract 
Augmentation Program (AFCAP), and Navy and Marine Contingency Construction Ca
pabilities (CONCAP) Programs are CAPs. 

1-904 DCAA Audit Services 

a. Under optimal circumstances, the DCAA audit team will receive a request to per
form a review of proposed costs for a contingency contract acquisition with ample time for 
review, negotiation, and award of a contract. Agency policies for planning, execution, and 
reporting of audit findings should be applied. If warranted, the audit team might consider 
whether they should address the requested services as an agreed-upon procedures assign
ment (14-1000). 

b. Contracting officers may ask DCAA audit teams to provide specific information 
related to contract pricing within short timeframes. The audit team may provide infor-
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mation, such as contractor indirect rates, to assist the contracting officer. Auditors should 
provide written confirmation of such responses (9-107). 

1-905 Audit Considerations in a Contingency Environment: 

Due to conditions involving contingency situations, it is much more effective to audit 
costs on a real-time basis. Real-time audits are performed as costs are being incurred. The 
audit team must promptly arrange for access to accounting and management records nec
essary for audit. Audit teams must identify access to records issues early, and elevate them 
quickly (1-504.4). If access is not timely, the auditor may consider using DCAA Forms 1 
to suspend billed costs until the contractor provides access necessary to support claimed or 
billed costs. 

a. The DCAA audit team for the prime contractor should promptly initiate assist audits 
of the contractor’s in theater systems and operations since both the contractor’s in theater 
and domestic internal control systems are usually involved in accounting for and billing 
costs for contingency contracts. 

b. System of Internal Controls 
(1) Contingency contracts are often awarded based on an urgent and compelling need 

and the performance of the contracts are often in territories distant from the contractor’s 
home facilities. Since the contractor’s in theater operations are usually remote from the 
company’s other work, existing accounting, procurement, and management systems are 
often augmented by procedures specifically used in the theater of operations for the con
tingency contracts. Contractors should be asked about any unique policies and procedures 
in place for the company’s contingency contracts. It is important for auditors to quickly 
understand the special systems used for in theater operations and to promptly cite material 
weaknesses or questionable contractor records to responsible Government contracting 
officials. 

(2) Timely in theater labor audits (MAARs 6) and purchasing and consumption 
(MAARs 13) reviews are essential to ensure labor and material resources are used and 
documented properly. DCAA audit teams for the prime contractor must maintain close 
coordination with DCAA in theater audit teams to ensure understanding of the audit needs 
and communication of results for appropriate reporting. 

c. Subcontracts. Prime contractors performing on contingency contracts typically use 
subcontractors indigenous to the theater of operations. Audits of in theater subcontracting 
should be planned early in the procurement process. The audit team should evaluate the 
prime contractor’s process for managing the subcontracting process, including the contrac
tor’s method for performing and documenting cost/price analysis. If the audit team identi
fies significant deficiencies, the audit team should promptly report the deficiencies to the 
cognizant contracting officer. 
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2-001 Scope of Chapter 

CHAPTER 2 

2-000 Auditing Standards 

2-001 Scope of Chapter 

This chapter discusses the auditing standards that apply to DCAA audits. Auditing 
standards differ from audit procedures in that procedures relate to acts to be performed, 
whereas standards deal with measures of the quality of the performance of those acts and the 
objectives to be attained by use of the procedures. 

2-100 Section 1 --- Auditing Standards and DCAA Audits 

2-101 Generally Accepted Government Auditing Standards (GAGAS) 

a. By reference, DoD Instruction 7600.2, “Audit Policies,” dated April 27, 2007, 
incorporates Government Auditing Standards (commonly referred to as the “Yellow Book” 
and developed and published by the Comptroller General), and guidance issued by the 
Council of Inspectors General on Integrity and Efficiency and the DoDIG. These standards 
are applicable to DCAA. 

b. The Yellow Book, alternately referred to as generally accepted government auditing 
standards (GAGAS), incorporates certain standards of the American Institute of Certified 
Public Accountants (AICPA). When the Yellow Book incorporates standards of other 
authoritative bodies, such as the AICPA or the Office of Management and Budget, those 
standards become GAGAS. 

c. A major revision of the Yellow Book, which supersedes the 2003 revision, was issued 
in July 2007. A copy is included in each DCAA FAO library, and is available on the DCAA 
Intranet under Useful Audit Links or at the GAO web site, 
http://www.gao.gov/govaud/ybk01.htm. This is the fifth revision of the overall standards 
since they were first issued in 1972. The July 2007 Yellow Book includes changes to the 
standards in the following areas: 

	 Stressed the critical role of professional judgment in all aspects of GAGAS audits, 
in considering risk, and in complying with GAGAS overall; 

 Expanded the description of competence to emphasize its importance and relate it
 
to key steps in performing an audit and reporting the findings and conclusions;
 

 Heightened emphasis on ethical principles as the foundation, discipline, and
 
structure behind the implementation of the standards; 

 Adopted new definitions related to reporting internal control deficiencies as 
material weaknesses; 

 Clarified and streamlined the discussion of nonaudit services and their impact on 
auditor independence. 

The revised standards are applicable for financial audits and attestation engagements for 
periods ending on or after January 1, 2008, and for performance audits beginning on or after 
January 1, 2008. 
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d. All audits begin with objectives, and those objectives determine the type of work to be 
performed and the auditing standards to be followed. The types of work that are covered by 
GAGAS are classified as financial audits, attestation engagements, or performance audits. 
The majority of the work performed by DCAA falls under the attestation engagement 
classification. The general, field work and reporting standards for attestation engagements 
are in Chapter 6 of the Yellow Book (see 2-300 and 2-400 for a discussion of the field work 
and reporting standards, respectively). In addition, DCAA may perform economy and 
efficiency audits (operations audits) that fall under the performance audit classification. The 
field work and reporting standards for performance audits are in Chapters 7 and 8 of the 
Yellow Book (see 2-500 and 2-600). The GAGAS general standards (Yellow Book Chapter 
3) apply to all types of GAGAS engagements (see 2-200). 

e. Fieldwork and reporting requirements for attestation engagements and performance 
audits are implemented through CAM guidance, supplemented by the Audit Planning and 
Performance System (APPS), standard audit programs and internal control matrices, and 
standard audit report paragraphs appearing in 10-200 (general), the balance of Chapter 10 
(reports on specific types of audits), and in the audit report shells delivered by APPS and on 
the DCAA Intranet. 

2-102 AICPA Attestation Standards 

a. For attestation engagements, the Yellow Book incorporates the AICPA's general 
standard on criteria, and the field work and reporting standards and related Statements on 
Standards for Attestation Engagements (SSAEs) unless specifically excluded or modified by 
GAGAS. Currently none of the field work and reporting standards and related SSAEs are 
excluded from GAGAS. The AICPA attestation standards that are incorporated into GAGAS 
deal with suitable and available criteria, adequate planning and supervision, sufficient 
evidence, and appropriate reporting (see 2-200, 2-300 and 2-400). A copy of the codification 
of the SSAEs is in each DCAA field audit office library. 

b. An attestation engagement is defined in the Yellow Book and the SSAEs as one in 
which an auditor is engaged to issue or does issue an examination, a review, or an agreed-
upon procedures report on a subject matter, or an assertion about the subject matter, that is 
the responsibility of another party. In reporting on an attestation engagement, it is important 
to identify the assertion or subject matter being reported on. In some instances, the auditor 
will report on an assertion, which may be certified (e.g., incurred cost proposal), or explicit 
(e.g., price proposals, certified or not). In other instances, the auditor will report directly on a 
subject matter (e.g., an audit of a contractor’s business systems). 

2-102.1 Types of Attestations 

The attestation standards define three types of attestation engagements providing 
different levels of assurance in relation to the auditor's opinion or conclusions as reflected in 
the table below. 
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Type of Attestations Type of Assurance Type of Report Statement 

Examination Positive Unqualified, Qualified, Adverse, 
or Disclaimer of Opinion 

Review Negative Disclaimer of Opinion 

Agreed-Upon Procedures None Disclaimer of Opinion 

a. An examination consists of obtaining sufficient, appropriate evidence to express an 
opinion on whether the subject matter or assertion is based on or in conformity with the 
criteria in all material respects. An examination report provides a high level of assurance 
and the auditor’s conclusion is expressed in the form of an opinion (stated as positive 
assurance). Therefore, the audit objective is to gather sufficient evidence to restrict 
attestation risk to a level that is, in the auditor’s professional judgment, appropriately low 
for the high level of assurance that is imparted by the audit opinion. In such an 
engagement, the auditor should select a combination of procedures to assess inherent and 
control risk and restrict detection risk such that attestation risk is restricted to an 
appropriately low level. In the contract audit environment, evaluations of complete 
submissions (price proposals, claims, and overhead rate proposals), where the auditor 
establishes the scope, are performed as “examinations.” Additionally, the auditor may 
examine sufficient evidence to support an opinion for the audit of “parts of a proposal” 
while disclaiming an overall opinion on the proposal taken as a whole (see 10-305). 

b. A "review" consists of sufficient testing to express a conclusion about whether any 
information came to the auditors’ attention based on the work performed that indicates 
that the subject matter or assertion is not based on or in conformity with the criteria in all 
material respects. The auditor accumulates sufficient evidence to restrict attestation risk to 
a moderate level and the work performed is substantially less than an examination. 
Therefore, the auditor would disclaim an opinion, and instead the conclusion is expressed 
in the form of negative assurance. Procedures performed are generally limited to inquiries 
and analytical procedures, rather than including search and verification procedures. Under 
GAGAS and the SSAEs auditors are precluded from performing a review in certain cases, 
e.g. if the report expresses an opinion on internal controls or compliance with laws and 
regulations. Because DCAA generally does not perform “reviews,” i.e., give negative 
assurance, such engagements are not discussed further in this chapter. 

c. In an agreed-upon procedure engagement, an auditor is asked by the requestor to 
report on findings based on specific procedures performed on a subject matter or an 
assertion. The requestor and auditor must agree on the procedures to be performed and the 
criteria to be used. The procedures must be specific and include objective criteria. 
Auditors should not agree to perform procedures that are subjective and/or that would call 
for an opinion or opinion-like findings (see 14-1000). An agreed-upon procedures (AUP) 
report does not provide positive or negative assurance, and the report must disclaim an 
opinion. The AUP report should state the specific procedures performed and specific 
findings that should not be expressed in terms of questioned costs or recommendations. In 
addition, the standards require that all findings be reported unless materiality thresholds 
have been established by the requestor (see 10-1000). 
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2-102.2 Types of Report Statements - Unqualified, Qualified, Adverse Opinion and 
Disclaimer of Opinion 

a. When an examination discloses that the assertion is both complete and accurate and 
the auditor followed all applicable GAGAS requirements, the report opinion will be 
unqualified and give positive assurance. 

b. When an examination discloses that the assertion is not in conformity with the 
criteria (i.e., the auditor has reservations about the assertion (see 2-402.3), e.g., it is 
incomplete or inaccurate), the auditor must issue either a qualified or adverse opinion, 
depending on the materiality of the departure from the criteria (e.g., considering the nature 
and significance of the audit exception(s)). 

c. If the auditor did not comply with all applicable GAGAS requirements (i.e., the 
auditor has reservations about the engagement (see 2-402.3), e.g., the auditor was not able 
to perform all the procedures that he or she considers necessary in the circumstances) the 
auditor must issue either a qualified opinion or disclaim an opinion, depending on the 
significance of the potential effects of the departure from the requirements. 

d. A qualified opinion indicates that, except for the effects of the matter to which the 
qualification relates, the subject matter or the assertion is in compliance with the 
established criteria (e.g., FAR/DFARS). A qualified opinion is expressed when: 

(1) the auditor has significant reservations about the engagement; i.e., there is a 
lack of sufficient evidence, restrictions on the scope of the examination, or other departure 
from GAGAS that have led the auditor to conclude he or she cannot express an 
unqualified opinion and the auditor has concluded, based on the nature and magnitude of 
the potential effects of the issues and their significance to the subject matter or assertion, 
not to disclaim an opinion; and/or 

(2) the auditor has significant reservations about the subject matter or assertion; i.e., 
the auditor believes, based on the audit, the subject matter under audit contains a departure 
from the established criteria, and based on the materiality of the departure, the auditor has 
concluded not to express an adverse opinion. 

e. An adverse opinion states that the subject matter is not in conformity with the 
criteria, including the adequacy of the disclosure of material matters. In determining 
whether to express an adverse opinion rather than a qualified opinion, the auditor must 
consider the materiality of the departures from the criteria, keeping in mind that lower 
materiality levels are generally appropriate for GAGAS audits because of Government 
accountability and the visibility and sensitivity of Government programs (see 2-309). An 
adverse opinion is still an opinion and, therefore, should be expressed only when the 
auditor has performed an audit of sufficient scope. 

f. A disclaimer of opinion is issued when there are scope restrictions and the departures 
from GAGAS requirements are so significant that the examination has not been performed 
in sufficient scope to enable the auditor to form an opinion. A scope restriction may be 
imposed by the contractor, the requestor, or by other circumstances such as the timing of 
the work or the inability to obtain sufficient evidence (see 10-210.4c). 

g. When the auditor performs an application of agreed-upon procedures engagement 
(see 10-1000 and 14-1000), the resulting report must disclaim an opinion because the 
scope is limited to the procedures agreed upon by the specified parties. This is true even 
when the auditor has recommended the procedures to be applied and the requestor has 

DCAA Contract Audit Manual 

http:10-210.4c


July 12, 2016 205 
2-103 

merely agreed that the proposed procedures will provide enough information for the 
requestor's purpose. 

h. If, in the course of an examination, the auditor encounters a scope restriction, the 
engagement may not be converted to an application of agreed-upon procedures merely to 
avoid disclosing the scope restriction. However, under certain circumstances, an 
examination may, before the completion of the audit, be converted to an agreed-upon 
procedure engagement. A request to change to an agreed-upon procedure engagement may 
result from a change in circumstances affecting the requestor’s requirements, or a 
misunderstanding about the nature of the original services or alternative services originally 
available. Before an auditor agrees to change to an agreed-upon procedure engagement, 
the auditor should consider: 

(1) The possibility that certain procedures performed as part of an examination are 
not appropriate for inclusion in an agreed-upon procedures engagement. 

(2) The reason given for the request. 
(3) The additional effort required to complete the original engagement. 
(4) If applicable, the reasons for changing from a general-use report (unlimited 

users) to a restricted-use report (limited to specified users) which is required under an 
agreed-upon procedures engagement. 

2-102.3. Terminology 

The AICPA attempts to reserve the words "audit" and "auditor" to financial statement 
audits. The attestation standards convert the terminology "examination," "review," and 
"application of agreed-upon procedures" to verbs to describe the process that generates a 
report, and refer to auditors as "practitioners." The AICPA does not refer to an evaluation 
affording the highest level of assurance interchangeably as an "examination" or an "audit." 
DCAA will continue to use "audit" to describe, in general terms, the work performed. 
DCAA will use specific terminology in the reporting language for audits requiring 
different levels of assurance (i.e., an examination or an application of agreed-upon 
procedures). 

2-103 Other Auditing Standards 

a. AICPA. In addition to its attestation standards, the Auditing Standards Board of the 
AICPA has also issued ten auditing standards, referred to as generally accepted auditing 
standards (GAAS), that generally apply to audits of financial statements. The AICPA, 
through its Auditing Standards Board, has also issued an extensive series of interpretations 
of GAAS (referred to as Statements on Auditing Standards (SAS)) which independent 
public accountants (IPAs) are expected to follow when performing financial audits of non
public companies. The SAS generally do not apply to the work DCAA performs (except 
for infrequent financial statement audits). However, DCAA guidance occasionally 
incorporates the principles and concepts of certain SAS. A codification of the SAS is in 
each DCAA field audit office library. 

b. Public Company Accounting Oversight Board (PCAOB). The Sarbanes-Oxley Act 
(Public Law 107-204) gives the PCAOB the authority to set auditing standards to be used 
by registered public accounting firms in the audit of publicly traded companies. PCAOB 
auditing standards do not apply to DCAA. 
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2-104 Performance Audits 

a. GAGAS define performance audits as engagements that provide assurance or 
conclusions on an evaluation of sufficient, appropriate evidence against stated criteria, 
such as specific requirements, measures, or defined business practices. Performance 
audit objectives vary widely and include objectives related to assessing program 
effectiveness, economy and efficiency (operations audits); internal control; compliance; 
and prospective analyses (GAGAS 1.28). 

b. The audit objectives of economy and efficiency audits (GAGAS 1.29) address the 
cost and resources used to achieve program results. DCAA operations audits are 
economy and efficiency audits. Examples of such audit objectives include: 

(1) evaluating whether the entity is following sound procurement practices and 
obtaining resources at reasonable costs while meeting timeliness and quality 
considerations; 

(2) determining whether and how costs can be decreased or productivity 
increased; and 

(3) assessing whether the entity has complied with the laws and regulations 
concerning matters of economy and efficiency. 

c. The other categories of performance audits are generally performed by oversight 
agencies such as the DoDIG and the GAO. For example, the objectives of an audit of 
program effectiveness and results address the value of a program and typically measure 
the extent to which a program is achieving its goals and objectives (GAGAS 1.29). 

2-105 Nonaudit Services 

Professional services provided by auditors other than audits and attestation 
engagements, referred to as nonaudit services, are not performed in accordance with 
GAGAS and must not be reported as such. GAGAS also require that an audit 
organization that perform nonaudit services for entities for which it also conducts 
GAGAS engagements, clarify that the scope of the work performed does not constitute 
an audit under GAGAS (GAGAS 1.33). Therefore, memorandums to the contracting 
officer on the results of nonaudit services performed by FAOs should include the 
following statement: 

The scope of the work performed does not constitute an audit or attestation engagement 
under generally accepted auditing standards. 

Nonaudit services are discussed in more detail in 2-203.4. 
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2-200 Section 2 --- General Standards 

2-201 Introduction 

This section explains the GAGAS general standards which apply to all types of 
GAGAS engagements. General standards relate to the competence of the staff, the 
independence of the audit organization and the individual auditor, the exercise of 
professional judgment in performing the audit and in preparing related reports, and quality 
controls and external peer reviews. 

2-202 Competence (GAGAS 3.40 – 3.49) 

a. This standard requires that those assigned to the audit collectively have the 
technical knowledge, skills, and experience necessary to be competent for the type of 
work being performed. Their qualifications should collectively be commensurate with 
the scope and complexities of the assignments and should include: 

 Knowledge of GAGAS applicable to the type of work they are assigned and the 
education, skills, and experience to apply this knowledge to the work being 
performed; 

 General knowledge of the environment in which the audited entity operates and the 
subject matter under review; 

 Skills to communicate clearly and effectively, both orally and in writing; and 
 Skills appropriate for the work being performed. For example, staff or specialist 

skills in: 
(1) statistical sampling if the work involves use of statistical sampling; 
(2) information technology if the work involves review of information systems; 
(3) engineering if the work involves review of complex engineering data; 
(4) specialized audit methodologies or analytical techniques, such as the use of 
complex survey instruments, actuarial-based estimates, or statistical analysis tests; 
and 
(5) specialized knowledge in subject matters, such as scientific, medical, 
environmental, educational, or any other specialized subject matter, if the work 
calls for such expertise. 

Audits vary in purpose and scope. Some require an opinion on the adequacy of financial 
representations; others an opinion on compliance with specific laws, contractual 
provisions, and other requirements; others require evaluations of efficiency and economy 
of operations; and still others require some or all of these elements. Since audits frequently 
require a wide variety of skills, an auditor may need technical assistance from other 
disciplines, such as legal, engineering, and production/quality control. The auditor should 
make arrangements to secure any needed technical assistance from the ACO/plant 
representative or responsible acquisition agency (see Appendix D). 

b. The effectiveness of contract audits is governed in large measure by the caliber and 
training of the person or persons performing the work. The auditor is expected to have 
acquired through continuing education, training, and experience the ability to plan; 
develop and apply effective audit procedures; to determine facts; to make reasonable 
judgments and decisions; and to prepare objective and effective audit documentation and 
reports. 

DCAA Contract Audit Manual 



208 July 12, 2016 
2-203 

c. Competence is derived from a blending of education and experience. GAGAS 3.46 
and DCAA require all audit staff members to complete 80 hours of professional training 
or development during each two-year reporting period. At least 24 of the 80 hours should 
be earned in subjects directly related to Government auditing or the Government 
environment. At least 20 of the 80 hours of training must be completed in each fiscal year. 
These hours of training are referred to as continuing professional education (CPE) credits. 
The terms “training” and “education” are used interchangeably. Additionally, auditors 
who use the work of external specialists should assess the professional qualifications of 
such specialists (see D-104 and D-105). 

d. Continuing professional education is a shared responsibility of Headquarters and the 
regions; however, the primary responsibility resides with the individual supervisors and 
staff members. DCAA staff must have satisfied the CPE requirement to meet the 
Government Auditing Standards underlying audit planning, directing, conduct, and 
reporting. The specific responsibilities of all parties are defined in the DCAA Personnel 
Management Manual, DCAAM 1400.1. 

e. These standards do not exclude the use of auditors in a training status, as long as 
trainees are assigned duties commensurate with their experience and capabilities and are 
adequately supervised. Proper supervision of the work done by trainees will contribute to 
their development and should assure maintenance of acceptable standards. 

f. Auditors should be knowledgeable in the AICPA general attestation standard related 
to “criteria,” the AICPA attestation standards for field work and reporting, and the related 
Statements on Standards for Attestation Engagements (SSAE). They should also be 
competent in applying these standards and SSAEs to the task assigned. 

2-203 GAGAS Independence 

a. In addition to complying with the Joint Ethics Regulations (DoD Directive 5500.7
R) demanded of all public servants, it is essential DCAA auditors comply with the pre
scribed GAGAS independence requirements. The GAGAS general standards emphasize 
that in all matters relating to the audit work, an individual auditor, and the audit organiza
tion, must be independent from the audited entity. The 2011 GAGAS revision established 
a conceptual framework that auditors use to identify, evaluate, and apply safeguards to 
address threats to independence (refer to 2011 GAGAS for implementation dates). Alt
hough the 2007 GAGAS did not have this type of framework, the underlying independ
ence concepts and principles in the 2007 GAGAS are included in the 2011 GAGAS con
ceptual framework for independence. Therefore, auditors should use the conceptual 
framework approach as a tool for evaluating independence issues when performing audits 
under the 2007 GAGAS (e.g., incurred cost audits for years prior to 2011 GAGAS imple
mentation). 

b. Auditors and audit organizations maintain independence to ensure their audit 
opinions, findings, conclusions, judgments, and recommendations will be impartial and 
viewed as impartial by reasonable and informed third parties. To comply with the 
independence standards, an auditor should avoid situations that could lead reasonable and 
informed third parties to conclude that the auditor is not independent and thus not capable 
of exercising objective and impartial judgment on all issues associated with conducting 
the audit and reporting on the work. Each auditor has an obligation to refrain from 
entering into any relationship (financial, social, or other) with contractors and contractor 
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employees, that would impair his or her independence or objectivity or reflect 
discreditably on him/her, the Agency or DoD. 

c. Auditors should be independent from the contractor during any period that falls 
within the period of the subject matter of the audit and during the period of the 
professional engagement. The engagement begins when the initial acknowledgement letter 
to the audit requestor or the audit notification letter to the cognizant government authority 
(e.g., ACO) is sent or when work is begun on the audit whichever is earlier. However, the 
period of professional engagement does not necessarily end with the issuance of a report 
and recommence with the beginning of the next audit. The period of professional 
engagement lasts the entire duration of the professional relationship, which for recurring 
audits could cover many periods. 

2-203.1 Conceptual Framework Approach to Independence 

a. The conceptual framework assists auditors in maintaining both independence of 
mind and independence in appearance (Refer to GAGAS 3.02 for definitions of 
independence of mind and in appearance). It allows auditors to address threats to 
independence that result from activities that are not specifically prohibited by GAGAS. 
Auditors should apply the conceptual framework at the audit organization, audit, and 
individual auditor levels to (1) identify threats to independence; (2) evaluate the 
significance of the threats identified both individually and in the aggregate; and (3) apply 
safeguards as necessary to eliminate the threats or reduce them to an acceptable level. If 
no safeguards are available to eliminate an unacceptable threat or reduce it to an 
acceptable level, independence would be considered impaired. 

b. Threats to independence are circumstances that could impair independence. Threats 
do not necessarily impair independence. Whether independence is impaired depends on 
the nature of the threat, whether the threat is of such significance that it would 
compromise the auditor's professional judgment or create the appearance that the auditor's 
professional judgment may be compromised. It will also depend on the specific safeguards 
applied to eliminate the threat or reduce it to an acceptable level. A wide range of 
relationships and circumstances may create threats to independence. Circumstances that 
result in threats to independence in one category may result in threats in other categories 
as well. The GAGAS conceptual framework approach to independence contains the 
following broad categories of threats to independence to use when identifying and 
evaluating threats. 

(1) Self-interest threat - the threat that a financial or other interest will inappropri
ately influence an auditor's judgment or behavior; 

(2) Self-review threat - the threat that an auditor or audit organization that has pro
vided nonaudit services will not appropriately evaluate the results of previous judgments 
made or services performed as part of the nonaudit services when forming a judgment 
significant to an audit; 

(3) Bias threat - the threat that an auditor will, as a result of political, ideological, 
social, or other convictions, take a position that is not objective; 

(4) Familiarity threat - the threat that aspects of a relationship with management or 
personnel of an audited entity, such as a close or long relationship or that of an immediate 
or close family member, will lead an auditor to take a position that is not objective; 

(5) Undue influence threat - the threat that external influences or pressures will 
impact an auditor's ability to make independent and objective judgments. 
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(6) Management participation threat - the threat that results from an auditor taking 
on the role of management or otherwise performing management functions on behalf of an 
entity undergoing an audit; and 

(7) Structural threat - the threat that an audit organization's placement within a gov
ernment entity, in combination with the structure of the government entity being audited 
will impact the audit organization's ability to perform work and report results objectively. 

c. A threat to independence is not at an acceptable level if it either (1) could impact the 
auditors ability to perform an audit without being affected by influences that compromise 
professional judgment or (2) could expose the auditor or audit organization to 
circumstances that would cause a reasonable and informed third party to conclude that the 
integrity, objectivity, or professional skepticism of the audit organization, or a member of 
the audit team, had been compromised. 

d. When an auditor identifies threats to independence of mind or in appearance and, 
based on an evaluation of those threats, determines the threats are not at an acceptable 
level, thereby requiring the application of safeguards, the auditor should determine wheth
er appropriate safeguards are available and can be applied to eliminate the threats or re
duce the threats to an acceptable level. 

e. Safeguards are controls designed to eliminate or reduce to an acceptable level, 
threats to independence. Under the conceptual framework, the auditor applies safeguards 
that address the specific circumstances under which threats to independence exist. In some 
cases, multiple safeguards may be necessary to address a threat. GAGAS provides a list of 
safeguards that may be effective under certain circumstances. The list cannot provide 
safeguards for all circumstances, it may however, provide a starting point for auditors who 
have identified threats to independence and are considering what safeguards could elimi
nate or reduce the threat to an acceptable level. Examples of safeguards include: 

(1) consulting an independent third party, such as a professional organization, a 
professional regulatory body, or another auditor; 

(2) involving another audit organization to perform or reperform part of the audit; 
(3) having a professional staff member who was not a member of the audit team 

review the work performed; and 
(4) removing an individual from an audit team when that individual's financial or 

other interests or relationships pose a threat to independence. 
f. Not all safeguards identified in GAGAS pertain to DCAA. For example, the 

safeguards included in GAGAS 3.19 relate to the audited entity’s systems and procedures. 
Since DCAA performs audits for third parties, not the audited entity (contractor) these 
safeguards would not be applicable for DCAA. 

2-203.2 Evaluation and Documentation of Independence Considerations 

a. Certain events require auditors to evaluate threats to independence such as the start 
of a new audit, assignment of new staff to an ongoing audit; and acceptance of a nonaudit 
service at an audited entity. However, many different facts and circumstances, or 
combination of facts and circumstances, can result in threats to independence or increase 
the significance of threats to independence. Auditors should use professional judgment to 
determine whether other events in addition to those stated above warrant evaluation using 
the conceptual framework. 
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b. Whenever relevant new information about a threat to independence comes to the 
attention of the auditor before, during or after the audit, the auditor should evaluate the 
significance of the threat in accordance with the conceptual framework and determine if 
the identified threat is at an acceptable level. If the threat is not at an acceptable level, the 
auditor should apply appropriate safeguards to eliminate or reduce the threat. 

c. Certain conditions may lead to threats that are so significant that they cannot be 
eliminated or reduced to an acceptable level through the application of safeguards, result
ing in impaired independence. Under such conditions, auditors should decline to perform a 
prospective audit, terminate an audit in progress, or inform report recipients of the im
pairment. Generally, this situation should not occur within DCAA because it is our policy 
that an auditor with an independence impairment will not work on affected assignments 
and we will not perform nonaudit services that impair independence. 

d. GAGAS contains specific requirements for documentation related to independence 
that provides evidence of the auditor's judgments in forming conclusions regarding com
pliance with independence requirements. These documentation requirements include doc
umenting identified threats to independence along with any safeguards applied to elimi
nate or reduce the threat to an acceptable level. 

e. An audit organizations quality control system should establish policies and 
procedures to address independence. Such policies and procedures assist the audit 
organization to communicate its independence requirements to its staff, identify and 
evaluate circumstances and relationships that create threats to independence, and take 
appropriate action to eliminate those threats or reduce them to an acceptable level by 
applying safeguards. Refer to 2-S103.1 for the policies and procedures on the 
documentation of independence considerations, and the actions to take when a threat to 
independence is identified before work is performed on an audit, during an audit and after 
report issuance. 

2-203.3 Government Auditors and Audit Organization Structure 

The ability of audit organizations’ in government entities to perform audit work and 
report the results objectively can be affected by their placement within the Government 
and the structure of the Government entity audited. DoD Directive 5105.36 (see 
Supplement 1-1S1) established DCAA as an independent agency of DoD; with the 
responsibility to perform all necessary contract audits for the Department of Defense. 
DCAA has been organizationally positioned within DoD to ensure independence from the 
various DoD departments and agencies involved in the acquisition process. In addition, 
DCAA performs audits of contractors, not other DoD entities accordingly, an environment 
exists where DCAA can function in an independent, objective manner in performing its 
contract audit services. 

2-203.4 Independence Considerations When Performing Nonaudit Service 

a. GAGAS defines nonaudit services as professional services other than audits or 
attestation engagements. GAGAS does not cover nonaudit services; therefore, auditors do 
not report that the nonaudit services were conducted in accordance with GAGAS. 
However acceptance of a nonaudit service at an audited entity is an event that could create 
threats to independence in relation to audits, and should be evaluated using the conceptual 
framework approach to independence. If identified threats are significant, and the 
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application of safeguards would not eliminate or reduce the threat, the resulting 
impairment to independence could impair the independence of the entire Agency. 

b. In cases where the audit organization was required by constitutional, statutory or 
regulatory requirements to perform a nonaudit service that created an impairment, 
GAGAS provides for the use of a modified GAGAS statement. However, it is DCAA’s 
policy that auditors only perform nonaudit services that do not impair independence and 
do not require the application of safeguards. Therefore, a modified statement due to a lack 
of independence will generally not be used in DCAA audit reports. If an FAO believes a 
modified statement is necessary it should contact Headquarters PAS through its regional 
office. 

c. DCAA provides nonaudit services to third parties such as the contracting officer and 
other procurement officials. DCAA does not perform nonaudit services for the audited 
entity; therefore the requirements for performing nonaudit services for the audited entity 
contained in GAGAS such as obtaining assurance the audited entity’s management will 
oversee the service generally do not apply to DCAA nonaudit services. 

d. DCAA defines the nonaudit services that it performs in the Activity Code Matrix 
and Activity Code Definitions in the DMIS User Guide. Auditors should perform nonaudit 
services only under one of the activity codes designated as such, and the services should 
fit within the parameters described in the DMIS definition for the particular activity code. 
Auditors should check the DMIS User Guide definitions when establishing an assignment 
to ensure that they are using the proper activity code for the audit or nonaudit service 
planned. The DMIS Activity Code Matrix and Definitions are available in the DMIS User 
Guide. 

e. When the auditor cannot identify the requested services with any other activity 
codes, the auditor should use activity code 49800, Other Nonaudit Services. Effort under 
the 49800 activity code should be performed only after the FAO determines that providing 
the requested nonaudit service does not create a significant self-review threat or 
management participation threat to independence, either by itself or in the aggregate with 
other nonaudit services, with respect to current or future audits. The FAO should perform 
the assessment for independence threats using the GAGAS conceptual framework 
approach to independence. An independence assessment template, Other Nonaudit 
Services - Assessment of Threats to Independence, is available on the DCAA Intranet to 
assist FAOs in applying the conceptual framework when considering the performance of a 
nonaudit service under activity code 49800. The template includes the applicable 
references to the 2011 GAGAS standards. The FAO must coordinate the assessment with 
the Regional Office and Headquarters PAS before accepting the engagement to perform 
the nonaudit service. FAOs do not need to perform this assessment for nonaudit services 
performed under other DMIS activity codes designated as nonaudit services, as DCAA 
will maintain that documentation at the Agency level. 

f. Since nonaudit services are not performed in accordance with GAGAS, any 
correspondence regarding such services should include a statement to that effect (see 2
105). 

g. To avoid impairing independence or even the appearance of impairment, auditors 
will not participate as team members of Integrated Product Teams (IPT), which typically 
involve teaming with the contractor to develop a proposal. Auditors will also not 
participate in similar teaming arrangements or provide input to contractors on such items 
as draft proposals, draft policies and procedures, or draft CAS disclosure statements. Such 
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activities could result in significant self-review or management participation threats. 
However, auditors may provide general advice on what constitutes an adequate proposal 
(to include discussion of the proposal adequacy checklist in DFARS 252.215-7009) and 
explain the FAR 15.408 (Table 15-2) requirements for adequate cost or pricing data. 
Auditor participation in meetings held for these purposes do not impair independence. 
Auditors need to communicate with the contractor and the contracting officer during all 
phases of the audit. This is a requirement of the auditing standards and does not impair the 

deficiencies or other findings discovered during an audit even when the contractor takes 
corrective action during the audit. 

h. FAOs should prepare and maintain documentation of nonaudit services performed. 
DCAA routinely performs some assignments as nonaudit services that have formal docu
mentation packages generated by APPS that provide for sufficient documentation of the 
services (e.g., evaluation of final vouchers). However, when an FAO performs nonaudit 
services that do not have formal APPS packages, the FAO should prepare and maintain 
documentation with sufficient information on the nonaudit services to enable an experi
enced auditor with no previous connection to the assignment to understand the nature and 
scope of the work performed. Such documentation adds value as the work may be useful 
in future FAO activities (e.g., performing other nonaudit services or planning future work) 
and it allows internal and external reviewers to assess the services provided for compli
ance with GAGAS independence standards and DCAA policies and procedures. The form 
and content of the documentation will vary depending on the specific circumstances. In 
most cases, it should include the request (when applicable), the product provided (e.g., 
memorandum), and documentation of the nature and scope of the work performed unless it 
is evident in the product provided. 

i. FAOs should file documentation for work performed under activity codes designated 
as nonaudit services in Livelink under the appropriate 800 series file codes based on the 
descriptions and guidance in DCAAM 5015.1, Files Maintenance and Disposition Manual. 
However, for documentation related to FLA services activities (30100, 30300, and 30550), 
activities related to investigative support, Form 2000 and Board of Contract Appeals cases 
(48600, 48610, and 49300), and the processing of public vouchers (41500), the applicable 
organizations should follow their current filing practices. 

2-204 Professional Judgment (GAGAS 3.31 – 3.39) 

a. Auditors should use professional judgment in planning and performing audits and 
attestation engagements and in reporting the results. Professional judgment includes 
exercising reasonable care and professional skepticism. Reasonable care concerns acting 
diligently in accordance with applicable professional standards and ethical principals. 
Professional skepticism is an attitude that includes a questioning mind and a critical 
assessment of evidence. Professional skepticism includes a mindset in which auditors 
assume neither that management is dishonest nor of unquestioned honesty. Believing 
that management is honest is not a reason to accept less than sufficient, appropriate 
evidence. 

b. Using professional judgment in all aspects of carrying out professional 
responsibilities, including following the independence standards, maintaining 
objectivity and credibility, assigning competent audit staff to the assignment, defining 
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the scope of work, evaluating and reporting the results of the work, and maintaining 
appropriate quality control over the assignment process is essential to performing and 
reporting on an audit. 

c. The matter of professional judgment concerns what the auditor does and how well 
he or she does it. For example, professional judgment in the matter of working papers 
requires that their content support the auditor’s opinion. Auditors should use 
professional judgment in determining the type of audit to be performed and in 
establishing the scope, selecting the methods, and choosing tests and procedures for the 
audit. Exercising professional knowledge, skills, and experience to diligently perform in 
good faith and with integrity, the gathering of information and the objective evaluation 
of the sufficiency and appropriateness of evidence is a critical component of audits. The 
auditor must be fully aware of the purpose of the audit and be mentally alert, inquisitive, 
and responsible while performing the tests and procedures and in evaluating and 
reporting the audit results. 

d. Professional judgment and competence are interrelated because judgments made 
are dependent upon the auditor’s competence. Professional judgment represents the 
application of the collective knowledge, skills, and experiences of all the personnel 
involved in an assignment, as well the professional judgment of individual auditors. In 
addition to the personnel directly involved in the audit, professional judgment may 
involve collaboration with other stakeholders, outside experts, and management in the 
audit organization. For example, before beginning an audit of a proposal, the auditor 
should hold verbal discussions with the requestor to identify specific areas of concern or 
other relevant information they may have that could impact the risk. 

e. Audit assignments and supervision should be commensurate with the auditor’s 
level of knowledge, skill and ability. Final responsibility for audit quality rests with the 
audit team, who are expected to know the relevant accounting and auditing standards 
and to familiarize themselves with significant aspects of the contractor and submission 
being evaluated. Responsibility for assignment of audits to field auditors rests with the 
supervisor. 

f. Considering the risk level of each assignment, including the risk that the auditor 
may come to an improper conclusion is another important issue. Within the context of 
audit risk, exercising professional judgment in determining the sufficiency and 
appropriateness of evidence to be used to support the findings and conclusions based on 
the audit objectives and any recommendations reported is an integral part of the audit 
process. 

g. Auditors should document significant decisions affecting the audit objectives, 
scope, and methodology; findings; conclusions; and recommendations resulting from 

professional judgment. 
h. GAGAS places responsibility on each auditor and audit organization to exercise 

professional judgment in planning and performing audits. However, it does not imply 
unlimited responsibility or infallibility on the part of the individual auditor or audit 
organization. Absolute assurance is not attainable because of the nature of evidence and 
the characteristics of fraud. Therefore, an audit conducted in accordance with GAGAS 
may not detect a material misstatement or significant inaccuracy, whether from error or 
fraud, illegal acts, or violations of provisions of contracts or grant agreements. 
Professional judgment does not mean eliminating all possible limitations or weaknesses 
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associated with a specific audit, but rather identifying, considering, minimizing, 
mitigating, and explaining them. 

i. Some contractor representations contain accounting estimates, the measurement of 
which is inherently uncertain and depends on the outcome of future events. The auditor 
exercises professional judgment in evaluating the reasonableness of accounting 
estimates based on information that could reasonably be expected to be available prior 
to a specified date, such as the contractor’s certified cost or pricing data. The auditor 
often must rely on evidence that is persuasive rather than convincing. 

2-205 Quality Control and Assurance (GAGAS 3.50 – 3.63) 

Each audit organization performing audits in accordance with GAGAS must establish 
a system of quality control designed to provide reasonable assurance that the organization 
and its personnel comply with professional standards and applicable legal and 
regulatory requirements and have an external peer review at least once every three years. 

a. A strong, well-documented internal quality control system has been in place within 
DCAA since its inception. That system encompasses the Agency’s leadership, and 
places emphasis on performing high quality work. 

(1) Key elements of the system are described throughout this manual and 
summarized in 2-S10. The system is further documented in the Agency's charter, 
regulations, instructions, personnel management manual, etc. Agency managers and 
supervisors serve as focal points for assuring that policies and procedures are adequate 
(including an appropriate reflection of auditing standards) and are properly applied. The 
functioning strength of the Agency's system is apparent in the attention given to 
improving it over the years. In particular, the Agency's implementation of the Federal 
Managers' Financial Integrity Act and related DCAA internal management control 
system requirements (DCAA Regulation No. 5010.7) was achieved by consolidating the 
various existing quality controls. Procedures are in place for periodic vulnerability 
assessments and internal reviews. 

(2) The Agency also documents its system of quality control for the DoDIG 
through completion of the form entitled (DCAA’s) Audit Quality Control Policies and 
Procedures. The form is part of the Council of Inspectors General on Integrity & 
Efficiency (CIGIE) External Quality Control Review Guide. 

b. Audit organizations performing audits in accordance with GAGAS must have an 
external peer review at least once every three years by reviewers independent of the 
organization being reviewed. The external peer review should be sufficient in scope to 
provide a reasonable basis for determining whether, for the period under review, the 
reviewed audit organization's system of quality control was suitably designed and whether 
the audit organization is complying with its quality control system to provide the audit 
organization with reasonable assurance of conforming with applicable professional 
standards. For DCAA, this function is performed primarily by the DoDIG. 

2-206 Suitable Criteria (GAGAS 6.03) 

a. In addition to the general standards summarized above, for attestations, GAGAS 
incorporates the AICPA attestation general standard on criteria. The general standard 
related to criteria states that the auditor must have reason to believe that the subject matter 
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is capable of evaluation against criteria that are suitable and available to users. Criteria are 
suitable when they have each of the following attributes: 

(1) Objectivity – Criteria are free from bias. To be free from bias, the criteria 
should be constructed so they do not color the subject matter in a way that leads to a 
predetermined result. 

(2) Measurability – Criteria should permit reasonable, consistent measurements, 
qualitative or quantitative, of the subject matter. That is, measurable criteria provide 
results that would be substantially duplicated by different people using the same 
measurement methods. 

(3) Completeness – Criteria should be sufficiently complete so that relevant factors 
that would alter a conclusion about subject matter are not omitted. 

(4) Relevance –Criteria should be relevant to the subject matter. 
b. The attestation standards require all four attributes to be present for the criteria to be 

considered suitable. Examples of suitable criteria routinely used by DCAA are FAR, 
DFARS and CAS. 

DCAA Contract Audit Manual 



July 12, 2016 217 
2-301 

2-300 Section 3 --- Field Work Standards 

2-301 Introduction 

The Generally Accepted Government Auditing Standards (GAGAS) for attestation 
engagements incorporate the AICPA field work standards and related Statements on 
Standards for Attestation Engagements (SSAE), unless specifically excluded or 
modified by GAGAS, and prescribe additional standards. This section explains how 
the GAGAS attestation field work standards are integrated with contract audit field 
work guidance. 

2-302 AICPA Field Work Standards 

2-302.1 Adequate Planning (GAGAS 6.04a) 

The first AICPA field work standard states that the work must be adequately planned 
and properly supervised. Proper supervision is addressed in 2-302.2. Some of the 
additional GAGAS field work standards include specific requirements related to planning. 
Those specific requirements are covered in 2-303 and the following. This section 
addresses adequate planning in general. 

a. Proper planning directly influences the selection of appropriate procedures and the 
timeliness of their application. Planning an audit involves developing an overall strategy 
for the expected conduct and scope of the audit. To do this, the audit team needs sufficient 
knowledge to enable them to understand adequately events, transactions, and practices 
that, in their judgment, have a significant effect on the subject matter or assertion. 

b. Factors to be considered in planning an audit include: 
(1) The criteria to be used; 
(2) Preliminary judgments about attestation risk and materiality, 
(3) The nature of the subject matter or the items within the assertion that are likely 

to require revision or adjustment, 
(4) Conditions that may require extension or modification of the audit procedures, 
(5) The nature of the report expected to be issued (e.g., examination report or 

agreed-upon procedures report). 
c. Based on AT 601.32 (of the AICPA’s Statements on Standards for Attestation 

Engagement (SSAEs)), Attestation risk is the risk that the auditor may unknowingly fail to 
modify appropriately his or her opinion when there is a material misstatement or 
noncompliance. It is composed of inherent risk, control risk, and detection risk. 

(1) Inherent risk is the risk that a material misstatement or noncompliance could 
occur, assuming there are no related internal controls. 

(2) Control risk is the risk that a material misstatement or noncompliance that could 
occur will not be prevented or detected on a timely basis by the contractor’s internal 
controls. 

(3) Detection risk is the risk that the auditor’s procedures will lead him or her to 
conclude that a material misstatement or noncompliance does not exist when, in fact, such 
a misstatement or noncompliance does exist. 

d. Before beginning an audit assignment, it is essential to coordinate with contracting 
officials requesting the audit or responsible for disposition of the findings and 
recommendations to understand the contracting officer/requestor’s needs and/or specific 
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concerns; contractual, regulatory, or other factors pertinent to the evaluation; and to 
establish the type of report to be prepared upon completing the assignment. 

e. The initial planning phase includes an evaluation of pertinent files, such as the 
working papers from previous audits, copies of contracts, and correspondence related to 
the current audit. It also includes discussion and coordination with contractor personnel, 
so that the work may proceed smoothly and efficiently. When appropriate, arrangements 
should be made for audits of costs of subcontractors or other divisions of the contractor 
and for technical assistance. 

f. The audit team should consider the methods the contractor used to process 
accounting information in planning the audit because such methods influence the design of 
the accounting system and related internal controls (see 2-306). The nature and extent of 
audit procedures may be influenced by the extent to which information technology (IT) is 
used in significant applications, as well as the complexity of that technology. 

g. GAGAS 3.42 requires that those assigned to the audit collectively have the technical 
knowledge, skills, and experience necessary to be competent for the type of work being 
performed. In some cases, this requires the use of specialists. Therefore, when planning 
the audit, the audit team should consider whether specialized skills are needed to achieve 
the objectives of the audit and make arrangements accordingly. 

h. Before preparing audit programs, a risk assessment should be performed. A properly 
performed risk assessment should provide and consider information about risk factors 
relevant to the subject matter of audit; e.g., the size and scope of the contractor's activities 
or any areas in which there may be weaknesses in internal controls, uneconomical or 
inefficient operations, ineffectiveness in achieving prescribed goals, or lack of compliance 
with applicable laws and regulations that could have a material effect on the subject 
matter. In addition, auditors should consider indicators of unfavorable or adverse financial 
conditions or other circumstances which could impede a contractor’s ability to perform on 
Government contracts. During performance of risk assessments, auditors are to contact the 
Contracting Officer to ascertain any known concerns that will impact the assessment of 
audit risk. In those situations where information regarding the contractor’s financial 
condition is not available from the Contracting Officer, the auditor, at a minimum, should 
perform trend analysis of the contractor’s key financial statement elements (i.e. profit/loss, 
sales, cash flow from operating activities, working capital) when documenting 
consideration of inherent risk (see 14-303e). If auditors are alerted to information that may 
indicate unfavorable or adverse financial conditions that could impede a contractor’s 
ability to perform on Government contracts (e.g., recurring net losses, deteriorating sales, 
negative cash flow from operation activities, cash flow difficulties), they should 
immediately communicate those concerns/risk factors to the appropriate contracting 
officer and adjust the audit scope and associated audit procedures accordingly. Tests to 
determine the significance of the above risk factors are to be performed in the detailed 
audit work and should be carefully set out in the audit program. The risk assessment 
discussed here is primarily a review of prior audit work (e.g., permanent files, previous 
audit assignments, etc.). Understanding the contractor’s internal controls and assessing 
control risk is an essential part of the risk assessment (see 2-306). 

i. A written program should be prepared for each audit assignment to effectively 
communicate objectives to all staff members, to facilitate control of the audit work, and to 
provide a permanent record of the work to be accomplished. The Agency's electronic 
workpackages (audit planning and performance system; APPS) or standard audit programs 
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can be used to meet these objectives; or, if necessary, an existing set of audit steps can be 
used as a starting point for developing an audit program tailored to the specific evaluation 
being planned (see 3-203.3). 

j. When multi-location programs are to be performed, the audit organization that is 
centrally planning the work should assure that assist auditors receive appropriate background 
information, including purpose, scope, level of evaluation (audit or agreed-upon procedures), 
and relevant documentation to assure that the resultant fieldwork can be assembled into a 
single report. However, this should be done in a manner that does not restrict the auditor's 
professional judgment. Audit programs should never be used as a blind checklist or in a way 
that stifles initiative, imagination, and thoroughness in performing an audit. 

2-302.2 Proper Supervision (GAGAS 6.04a) 

Auditors must be properly supervised. Supervision is generally the responsibility of 
the supervisory auditor and FAO Manager and involves directing the efforts of 
subordinate staff members who participate in accomplishing the objectives of the audit 
and determining whether the objectives were accomplished. 

a. Elements of supervision include instructing auditors, staying informed of 
significant problems encountered, reviewing the work performed, and dealing with 
differences of opinion among personnel. The extent of supervision appropriate on a 
given assignment depends on many factors, including the nature and complexity of the 
audit and the qualifications of the individual audit team members performing the work 
(i.e., the auditors’ experience and competence). The supervisory auditor should inform 
the audit team of their responsibilities, including the objectives of the procedures for the 
particular segments of work assigned and matters that may affect the nature, extent, and 
timing of such procedures. The FAO manager should direct the audit team to bring to 
his or her attention significant questions raised during the audit so that their significance 
can be assessed. 

b. The work performed should be reviewed to determine whether it was adequately 
performed and to evaluate whether the results are consistent with the conclusion to be 
included in the report. The supervisory review must be completed and documented in 
the working papers prior to report issuance, and should include verification that: 

(1) the auditors conformed to the auditing standards, 
(2) the audit programs are followed, unless deviation is justified and authorized, 
(3) the working papers adequately support findings and conclusions (see 2-307 

for the GAGAS on documentation), 
(4) the working papers provide adequate evidence to prepare a meaningful report, 

and 
(5) the audit team accomplished the audit objectives. 

c. Supervision of individual audit assignments applies before, during, and after 
completion of the field work. Oral and written instructions, approval of the risk 
assessment and detailed audit programs, on-site guidance, and review of working papers 
and report drafts are all critical aspects of supervision. The depth and extent of 
supervision in individual cases will vary in relation to the materiality and complexity of 
the audit assignment and the competence and experience of the auditors assigned. The 
geographic location of the audit site should not limit or influence the amount of 
supervisory guidance and involvement. For example, supervision of a complex audit 
assignment which must be conducted on a TDY travel basis is usually not adequate if it 
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first begins with the review of working papers in the branch office after the field work is 
completed. 

d. The various levels of supervisory responsibility discussed in the preceding and 
following paragraphs do not relieve each individual auditor of the responsibility for the 
professional adequacy of his/her own work. Similarly, the necessity for a detailed audit 
program prepared or approved at a higher supervisory level should not preclude any 
auditor from applying ingenuity during the course of the assignment to achieve the audit 
objectives and to recommend improvements of the program. 

e. The auditor is primarily responsible for preparing and executing the audit program 
and for drafting the audit report. Thus, experience and grade level may differ depending 
on the complexity or sensitivity of the particular assignment, but must be adequate for 
satisfactory performance. He or she may act alone, or may be assisted by one or more 
auditors of the same or lower grade levels for part, or all, of the duration of the 
assignment. When the audit is conducted by a team, a lead auditor may, in addition to 
participating in the audit, monitor the day-to-day activities of all auditors assigned to assist 
and may review their working papers for both format and content. 

f. The supervisory auditor plays a large role in the success of branch office operations. 
He or she has the fundamental responsibility of assuring that each team assignment is 
conducted in accordance with GAGAS, as well as the responsibility of participating in the 
overall planning and management of branch activities. The effectiveness of audit guidance 
and supervision depends in large part on his or her personal familiarity with the 
contractors assigned to the team. To carry out the responsibilities properly, the supervisory 
auditor must spend a considerable share of his or her time interacting and communicating 
with the field audit sites. 

g. Many factors must be weighed in planning and scheduling supervisory visits. The 
supervisory auditor should visit each contractor having a continuing work-load at least 
once a year, but the timing and frequency of visits depend upon the materiality of the 
various audits in progress, the experience and proficiency of the auditors performing the 
assignment, and the type and significance of any audit problems encountered. 

h. Before each field audit assignment is started, the supervisory auditor must ensure 
that the audit team understands clearly the purpose and scope of the audit, and any special 
matters which may be involved. He or she should ascertain that the auditors assigned have 
familiarized themselves with all relevant information available in the FAO permanent files 
(4-405). On recurring type audit assignments at active contractors, he or she should 
ascertain that an adequate audit program has been developed, with the purpose and scope 
of the audit, references, audit planning considerations, and preliminary, detailed and 
concluding steps tailored specifically for the assignment (3-203). In cases where the FAO 
does not have enough information about either the contractor or the assignment to develop 
an audit program in advance, the supervisory auditor should be sure that a general agenda 
has been prepared, sufficient to indicate the broad scope and approach planned, and that it 
will be supplemented with an audit program as soon as adequate background information 
has been obtained during the risk assessment. On all assignments, the supervisory auditor 
should also ensure that adequate arrangements have been made for any necessary external 
support, such as assist audits or technical assistance. This should preferably be done 
shortly after the request for audit was received. 

i. While the audit is in process, the supervisory auditor should keep in contact with the 
auditor at the site, either through visits or by telephone or e-mail, frequently enough to: 
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(1) give timely technical guidance on audit or accounting problems, 
(2) coordinate on any major changes the auditor proposes to make to the audit 

program or time budget, 
(3) perform interim reviews as warranted based on the complexity of the 

assignment (with any written review comments documented on APPS working paper A-2, 
Interim Guidance – Corrective Actions) and 

(4) maintain familiarity with the status of the audit. 
These supervisory activities can generally be conducted more effectively by site visits 

than by telephone or e-mail. 
j. After the conclusion of an assignment, the supervisory auditor will review the 

working papers and the report draft for compliance with GAGAS, professional quality, 
accuracy, and responsiveness to the audit request. The review should be in sufficient depth 
to evaluate the adequacy of significant technical judgments, findings, and 
recommendations made by the auditor. As well as making or suggesting any necessary 
changes to the report draft, the supervisory auditor should also prepare written review 
comments and include them in the working paper file (typically APPS working paper A-3, 
Final Review Comments). For contractors at which there is a recurring workload, the 
supervisory auditor may also include written observations or any recommended 
modifications to the audit program for subsequent audits. 

k. Reviews of complex or sensitive audits should be conducted onsite if at all possible. 
In this way, any additional audit work or necessary discussions with contractor personnel 
can be readily accomplished. The supervisory auditor should particularly try to complete 
the review onsite in those instances where monitoring of audit progress or past experience 
indicates the existence of complex problems which require resolution. 

l. On the more significant or sensitive assignments, the supervisory auditor and, in 
some cases, the FAO manager, should participate in entrance, exit, and other significant 
conferences held with the contractor. 

m. The FAO manager is responsible for all aspects of the FAO operations. He or she 
establishes office procedures and management controls over the programming, scheduling, 
and timely completion of audits and reports. In some cases, as discussed in p. below, he or 
she may participate directly in audit assignments that are in process. In addition to day-to
day supervision of overall audit activities, he or she should review on a continual basis the 
status and progress of each team's performance. 

n. The FAO manager should review all significant audit reports. The reviews should be 
in sufficient depth to provide continuing visibility into the technical proficiency of the 
audit efforts and the compliance with applicable Agency policies. He or she should also 
make selective examinations of working paper files with sufficient frequency to ensure 
that GAGAS field work and reporting standards are being observed. He or she should 
assure that technical problems which are expected to require referral to higher levels are 
brought to his or her attention as soon as practicable rather than at the time of final report 
review. 

o. The FAO manager or acting FAO manager shall not redelegate signature authority 
on certain significant audit reports. DCAA Regulation No. 5600.1, Delegation of 
Signature Authority for Audit Reports and Other Audit Related Documents, establishes 
procedures for delegation and redelegation of authority to sign audit reports and identifies 
those audit reports for which signature authority cannot be redelegated. 

p. The FAO manager may be more directly involved in audits of unusual materiality or 
sensitivity. He or she will also participate in supervising individual audit assignments 
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which involve significant administrative problems, such as denial of access to records or 
timeliness of reporting. He or she should attend any especially significant conferences 
with contractors. 

2-302.3 Evidence (GAGAS 6.04b) 

The auditor must obtain sufficient evidence to provide a reasonable basis for the 
conclusion expressed in the report. This requires that sufficient procedures be performed 
to test the contractor’s assertion to provide reasonable assurance that unallowable costs 
and other noncompliances with applicable Government laws and regulations are 
identified. The first step in obtaining sufficient evidence is to perform an adequate risk 
assessment to identify risk areas for the performance of substantive procedures. 
Substantive procedures include analytical procedures and detailed testing. The nature and 
extent of substantive procedures is a matter of auditor judgment based on the risk 
assessment. However, audit risk would never be low enough to eliminate the need for 
substantive procedures. Furthermore, inquiry and/or analytical procedures alone are not 
sufficient to support the high level of assurance provided in examination engagements. 
Detailed testing must be performed in all examination engagements. (Detailed guidance on 
audit evidence is in 3-204.14.) 

2-303 Auditor Communication During Planning (GAGAS 6.06 – 6.08) 

When planning the audit, auditors should communicate certain information in writing 
to entity management, those charged with governance, and to the individuals requesting 
the engagement. In the Government contract audit environment, those charged with 
governance may be the same individuals within entity management that are responsible for 
overseeing the financial reporting process, subject matter, or program under audit and 
related internal controls. 

a. Auditors should communicate in writing the following information related to the 
conduct and reporting of the audit to the individuals who requested the audit, i.e., 
normally the contracting officer (generally in the acknowledgement letter): 

 The nature, timing, and extent of planned testing and reporting. 
 The level of assurance the report will provide. This will generally be the type of 

engagement/audit service provided; e.g., examination or agreed-upon procedures. 
 Any potential restriction on the auditor’s report to reduce the risk that the needs or 

expectations of the parties involved may be misinterpreted. For example, DCAA 
audit reports generally include restriction on the release due to proprietary 
information and also state that the report should not be used for purposes other than 
action on the subject of the audit. 

b. Auditors should also communicate the above information to the appropriate 
representatives of the organization audited (generally at the entrance conference). This 
will generally be the corporate controller, chief financial officer, or their designated 
representative; e.g., audit liaison). 

c. If an audit is terminated and the assignment is cancelled before it is completed, 
auditors should write a memorandum for the record to fully document the work performed 
and why the audit was terminated/cancelled (see 4.403f). Generally, if 
notification/acknowledgment letters were issued to the contractor and contracting officer, 
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the auditor should also inform them that the audit has been terminated/cancelled and 
document that communication. If the contractor and contracting officer were notified of 
the assignment informally (e.g., verbally or e-mail), the auditor should also inform them 
that the audit has been terminated/cancelled in a similar manner and document that 
communication. 

2-304 Audit Follow-up (GAGAS 6.09) 

Auditors should evaluate whether the contractor has taken appropriate corrective action 
to address findings and recommendations from previous engagements that could have a 
material effect on the subject matter. Auditors should use this information in assessing risk 
and determining the nature, timing, and extent of current work, including determining the 
extent to which testing the implementation of the corrective actions is applicable to the 
current engagement. 

a. Much of the benefit of audit work is not in the findings reported or the 
recommendations made, but in their effective resolution. Contractor management is 
responsible for resolving audit findings and recommendations. Continued attention to 
significant deficiencies and recommendations can help auditors assure that the benefits of 
their work are realized. 

b. Known system deficiencies and recommendations from prior audits are summarized 
in the Contractor's Organization and Systems section of the audit report (see 10-210.7). 
The auditor should follow-up on those deficiencies that affect the scope of audit, 
determine whether the contractor has taken timely and appropriate corrective action, and 
report the status of uncorrected deficiencies. 

2-305 Fraud, Illegal Acts, Violations of Provisions of Contracts (GAGAS 6.13 – 6.14) 

a. In planning examination-level contract audits, auditors are required to design the 
audit to provide reasonable assurance of detecting fraud, illegal acts, or violations of 
provisions of contracts or grant agreements (including applicable laws and regulations, 
e.g., FAR, CAS, TINA) that could have a material effect on the subject matter of the audit. 
Auditors should assess the risk of possible effects of material fraud, illegal acts, or 
violations of provisions of contracts or grant agreements on the subject matter of the audit. 
When risk factors are identified, auditors should document those factors, the auditors’ 
response to those factors individually or in combination, and the auditors’ conclusions. 

b. Auditors are not expected to provide assurance of detecting potential fraud, illegal 
acts, or violations of provisions of contracts or grant agreements for review-level or 
agreed-upon procedure level engagements. Instead, if during the engagement, information 
comes to the auditors’ attention indicating that such acts or violations that could have a 
material effect on the subject matter may have occurred, auditors should perform 
procedures as necessary to determine if such acts or violations are likely to have occurred 
and, if so, determine their effect on the results of the engagement. 

c. To comply with this standard, the auditor is responsible for determining whether 
contractors have complied with contractual costing and pricing requirements (e.g., FAR, 
CAS, TINA). As a general rule, audit files should contain details concerning the laws and 
regulations pertinent to the Government contracts under audit. Additionally, liaison 
between the auditor and the administrative contracting officer should provide the 
information necessary to keep the files current. 
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d. In determining the nature, timing, and extent of the audit steps and procedures to test 
for compliance, the auditor should assess and document the risk of noncompliance with 
laws and regulations occurring and having a direct and material effect on the results of 
contract audits. The auditor should assess the risk that the entity did not comply with those 
laws and regulations and the risk that the entity's control structure to ensure compliance 
with laws and regulations might not prevent or detect that noncompliance. 

e. Cost Accounting Standards (48 CFR Chapter 99) are issued to achieve: 
(1) an increased degree of uniformity in cost accounting practices among 

Government contractors in like circumstances, and 
(2) consistency in cost accounting practices in like circumstances by individual 

Government contractors over periods of time. 
Increased uniformity and consistency in accounting improve understanding and 

communication, reduce the incidence of disputes and disagreements, and facilitate 
equitable contract settlements. FAR 30.202-6c and 30.202-7b outline the basic functions 
of the contract auditor in the implementation of the Cost Accounting Standards. The broad 
base of CAS coverage on DoD contracts, coupled with the number and scope of the 
standards promulgated, have had a substantive effect on DCAA audit procedures and 
responsibilities. 

2-306 Internal Control (GAGAS 6.10 – 6.12) 

For examinations, GAGAS requires the auditor to obtain a sufficient understanding of 
the internal controls material to the subject matter to plan the audit and design procedures 
to achieve the objectives of the audit. This understanding should include knowledge of the 
contractor's control environment, information and communication methods, risk 
assessment processes, monitoring processes, and relevant control activities (see 5-102). 

a. The control environment represents the collective effect of management's 
philosophy and operating style, the entity's organizational structure, the functioning of 
the board of directors and its committees, the methods of assigning authority and 
responsibility, management's control methods for monitoring and following up on 
performance, management's attitude toward internal and external audit, the entity's 
personnel policies and practices, and various other external influences that affect an 
entity's operations and practices. Judgments about the control environment may 
positively or negatively influence audit judgments about specific control activities. 

b. The accounting system consists of the methods and records established to identify, 
assemble, analyze, classify, record, and report accounting transactions, and to maintain 
accountability for the related assets and liabilities. An effective accounting system 
identifies and records all valid transactions, describes transactions in sufficient detail to 
permit proper classification for financial reporting, measures the value of transactions in a 
manner that permits proper monetary recording, records transactions in the proper 
accounting period, and presents transactions properly in the financial statements or other 
financial representations. 

c. At major and larger nonmajor contractors, the control environment and accounting 
system is a combination of interrelated accounting and management systems (see 5-102d). 

d. Control activities are the policies and procedures that management has established to 
provide reasonable assurance that specific objectives will be achieved. Such control 
activities are classified as safeguarding controls and controls over compliance with laws 
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and regulations, and are integrated into specific components of the accounting and 
management systems. 

(1) Safeguarding controls relate to the prevention or timely detection of 
unauthorized transactions and unauthorized access to assets. Such safeguarding controls 
might include: 

 Proper authorization of transactions and activities. 
 Segregation of duties that reduces the opportunities to allow any person to be in a 

position to both perpetrate and conceal errors or irregularities. 
 Adequate safeguards over access to and use of assets and records, such as secured 

facilities and authorization for access to computer programs and files. 
(2) Controls over compliance with laws and regulations provide for: 

 Design and use of adequate documents and records to help ensure the proper 
recording of transactions and events. 

	 Independent checks on performance and proper valuation of recorded amounts, 
such as clerical checks, comparison of assets with recorded accountability, 
computer-programmed controls, and user review of computer-generated reports. 
(3) The Agency's standard audit programs for Internal Control Audits and the 

related Internal Control Matrices (available on the DCAA Intranet and the APPS) identify 
specific control objectives, likely control activities for accomplishing those objectives, and 
audit procedures for evaluating the contractor's control activities. 

2-306.1 Procedures to Obtain Understanding 

The audit team should perform procedures to obtain sufficient understanding of the 
contractor’s internal controls (i.e., control environment, information and communication 
methods, risk assessment processes, monitoring processes, and relevant control activities) 
that are material to the subject matter of audit to plan the audit and design procedures to 
achieve the objectives of the audit. At major contractors, the procedures to gain this 
understanding are normally performed and documented in separate audits of the 
contractor's systems, and summarized on the internal control audit planning summary 
(ICAPS) forms in permanent files or the Internal Control Review System (ICRS) database 
(see 3-400 and 5-100). To the extent that this prior audit work does not provide the audit 
team with an understanding of internal controls material to the subject matter sufficient to 
plan the audit and design procedure to achieve the objectives of the audit, the scope of the 
current audit must be expanded to gain and document that understanding. 

2-306.2 Assessing Control Risk and Designing Substantive Audit Tests 

a. Control risk is the likelihood that a material misstatement or noncompliance in an 
account or area subject to audit will not be prevented or detected on a timely basis by the 
contractor’s internal controls. Assess this risk by gaining an understanding and evaluating 
the effectiveness of the control environment, information and communication methods, 
risk assessment processes, monitoring processes, and relevant control activities. The lower 
the assessed risk and materiality, the less evidence needed from substantive tests (i.e., 
detailed testing and analytical procedures) to form an opinion. 

b. Control risk may not be assessed below maximum unless the effectiveness of the 
internal controls have been tested and found effective. The auditor may choose not to 

DCAA Contract Audit Manual 



226 July 12, 2016 
2-307 

perform the tests of controls needed to assess control risk below maximum when planning 
substantive audit tests because the contractor's internal controls are unlikely to be 
effective, or because it would be inefficient to evaluate their effectiveness. 

c. Use the understanding of the internal control structure, the assessed level of control 
risk and consideration of inherent risk (see 2-302.1c) and materiality (see 2-309) to design 
substantive tests for auditing the contractor's cost estimates or representations. When the 
internal controls have been tested and determined to be effective, the auditor should rely 
on them and reduce the amount of substantive testing in the applicable audit area. 

2-307 Working Papers/Documentation (GAGAS 6.20 – 6.26) 

a. Auditors must prepare attest documentation in connection with each engagement in 
sufficient detail to enable an experienced auditor, having no previous connection with the 
engagement, to understand from the documentation the nature, timing, extent, and results 
of procedures performed; and the evidence obtained and its source; and the conclusions 
reached. Working papers should also include evidence that supports the auditor’s 
significant judgments and conclusions. 

b. The auditor should prepare documentation that contains support for findings, 
conclusions, and recommendations before they issue the report. Documentation provides 
the principal support for: 

	 The statement in the report that the auditors performed the attestation engagement 
in accordance with GAGAS, and 

 The auditors’ conclusion. 
c. GAGAS requires auditors to also document the following:
 
 The objectives, scope and methodology.
 
 The work performed to support significant judgments and conclusions, including
 

descriptions (identification) of transactions and records examined. The information 
provided should be sufficient for an experienced auditor to examine the same 
transactions and records. 

	 Evidence of supervisory reviews of the work performed before the report is issued. 
	 The auditor’s consideration that the planned procedures be designed to achieve the 

objectives of the engagement when evidence obtained is dependent on 
computerized information systems, that evidence is material to the objectives, and 
the auditor is not relying on the effectiveness of the internal controls over those 
computer systems that produced the evidence (see 5-111.1d). 

	 The auditor’s departure from any applicable GAGAS requirements (due to law, 
regulation, scope limitations, restriction on access to records, etc); the impact on 
the engagement and on the auditors’ conclusions. These circumstances would 
generally require a modified GAGAS statement (see 2-403). 

d. When the timeliness of an audit report is critically important to a customer, it may 
be appropriate for an FAO to issue its report before completing its non-critical working 
papers; i.e., those working papers that do not impact the sufficiency of the documented 
audit evidence supporting the auditor’s findings, conclusions, and recommendations. 
This would generally be administrative working papers. In these situations, the audit 
team should: 
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(1) issue its audit report, 
(2) ensure the customer’s immediate need for the audit report is documented in 

the working papers, and 
(3) complete any remaining non-critical working paper documentation as soon as 

possible. 
In no case will the auditor issue an audit report when working papers supporting the 

audit findings, conclusions or recommendations are incomplete. For handling 
supplemental working papers, see 4-410. 

e. Additional guidance concerning the sufficiency of audit evidence and working 
papers is presented in 3-204.14 and 4-400. 

2-308 Developing Elements of Findings (GAGAS 6.15 – 6-19) 

Audit findings may involve deficiencies in internal control, fraud, illegal acts, 
violations of provisions of contracts or grant agreements, and abuse. The elements 
needed for a finding depend entirely on the engagement objectives. Thus a finding or set 
of findings is complete to the extent that the engagement objectives are satisfied. When 
auditors identify deficiencies, auditors should plan and perform procedures to develop 
the elements of the findings that are relevant and necessary to achieve the engagement 
objectives. The elements of a finding are criteria, condition, cause, and effect or 
potential effect. 

2-309 Materiality (GAGAS 6.28) 

a. The concept of materiality recognizes that some matters, either individually or in 
the aggregate, are important for fair presentation of a subject matter or an assertion, 
while other matters are not important. In performing the engagement, matters that, 
either individually or in the aggregate, could be material to the subject matter are a 
primary consideration. 

b. In engagements performed in accordance with GAGAS, it may be appropriate to 
use lower materiality levels as compared with the materiality levels used in non-
GAGAS engagements because of the public accountability of Government entities and 
entities receiving Government funding, various legal and regulatory requirements, and 
the visibility and sensitivity of Government programs. 
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2-400 Section 4 --- Reporting Standards 

2-401 Introduction 

The Generally Accepted Government Auditing Standards (GAGAS) for attestation 
engagements incorporate the AICPA attestation engagement reporting standards, unless 
specifically excluded or modified by GAGAS, and prescribe additional standards. This 
section explains how GAGAS reporting standards are integrated with contract audit field 
work guidance. 

2-402 AICPA Reporting Standards for Attestation Engagements (GAGAS 6.30) 

The four AICPA reporting standards that apply to all levels of attestation engagements 
are discussed below. 

2-402.1 Subject and Character of Engagement 

The auditor must identify the subject matter or the assertion being reported on and state 
the character of the engagement in the report. The statement of the character of the 
engagement includes a description of the nature and scope of the work performed and a 
reference to the governing professional standards (GAGAS). Guidance on implementing 
this standard in general is in 10-210.1. Other sections of Chapter 10 provide additional 
guidance applicable to particular types of reports. 

2-402.2 Conclusion 

The auditor must state the conclusion about the subject matter or the assertion in 
relation to the criteria against which the subject matter was evaluated in the report. 
Guidance on implementing this standard in general is in 10-210.5. Other sections of 
Chapter 10 provide additional guidance applicable to particular types of reports. 

2-402.3 Significant Reservations 

The auditor must state all of the significant reservations about the engagement, the 
subject matter, and, if applicable, the assertion related thereto in the report. 

a. Reservations about the engagement refer to any unresolved problem the auditor had 
in complying with applicable GAGAS requirements (e.g., the auditor was not able to 
perform all the procedures that he or she considers necessary in the circumstances) or, in 
an agreed-upon procedures engagement (AUP), the specific procedures agreed to. This 
type of reservation results in either a qualified or disclaimer of opinion (see 2-102.2) and 
requires a modified GAGAS statement (see 2-403). In addition, the reservations are 
discussed in the scope section of the report. The presentation of this discussion in the 
report will vary slightly depending on the type of engagement and the type of opinion 
expressed. For examinations where the reservations about the engagement result in a 
qualified opinion, the circumstances are discussed under the subheading “Qualification” 
(see 10-210.4). However, if an adverse opinion is being expressed (because there is also a 
reservation about the subject matter – see paragraph b below), the subheading “Scope 
Restriction” rather than “Qualification” should be used (see 10-210.4i). If the omitted 
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procedures are so significant that a disclaimer of opinion is expressed the section title 
“Scope of Audit” should be changed to “Scope Restriction” (see 10-210.3b). For AUPs 
see 10-1008. 

b. Reservations about the subject matter or the assertion refer to any unresolved 
reservation about the conformity of the subject matter with the criteria, including the 
adequacy of the disclosure of material matters (e.g., the assertion is incomplete or 
inaccurate or there are noncompliances with FAR or CAS). In DCAA audits, this type of 
reservation generally results in reported findings such as questioned costs, deficiencies, 
noncompliances, etc. These reservations are generally discussed in the audit report 
exhibits and explanatory notes or statement of conditions and recommendations, etc. 
Under the attestation standards, reservations about the subject matter or assertion result in 
either a qualified or adverse opinion depending on the materiality of the departure from 
the criteria (see 2-102.2). This type of reservation does not require a modified GAGAS 
statement unless the circumstances also result in a reservation about the engagement. For 
example, a contractor’s denial of access to records may result in both reservations about 
the engagement and reservations about the subject matter. 

2-402.4 Restrictions on Use of Report 

a. The auditor must state in the report that the report is intended for use by specified 
parties under certain circumstances; e.g., when the criteria used to evaluate the subject 
matter are appropriate for or available to only limited or specified parties. 

b. Restrictions on the use of a report may result from a number of circumstances, 
including; the purpose of the report, the criteria used in preparation of the subject matter, 
the extent to which the procedures performed are known or understood, and the potential 
for the report to be misunderstood when taken out of context in which it was intended to 
be used. For example, the purpose of the restriction on the use of the agreed-upon 
procedures report is to restrict its use to only those parties that have agreed upon the 
procedures performed and taken responsibility for the sufficiency of the procedures. See 

10-206.1 for guidance on restrictions included in DCAA reports. 

2-403 Reporting Compliance with Generally Accepted Government Auditing 
Standards (GAGAS 6.32 and 1.12) 

a. When auditors comply with all applicable GAGAS requirements, they should 
include a statement in the report that they performed the engagement in accordance with 
GAGAS. 

b. If the auditor did not follow all the applicable standards during the audit the GAGAS 
compliance statement should be modified as follows depending on the significance of the 
departure from GAGAS (see 2-402.3a). 

(1) To state that the auditor performed the engagement in accordance with GAGAS, 
except for specific applicable requirements that were not followed, or 

(2) To state that because of the significance of the departure(s) from the 
requirements, the auditor was unable to and did not perform the engagement in accordance 
with GAGAS. 

c. When auditors use a modified GAGAS statement, they should disclose in the report 
the applicable requirement(s) not followed, the reason for not following it, and how not 
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following the requirements affected, or could have affected the audit and the assurance 
provided. In DCAA audit reports, this information is generally included in the “Scope of 
Audit” section under the subheading “Qualifications” for cases covered in (1) above (see 
10-210.4) or under the “Scope Restrictions” section for cases covered by (2) above (see 
10-210.3b). 

2-404 Reporting Deficiencies in Internal Controls, Fraud, Illegal Acts, Violations of 
Provisions of Contracts (GAGAS 6.33 – 6.38) 

a. For attestation engagements performed under GAGAS auditors should report, as 
applicable to the objectives of the engagement and based on the work performed: 

(1) significant deficiencies in internal control, identifying those considered to be 
material weaknesses (see 2-404g and h); 

(2) all instances of fraud and illegal acts unless inconsequential (however, see 
paragraph c below); and 

(3) violations of provisions of contracts or grant agreements and abuse that could 
have a material effect on the subject matter of the engagement. 

b. To comply with these requirements, audit reports should either: 
(1) describe the scope of the auditor’s testing of compliance with applicable laws 

and regulations and testing of internal control (if performed) and present the results of 
those tests; or 

(2) refer to separate reports containing that information (see 5-100 and 10-400). 
In presenting the results of those tests, the auditor should report all violations of 

provisions of contracts that are material, other material noncompliances, and significant 
deficiencies/material weaknesses in internal control applicable to the subject matter, or 
assertion of the engagement. 

c. When fraud or suspected irregularities are discovered, DCAA policy is for the 
auditor to prepare a Form 2000 (see 4-700) instead of including the issue in the audit 
report. There is no requirement for the auditor to prove the existence of fraud or other 
contractor irregularities to submit a DCAA Form 2000. The auditor is merely reporting the 
suspicion of irregularities to the appropriate investigative agencies. 

d. GAGAS also requires the reporting of abuse that is material to the subject matter. 
Abuse involves behavior that is deficient or improper when compared with behavior that a 
prudent person would consider reasonable and necessary business practice given the facts 
and circumstances. Abuse does not necessarily involve fraud, violation of laws, 
regulations, or provisions of contracts. CAM Sections 4-803 and 4-804 address audit 
responsibilities relating to suspected abuse or unsatisfactory conditions. 

e. When auditors report separately on compliance and internal control, audit reports of 
other related audits should reference those additional reports and state that the separate 
report is an integral part of the audit and should be considered in assessing the results of 
audit (see 10-210.3f and 10-210.7). 

f. Auditors should report deficiencies in internal controls and noncompliances that are 
material to the subject matter or assertion on a “real time basis” using a flash report (see 
10-413 and 10-808). For internal control deficiencies, the auditor should also establish a 
separate limited scope audit assignment to review the control activities related to the 
applicable control objective. The limited scope audit assignment should be completed as 
soon as possible after the condition is identified. 

DCAA Contract Audit Manual 

http:10-210.3f
http:10-210.3b


July 12, 2016 231 
2-405 

g. With respect to Government contracting, a significant deficiency is an internal 
control deficiency, or combination of deficiencies that 

(1) adversely affects the contractor’s ability to initiate, authorize, record, process, or 
report Government contract costs in accordance with applicable Government contract laws 
and regulations, 

(2) results in at least a reasonable possibility that unallowable costs will be charged 
to the Government, and 

(3) the potential unallowable cost is not clearly immaterial. 
h. A material weakness is a significant deficiency (or combination of significant 

deficiencies) that results in or could result in material unallowable costs being charged to 
the Government. 

i. Since DCAA only performs internal control audits on systems that are material to 
Government contract costs, significant deficiencies identified in DCAA audits will 
generally be those considered to be material weaknesses (i.e., the impact or potential 
impact to Government contract costs is material). Therefore, all internal control 
deficiencies that result in or could result in unallowable costs being charged to the 
Government should be reported as significant deficiencies and be considered material 
weaknesses, unless the potential unallowable cost is clearly immaterial. 

2-405 Reporting Views of Responsible Officials (GAGAS 6.44 – 6.50) 

If the auditors’ report discloses deficiencies in internal control, fraud, illegal acts, 
violations of provisions of contracts, or abuse, auditors should obtain and report the views 
of responsible officials concerning the findings, conclusions, and recommendations, as 
well as planned corrective actions. In instances of suspected irregularities DCAA guidance 
is to issue a Form 2000 and auditors should follow guidance in 4-700 regarding 
discussions with the contractor. 

2-406 Reporting Confidential or Sensitive Information (GAGAS 6.51 – 6.55) 

If certain pertinent information is prohibited from public disclosure or is excluded from 
a report due to the confidential or sensitive nature of the information, auditors should 
disclose in the report that certain information has been omitted and the reason or other 
circumstances that make the omission necessary. DCAA audit reports generally include 
sensitive and confidential information that is subject to regulatory or statutory restrictions. 
As a result, DCAA reports are restricted from the release (see 2-402.4). 

2-407 Distributing Reports (GAGAS 6.56) 

Audit organizations in government entities should distribute reports to those charged 
with governance, to the appropriate entity officials, and to the appropriate oversight bodies 
or organizations requiring or arranging for the engagement. Copies of the reports should 
also be sent to other officials who have legal oversight authority or who may be 
responsible for acting on audit findings and recommendations, and to others authorized to 
receive such reports. Auditors should document any limitations on report distribution. 
DCAA normally submits the audit report to the contracting officer responsible for acting 
on the audit recommendations. The contracting officer provides the report to the 
contractor at their discretion. 
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2-408 Application of the Reporting Standards 

DCAA has developed reporting guidance (see Chapter 10) which complies with all 
aspects of the GAGAS, including the AICPA standards and requirements for 
attestations. 
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2-500 Section 5 --- Field Work Standards for Operations Audits (Performance 
Audits) 

2-501 Introduction (GAGAS 7.01 – 7.02) 

In the contract audit environment, performance audits are more commonly described 
as operations audits. Those audits seek to determine if the contractor is operating in an 
economical and efficient manner. Economy and efficiency relate to the reasonableness 
of costs charged to Government contracts, but also impacts areas such as program 
schedules. Inefficient operations can result in schedule slippages and contract overruns. 
Examples of operations audits performed by DCAA include; labor and facilities 
utilization, and materials inventory management. Chapter 7 of the Yellow Book 
establishes the field work standards and guidance for performance audits and apply to 
operations audits performed by DCAA. The fieldwork standards for performance audits 
relate to planning the audit; supervising the staff; obtaining sufficient, appropriate 
evidence, and preparing audit documentation. The concepts of reasonable assurance, 
significance, and audit risk form a framework for applying these standards. 

2-501.1 Reasonable Assurance (GAGAS 7.03) 

Operations audits that comply with GAGAS provide reasonable assurance that 
evidence is sufficient and appropriate to support findings and conclusions. The 
sufficiency and appropriateness of evidence needed and tests of evidence will vary 
based on the audit objectives, findings, and conclusions. Audit objectives for operations 
audits range from narrow to broad and involve varying types and quality of evidence. In 
some audits, sufficient, appropriate evidence is available, but in others, information may 
have limitations. Professional judgment assists auditors in determining the audit scope 
and methodology needed to address the audit objectives, while providing the 
appropriate level of assurance that the obtained evidence is sufficient and appropriate to 
address the audit objectives. 

2-501.2 Significance in a Performance (Operations) Audit (GAGAS 7.04) 

The concept of significance assists auditors throughout an operations audit, 
including when deciding the type and extent of audit work to perform, when evaluating 
results of audit work, and when developing the report and related findings and 
conclusions. Significance is defined as the relative importance of a matter within the 
context in which it is being considered, including quantitative and qualitative factors. 
Such factors include the magnitude of the matter in relation to the subject matter of the 
audit, the nature and effect of the matter, the relevance of the matter, the needs and 
interests of an objective third party with knowledge of the relevant information, and the 
impact of the matter to the audited program or activity. Professional judgment assists 
auditors when evaluating the significance of matters within the context of the audit 
objectives. 
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2-501.3 Audit Risk (GAGAS 7.05) 

Audit risk is the possibility that the findings, conclusions, recommendations, or 
assurance may be improper or incomplete, as a result of factors such as evidence that is 
not sufficient and/or appropriate, an inadequate audit process, or intentional omissions 
or misleading information due to misrepresentation or fraud. The assessment of audit 
risk involves both qualitative and quantitative considerations. Factors such as the 
complexity or sensitivity of the work, size of the program operations in terms of dollar 
amounts, and adequacy of the audited entity’s systems, and access to records, also 
impact audit risk. Audit risk includes the risk that auditors will not detect a mistake, 
inconsistency, significant error, or fraud in the evidence supporting the audit. Audit risk 
can be reduced by taking actions such as increasing the scope of work, adding experts, 
additional reviewers and other resources to the audit team; changing the methodology to 
obtain additional evidence, higher quality evidence, or alternative forms of 
corroborating evidence; or aligning the findings and conclusions to reflect the evidence 
obtained. 

2-502 Planning (GAGAS 7.06 – 7.15) 

a. Auditors must adequately document the planning of the work necessary to address 
the audit objectives. Auditors must plan the audit to reduce audit risk to an appropriate 
level to provide reasonable assurance that the evidence is sufficient and appropriate to 
support findings and conclusions. This determination is a matter of professional 
judgment. In planning the audit, auditors should assess significance and audit risk and 
apply these assessments in defining the audit objectives and the scope and methodology 
to address those objectives. Planning is a continuous process throughout the audit. 
Therefore, auditors may need to adjust the audit objectives, scope, and methodology as 
work is being completed. 

b. Adequate planning for operations audits should include evaluation of internal 
audit reports, capital budgets, consideration of the results of previous performance and 
attestation audits that could affect the current audit objectives, and other contractor 
information related to the prospective audit. The criteria for assessing performance 
should be established. Sufficient staff and specialists with adequate collective 
profession competence should be assigned and other resources needed should be 
identified. The auditors should gain an understanding of applicable legal and regulatory 
requirements and contracts provisions, potential fraud or abuse (see 2-504) that are 
significant within the context of the audit objectives. Auditors should also obtain an 
understanding of internal control as it relates to the specific objective and scope of the 
audit and determine whether it is necessary to evaluate information systems (see 2-505). 

c. Written audit programs are essential to conducting audits efficiently and 
effectively and should be prepared for each audit. Audit programs provide: 

(1) A description of the audit methods and suggested audit steps and procedures 
to be conducted to accomplish the audit objectives. 

(2) A systematic basis for assigning work to supervisors and staff. 
(3) The basis for a summary record of work. 

d. Auditors should communicate an overview of the objective, scope, and 
methodology, and timing of the audit and planned reporting (including any potential 
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restrictions on the report) to contractor management; including those with sufficient 
authority and responsibility to implement corrective action in the program or activity 
being audited and the individuals contracting for or requesting the audit services. 

2-503 Supervision (GAGAS 7.52 – 7.54) 

a. The audit supervisors or those designated to supervise auditors must properly 
supervise the audit staff. Audit supervision involves providing sufficient guidance and 
direction to staff assigned to the audit to address the audit objectives and follow 
applicable standards, while staying informed about significant problems encountered, 
reviewing the work performed, and providing effective on-the-job training. The nature 
and extent of the supervision of staff and the review of audit work may vary depending 
on a number of factors, such as the size of the audit organization, the significance of the 
work, and the experience of the staff. 

b. Supervisory reviews of audit work and the report should be timely and must be 
performed and documented in the working papers before the report is issued. 
Supervisory reviews of the work conducted should include verification that: 

(1) the auditors conformed to the auditing standards, 
(2) the audit programs are followed, unless deviation is justified and authorized, 
(3) the working papers adequately support findings and conclusions (see 2-507 

for the GAGAS on documentation), 
(4) the working papers provide adequate evidence to prepare a meaningful report, 

and 
(5) the audit team accomplished the audit objectives. 

2-504 Legal and Regulatory Requirements, Fraud and Abuse (GAGAS 7.28 – 7.35) 

a. Auditors should determine which laws, regulations and provisions of contracts are 
significant within the context of the audit objectives and assess the risk that violations 
could occur. Based on that risk assessment, the auditor should design and perform 
procedures to provide reasonable assurance of detecting instances of violations of legal 
and regulatory requirements or contract provisions that are significant in the context of 
the audit objectives. 

b. The assessment of audit risk may be affected by such factors as the complexity of 
the laws, regulations, and provisions of contracts. The assessment of audit risk also may 
be affected by whether the entity has controls that are effective in preventing or 
detecting violations of laws, regulations, and provisions of contracts. If auditors obtain 
sufficient, appropriate evidence of the effectiveness of these controls, they can reduce 
the extent of their tests of compliance. 

c. In planning the audit, auditors should assess risks of fraud occurring that is 
significant within the context of the audit objectives. Team members should discuss 
fraud risks, including factors such as incentives or pressures to commit fraud, the 
opportunity for fraud to occur, and rationalizations or attitudes that could allow 
individuals to commit fraud. Auditors should gather and assess information to identify 
risks of fraud that are significant within the scope of the audit objectives or that could 
affect the findings and conclusions. For example, auditors may obtain information 
through discussion with officials of the audited entity or through other means to 
determine the susceptibility of the program to fraud, the status of internal controls the 
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entity has established to detect and prevent fraud, or the risk that officials of the audited 
entity could override internal control. An attitude of professional skepticism in 
assessing these risks assists auditors in assessing which factors or risks could 
significantly affect the audit objectives. 

d. When auditors identify factors or risks related to fraud that has occurred or is 
likely to have occurred that they believe are significant within the context of the audit 
objectives, they should design procedures to provide reasonable assurance of detecting 
such fraud. Assessing the risk of fraud is an ongoing process throughout the audit and 
relates not only to planning the audit, but also to evaluating evidence obtained during 
the audit. 

e. When information comes to the auditor’s attention indicating fraud that is 
significant within the context of the audit objectives may have occurred, auditors should 
extend the audit steps and procedures, as necessary, to (1) determine whether fraud has 
likely occurred and (2) if so, determine its effect on the audit findings. If the fraud that 
may have occurred is not significant within the context of the audit objectives, the 
auditors may conduct additional audit work as a separate engagement, or refer the 
matter to other parties with oversight responsibility or jurisdiction (see 4-700). 

f. Abuse involves behavior that is deficient or improper when compared with 
behavior that a prudent person would consider a reasonable and necessary business 
practice given the facts and circumstances. Abuse does not necessarily involve fraud, 
violation of laws, regulations, or provisions of contracts. If during the course of the 
audit, auditors become aware of abuse that could be significant to the program under 
audit, auditors should apply audit procedures specifically directed to ascertain the 
potential effect on the area under audit. After performing additional work, auditors may 
discover that the abuse represents potential fraud or illegal acts. Because the 
determination of abuse is subjective, auditors are not required to provide reasonable 
assurance of detecting abuse (see 4-800). 

g. When investigations or legal proceedings are initiated or in process, auditors 
should evaluate the impact on the current audit. In some cases, it may be appropriate for 
the auditors to work with investigators and/or legal authorities, or withdraw from or 
defer further work on the audit or a portion of the audit to avoid interfering with an 
investigation (see 4-702.5). 

2-505 Considering Internal Controls (GAGAS 7.16 - 7.22) 

a. Auditors should obtain an understanding of internal controls that are significant within 
the context of the audit objectives. For internal controls that are significant within the context 
of audit objectives, auditors should assess whether the internal controls have been properly 
designed and implemented. For those internal controls that are deemed significant within the 
context of the audit objectives, auditors should plan to obtain sufficient, appropriate evidence 
to support their assessment about the effectiveness of those controls. Information systems 
controls are often an integral part of an entity’s internal control. Thus, when obtaining an 
understanding of internal control significant to the audit objectives, auditors should also 
determine whether it is necessary to evaluate information systems controls. 

b. An assessment should be made of applicable internal controls when necessary to 
satisfy the audit objectives. The assessment should include a survey of management policies, 
procedures, practices, and internal controls applicable to any aspect of the activities in which 
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the auditor attempts to judge whether existing practices can be made significantly more 
efficient or economical. The audited entity is responsible for establishing effective internal 
controls. Auditors may modify the nature, timing or extent of audit procedures based on the 
assessment of internal controls and the results of internal control testing. 

c. The following discussion of the principal types of internal control objectives is 
intended to help auditors better understand internal controls and determine whether or to 
what extent they are significant to the audit objectives. 

(1) Effectiveness and efficiency of operations: Controls over operations include 
policies and procedures that the audited entity has implemented to provide reasonable 
assurance that the operation meets its objectives, while considering cost-effectiveness and 
efficiency. Understanding these controls can help auditors understand the program 
operations. 

(2) Relevance and reliability of information: Controls over the relevance and 
reliability of information include policies, procedures, and practices that officials of the 
audited entity have implemented to provide themselves reasonable assurance that operational 
and financial information they use for decision making and reporting externally is relevant 
and reliable and fairly disclosed in reports. Understanding these controls can help auditors 
assess the risk that the information gathered by the entity may not be relevant or reliable and 
design appropriate tests of the information considering the audit objectives. 

(3) Compliance with applicable laws and regulations and provisions of contracts or 
grant agreements: Controls over compliance include policies and procedures that the audited 
entity has implemented to provide reasonable assurance that program implementation is in 
accordance with laws, regulations, and provisions of contracts or grant agreements. 
Understanding the relevant controls concerning compliance with those laws and regulations 
and provisions of contracts or grant agreements that the auditors have determined are 
significant within the context of the audit objectives can help them assess the risk of illegal 
acts, violations of provisions of contracts or grant agreements, or abuse. 

d. Costs result from implementation of management policies and decisions. Accordingly, 
the evaluation of these policies and decisions, and the effectiveness of management controls 
over their implementation, will also significantly influence the scope and nature of the audit. 
Ideally, management policies and decisions should be geared toward prudent, effective, and 
economical operations, and reflect adequate consideration of the interests of both the 
contractor and the Government. Ideal conditions are seldom found. As an illustration, the 
retention of a large engineering staff during periods of significantly declining sales volume 
may well serve the contractor's interest in terms of maintaining a capability to expand efforts 
in bidding for new business. However, unless the auditor questions the increased overhead 
rate that results from such a decision, the costs of current Government contracts will be 
inflated, thereby adversely affecting the Government's interest. Where management policies 
and decisions are motivated by contractor interests that are not compatible with those of the 
Government, the examination of questionable cost areas should be intensified. 

2-505.1 Information Systems Controls (GAGAS 7.23 – 7.27) 

Understanding information systems controls is important when information systems are 
used extensively throughout the program under audit and the fundamental business processes 
related to the audit objectives rely on information systems. An organization's use of 
information systems controls may be extensive; however, auditors are primarily interested in 
those information systems controls that are significant to the audit objectives. Information 
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systems controls are significant to the audit objectives if auditors determine that it is 
necessary to evaluate the effectiveness of information systems controls in order to obtain 
sufficient, appropriate evidence. Auditors should obtain a sufficient understanding of 
information systems controls necessary to assess audit risk and plan the audit within the 
context of the audit objectives. 

2-506 Obtaining Sufficient, Appropriate Audit Evidence (GAGAS 7.55 – 7.71) 

a. Auditors must obtain sufficient, appropriate audit evidence to provide a reasonable 
basis for their findings and conclusions. 

b. Appropriateness is the measure of the quality of the evidence that encompasses its 
relevance, validity and reliability in supporting audit objectives and related findings. In 
assessing the overall appropriateness of evidence, auditors should assess whether the 
evidence is relevant, valid, and reliable. 

(1) Relevance refers to the extent to which evidence has a logical relationship with, 
and importance to, the issue being addressed. 

(2) Validity refers to the extent to which evidence is based on sound reasoning or 
accurate information. 

(3) Reliability refers to the consistency of results when information is measured or 
tested and includes the concepts of being verifiable or supported. 

c. Sufficiency is a measure of the quantity of evidence used to support the findings and 
conclusions related to the audit objectives. In assessing the sufficiency of evidence, auditors 
should determine whether enough evidence has been obtained to persuade a knowledgeable 
person that the findings are reasonable. 

d. Evidence may be categorized as physical, documentary, and testimonial. (See 3-204.14 
for more details on evidence.) 

e. In assessing evidence, auditors should assess whether the evidence taken as a whole is 
sufficient and appropriate for addressing the audit objectives and supporting final audit 
findings and conclusions. 

2-507 Working Papers/Audit Documentation (GAGAS 7.77 - 7.84) 

a. Auditors must prepare audit documentation related to planning, conducting, and 
reporting for each audit. Working papers should contain sufficient detail to enable an 
experienced auditor, having no previous connection to the audit, to understand from the 
working papers the nature, timing, extent, and results of procedures performed and the 
evidence obtained and its source and the conclusions reached, including evidence that 
supports the auditor’s significant judgments and conclusions. Audit documentation should 
contain support for findings, conclusions, recommendations before auditors issue their 
report. 

b. Auditors should design the form and content of audit documentation to meet the 
circumstances of the particular audit. The audit documentation constitutes the principal 
record of the work performed in accordance with standards and the conclusions reached. The 
quantity, type, and content of audit documentation are a matter of professional judgment. 

c. Audit documentation is an essential element of audit quality. The process of preparing 
and reviewing audit documentation contributes to the quality of an audit. Audit 
documentation serves to: 
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(1) Provide the principal support for the auditors’ report, 
(2) aid auditors in conducting and supervising the audit, and 
(3) allow for the review of audit quality. 

d. GAGAS requires auditors to document: 
(1) The objectives, scope, and methodology of the audit; 
(2) The work performed to support significant judgments and conclusions, including 

descriptions of transactions and records examined; 
(3) Evidence of supervisory review, before the audit report is issued, of the work 

performed that supports findings, conclusions, and recommendations contained in the audit 
report; and 

(4) The auditor’s departure from any applicable GAGAS requirements (due to law, 
regulation, scope limitations, restriction on access to records, etc.) and the impact on the 
audit and on the auditors’ conclusions. These circumstances would generally require a 
modified GAGAS statement (see 2-603e). 
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2-600 Section 6 --- Reporting Standards for Operations Audits (Performance Audits) 

2-601 Introduction 

Chapter 8 of the Yellow Book establishes reporting standards and provides guidance for 
performance audits conducted in accordance with GAGAS. This section discusses the form 
of the report, report contents, and report issuance and distribution. The reporting standards 
explained in this section apply only to DCAA operations audits. Section 10-400 provides 
reporting guidance for DCAA operations audits that fully complies with these reporting 
standards. 

2-602 Reporting (GAGAS 8.03 – 8-07) 

Auditors must issue audit reports communicating the results of each completed 
performance (e.g., operations) audit. The form of the audit report should be appropriate for 
its intended use and should be written or in some other retrievable form. 

a. The purposes of the audit reports are to: 
(1) Communicate the results of audits to those charged with governance, the 

appropriate officials of the audited entity, and the appropriate oversight officials (usually 
the contracting officer); 

(2) make the results less susceptible to misunderstanding; and 
(3) facilitate follow-up to determine whether appropriate corrective actions have 

been taken. 
b. If an audit is terminated before it is completed, and no report is issued, auditors 

should document the results of the work to the date of termination and why the audit was 
terminated (see 4.403f). The auditor should also communicate the reason for terminating 
the audit to contractor management, and the requestor, preferably in writing. 

c. If after the report is issued, the auditors discover that they did not have sufficient, 
appropriate evidence to support the reported findings or conclusions, they should 
communicate with those charged with governance, the appropriate officials of the audited 
entity, and the appropriate officials of the organizations requiring or arranging for the 
audits, so that they do not continue to rely on the findings or conclusions that were not 
supported. The auditors should then determine whether to conduct additional audit work 
necessary to reissue the report with revised findings or conclusions. 

2-603 Report Contents (GAGAS 8.08 – 8.42) 

Auditors should prepare audit reports that contain the objectives, scope, and 
methodology of the audit; the audit results, including findings, conclusions, and 
recommendations, as appropriate; a statement about compliance with GAGAS; a summary 
of the views of responsible officials; and if applicable, the nature of any confidential or 
sensitive information omitted. 

a. Objectives, Scope, and Methodology (GAGAS 8.09 – 8.13): The report should 
include the objectives in a clear, specific, neutral and unbiased manner that includes 
relevant assumptions including the purpose of the audit and report. The report should 
describe the scope of the work performed and any limitations, including issues that would 
be relevant to likely users, so that they could reasonably interpret the findings, 
conclusions, and recommendations in the report without being misled. The audit report 
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should also include information on any significant constraints imposed by information 
limitations or scope impairments, including denials of access to certain records or 
individuals. In reporting audit methodology, auditors should explain how the completed 
audit work supports the audit objectives, including the evidence gathering and analysis 
techniques, in sufficient detail to allow knowledgeable users of the report to understand 
how the auditor addressed the audit objectives. 

b. Audit Findings (GAGAS 8.14 – 8.18): The report should present sufficient, 
appropriate evidence to support the findings in relation to audit objectives. Clearly 
developed findings assist the governing agency and the contractor’s management in 
understanding the need for taking corrective action. The findings should be in perspective 
by describing the nature and extent of the issues reported and the extent of the work 
performed that resulted in the finding. To give the reader a basis for judging the 
prevalence and consequences of these findings, auditors should, as applicable, relate the 
instances identified to the population or the number of cases examined and quantify the 
results in terms of dollar value, or other measures, as appropriate. 

c. Audit Conclusions (GAGAS 8.27): Auditors should report conclusions, as 
applicable, based on the audit objectives and the audit findings. Report conclusions are 
logical inferences about the contractor’s operations based on the auditor’s findings, not 
merely a summary of the findings. The strength of the conclusions depends on the 
sufficiency and appropriateness of the evidence supporting the findings and the soundness 
of the logic used to formulate the conclusions. Conclusions are stronger if they lead to the 
auditors’ recommendations and convince the knowledgeable user of the report that action 
is necessary. 

d. Recommendations (GAGAS 8.28): Auditors should recommend actions to correct 
problems identified during the audit and to improve programs and operations when 
reported findings and conclusions substantiate the potential for improvement in programs, 
operations, and performance. Effective recommendations encourage improvements in the 
conduct of programs and operations. Recommendations should flow logically from the 
findings and conclusions, seek to resolve the cause of identified problems, and clearly 
state the actions recommended. 

e. Reporting Compliance with GAGAS (GAGAS 8.30 – 8.31): When the auditor 
complies with all applicable GAGAS requirements, GAGAS 8.30 requires that the report 
include specific language which represents an unmodified GAGAS statement. That 
language is included in the operations audit report shells delivered by APPS. When the 
audit does not comply with all applicable GAGAS requirements, the report should include 
a modified GAGAS compliance statement (see 2-403). 

f. Fraud, Illegal Acts, Violations of Provisions of Contracts, and Abuse (GAGAS 8.21 
– 8.23): Under GAGAS when auditors conclude, based on sufficient, appropriate evidence 
that fraud, illegal acts, significant violations of provisions of contracts, or significant abuse 
either has occurred or is likely to have occurred, they should report the matter as a finding. 
However, when fraud or suspected irregularities are discovered, DCAA policy is for the 
auditor to prepare a Form 2000 (see 4-700). When auditors detect violations of provisions 
of contracts or abuse that are not significant, they should communicate those findings in a 
separate letter to officials of the audited entity (or in a separate appendix of the audit 
report) unless the findings are clearly inconsequential, considering both qualitative and 
quantitative factors. If the auditors have communicated instances of violations of 
provisions of contracts or abuse in a separate letter to officials of the audited entity, they 
should refer to that letter in the audit report. 
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g. Internal Controls (GAGAS 8.19 – 8.20): The audit report should include (1) the 
scope of work on internal control and (2) any deficiencies in internal control that are 
significant within the context of the audit objectives and based upon the audit work 
performed. When auditors detect deficiencies in internal control that are not significant to 
the objectives of the audit, they may communicate those deficiencies in a separate letter to 
appropriate officials of the audited entity unless the deficiencies are clearly 
inconsequential considering both qualitative and quantitative factors. If the auditors have 
communicated deficiencies in a separate letter to officials of the audited entity, they 
should refer to that letter in the audit report. 

h. Views of Responsible Officials (GAGAS 8.32 – 8.37): Providing a draft report with 
findings for review and comments by the responsible officials of the audited entity helps 
the auditor develop a report that is fair, complete, and objective. Including the views of 
responsible officials results in a report that presents not only the auditors' findings, 
conclusions, and recommendations, but also the perspectives of the responsible officials of 
the audited entity and the corrective action they intend to take. Written comments are 
preferable, but oral comments are acceptable. 

i. Privileged and Confidential Information (GAGAS 8.38 – 8.42): If certain 
information is prohibited from general disclosure due to the confidential or sensitive 
nature of that information, auditors should disclose in the report that certain information 
has been omitted and the reason or other circumstances that makes the omission necessary. 

j. Report Quality Elements (GAGAS A8.02): The auditor may use the report quality 
elements of timely, complete, accurate, objective, convincing, clear, and concise when 
developing and writing the report as the subject permits. 

(1) An accurate report is supported by sufficient, appropriate evidence with key 
facts, figures, and findings being traceable to the audit evidence. 

(2) Objective means that the presentation of the report is balanced in content and 
tone. 

(3) Being complete means that the report contains sufficient, appropriate evidence 
needed to satisfy the audit objectives and promote an understanding of the matters 
reported. 

(4) Being convincing means that the audit results are responsive to the audit 
objectives, that the findings are presented persuasively, and that the conclusions and 
recommendations flow logically from the facts presented. 

(5) Clarity means the report is easy for the intended user to read and understand. 
(6) Being concise means that the report is not longer than necessary to convey and 

support the message. 
(7) To be of maximum use, providing relevant evidence in time to respond to 

officials of the audited entity, and other users' legitimate needs is the auditors' goal. 
Likewise, the evidence provided in the report is more helpful if it is current. Therefore, the 
timely issuance of the report is an important reporting goal for auditors. During the audit, 
the auditors may provide interim reports of significant matters to appropriate entity 
officials. Such communication alerts officials to matters needing immediate attention and 
allows them to take corrective action before the final report is completed. 
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2-604 Report Distribution (GAGAS 8.43) 

Under GAGAS, auditors should submit audit reports to those charged with 
governance, the appropriate officials of the audited entity, and to the appropriate oversight 
bodies or organizations requiring or arranging for the audits. Copies of the reports should 
also be sent to other officials who have legal oversight authority or who may be 
responsible for acting on audit findings and recommendations and to others authorized to 
receive such reports. DCAA normally submits the audit report to the contracting officer 
responsible for acting on the audit recommendations and a copy of the report is provided 
to the contractor through the contracting officer. Chapter 10 specifies disclosure 
restrictions applicable to contract audits performed by DCAA. 
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2-S10 Supplement --- Description of DCAA Quality Control System 

2-S101 Introduction 

DCAA's quality control program is an important element of the Agency's overall focus 
on quality which emphasizes "prevention" as a means for reducing errors and rework. To 
further ensure that quality is being achieved, it also provides for an adequate level of 
monitoring and inspection. As an agency that provides professional services, DCAA has a 
responsibility to establish and conform to professional standards. To meet this 
responsibility, DCAA has established standards based on generally accepted government 
auditing standards which incorporate the standards of the American Institute of Certified 
Public Accountants. To ensure that it provides professional services that conform with 
professional standards, DCAA is required to have a system of quality control and, indeed, 
maintains such a system. The authority for and descriptive details of this system can be 
found in the various official pronouncements and Agency publications, including the 
DCAA Charter, Instructions, Manuals, and other DCAA directives. A summary 
description of the system follows. 

2-S102 Philosophy, Organization, and Approach to Providing Quality Services 

2-S102.1 Philosophy 

DCAA is an independent audit agency within the Department of Defense (DoD) with a 
mission to perform contract audits and provide all necessary accounting and financial 
advisory services for the DoD, and other agencies by serving the public interest as its 
primary customer and ensuring that taxpayer dollars are spent on fair and reasonable 
contract prices. In accomplishing this mission, the Director of DCAA has fully committed 
the Agency staff to attain the highest level of integrity and competence. This is best 
explained through our vision statement set forth as follows: 

“Dedicated professionals working together to deliver top-quality audit services to 
support the Department and the warfighter and to protect the taxpayer’s interest.” 

Good working relationships and open communications with our stakeholders will 
minimize potential conflicts between their needs and the Agency's requirement to perform 
contract audits that conform with generally accepted government auditing standards. 

2-S102.2 Organization 

DCAA’s basic system of quality control encompasses the Agency’s organizational 
structure, as detailed in the DCAA Organization Manual (DCAAM 5110.1), and outlined 
below. 

a. Headquarters 
(1) Office of the Director. DCAA's Director reports to the Under Secretary of 

Defense (Comptroller) and exercises worldwide direction of the Agency in performing 
all contract audits for DoD and other agencies upon request. The Director's staff 
includes a Deputy Director, five Assistant Directors, a General Counsel, an Executive 
Officer, and a Special Assistant for Quality Management. The Director is the senior 
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management official responsible for establishing policies and procedures for the 
management control program in conjunction with the Federal Managers’ Financial 
Integrity Act (FMFIA). The Executive Officer (DX) serves as the focal point for 
developing regulations and guidance, accumulating information, and drafting the 
Director’s annual statement required under the FMFIA. DX monitors tests of critical 
management controls performed by others as reported through the FMFIA process. DX 
also advises the Director and Deputy Director on any sensitive matters disclosed by 
quality or management control reviews reported through the FMFIA process. The 
Special Assistant for Quality Management (DQ) assists the Director and Deputy 
Director in administering the Agency’s Strategic Plan and in fostering continuous 
process improvement. 

(2) Assistant Directors. 
(a) Operations. Responsible and accountable for providing technical guidance 

and direction to the Agency for field contract audit operations. This includes directing the 
development of Agency audit objectives, activities, operational schedules, and priorities to 
assure effective accomplishment of field contract audit operations. 

(b) Policy and Plans. Responsible and accountable for directing the formulation 
and development of DCAA contract audit policy and for the coordination, issuance, and 
integration of this policy. Assigned divisions include: Accounting and Cost Principles 
(PAC), Auditing Standards (PAS), Policy Programs (PPD), Pricing and Special Projects 
(PSP), and Policy Publications and Systems (PPS). DCAA’s auditing standards subject 
matter experts (a Division Chief and several program managers) reside in the PAS 
Division. PAS is dedicated solely to activities related to the development and 
formulation of DCAA’s contract audit policy for compliance with auditing standards 
(GAGAS, SSAEs, SAS, etc.), including but not limited to the following program areas: 
independence (including nonaudit services), professional judgment, competence, 
planning and supervision, auditor communication, sufficient evidence/adequate testing, 
internal controls, assessing the risk of fraud, audit documentation, reporting, and 
agreed-upon procedures. For example, PAS monitors and researches relevant auditing 
standards and develops or revises guidance as needed; develops or provides advice on 
the development of training related to auditing standards; responds to inquiries from 
regional and field offices; identifies problems with implementation of guidance and 
determines the need for revision; reviews the work of other Policy divisions for 
compliance with auditing standards; and provides technical assistance to other 
Headquarters elements on issues with auditing standards implications. When 
appropriate, PAS seeks advice from the GAO on the interpretation and implementation 
of GAGAS related to complex audit policy issues and unusual independence questions 
using the contact information for technical and practice questions posted to the GAO 
website (yellowbook@gao.gov). PAS also consults with other organizations, such as the 
AICPA and DoDIG, to obtain technical advice on auditing standards issues. 

(c) Resources. Responsible and accountable for formulating, directing, and 
executing plans, programs, policies, and procedures related to the management of DCAA 
resources including financial management, personnel management and administration, 
information resources management, management analysis, security, and general 
administration activities. 

(d) Integrity and Quality Assurance. Responsible and accountable for 
monitoring the system of quality control and providing the Agency with reasonable 

DCAA Contract Audit Manual 

mailto:yellowbook@gao.gov


246 July 12, 2016 
2-S102 

assurance that the policies and procedures related to the system of quality control are 
relevant, adequate, operating effectively and complied with in practice. 

(e) Internal Review Directorate (IRD). The IRD investigates alleged misconduct 
by DCAA employees and alleged deficiencies in DCAA policies, programs and 
operations. Responsible for evaluating and ensuring DCAA compliance with laws, 
regulations, policies and standards relating to detection of fraud, waste, abuse and 
mismanagement in DCAA programs and operations. This includes: maintaining an 
internal website for anonymous reporting of allegations of misconduct against Agency 
employees or workplace issues; conducting prompt, impartial investigations of internal 
complaints and of any forwarded from the DoD IG Hotline; resolving the complaints or 
elevating/referring them to proper authorities; ensuring impartial, fair and objective 
treatment of employees in the consideration of all concerns. 

b. Regional Offices and Field Detachment 
(1) Office of the Regional Director. DCAA presently has five Regional Directors 

who are individually responsible and accountable to the Director for planning, 
managing, and accomplishing the Agency’s mission in assigned geographical areas. 
This includes directing the overall management of DCAA personnel and resources 
assigned to the individual Regional Offices and to the various Field Audit Offices 
(FAOs) and suboffices within the regions. Each Regional Director’s staff includes a 
Deputy Regional Director, several Regional Audit Managers, a Special Programs 
Manager, a Resources Manager, and a Special Assistant to the Regional Director. 

(2) Director, Field Detachment. The Director of DCAA’s Field Detachment is 
responsible and accountable for the overall planning, management, and execution of 
worldwide DCAA contract audits of compartmented programs and for managing all of 
the resources and staff assigned to the Detachment. The Director’s staff includes a 
Deputy Detachment Director, several Detachment Audit Managers, and a Special 
Assistant to the Field Detachment Director. 

(3) Field Audit Offices (FAOs). 
(a) Resident Offices. Are established at contractor facilities whenever the 

amount of audit workload justifies the assignment of a permanent staff of auditors and 
support elements. Resident Offices, which can be made up of several suboffices of 
components within the same company, are responsible and accountable for planning and 
executing a comprehensive, integrated audit program to carry out DCAA’s audit 
mission. Resident offices are responsible for implementing a sound quality control 
program based on Headquarters and regional directives. 

(b) Branch Offices. Are established to plan and execute a comprehensive audit 
program to carry out DCAA’s audit mission at those contractor locations, within a 
general geographical area, which individually do not have sufficient workload to justify 
establishing a Resident Office. Branch Offices are generally organized to cover their 
smaller contractors from one central office on a mobile basis. Larger contractors are 
often covered from suboffices. Branch offices are responsible for implementing a sound 
quality control program based on Headquarters and regional directives. 

c. Executive Steering Committee 
The Executive Steering Committee (ESC) includes the Director, Deputy Director, 

Assistant Directors, General Counsel, Regional Directors, and Director, Field Detachment. 
The Executive Officer and Special Assistant for Quality Management provide staff 
support to the ESC. The ESC is responsible for: 
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	 establishing the vision and strategic goals for the Agency and monitoring 
attainment of the goals, 

 providing overall management and direction for the Agency, and 
 identifying, evaluating, and making recommendations on Agency-wide policy and 

improvement projects. 
d. Participative Work Teams 
Participative Work Teams (PWTs) are in place at all DCAA field offices. Audit PWT 

members include the supervisory auditor and his/her assigned auditors. PWTs hold 
regularly scheduled meetings to share information and complete PWT-related 
responsibilities. 

2-S102.3 Approach 

Auditing in accordance with generally accepted government auditing standards is the 
principal work of the Agency. To promote the quality accomplishment of this work, 
DCAA auditors are initially guided to take steps to develop a thorough knowledge of the 
contractual matters and circumstances affecting their audits. These steps entail: 

 Developing an “intelligence base” on a contractor’s operations and contracting 
environment in order to assess the events and conditions that affect the contractor 
actions and the Government’s cost impact. 

	 Identifying the audit universe and documenting interrelationships between a 
contractor’s organization and operations so that all significant auditable activities 
which affect the costs of Government contracts are identified. 

	 Accurately assessing the strengths and weaknesses of a contractor’s internal 
controls, accounting and management systems, and methods of operation, in order 
to: (1) identify the relative risk in selecting or deferring a contractor system for 
audit evaluation in the current period; (2) evaluate the Government’s exposure to 
potential fraud, waste, and mismanagement; and (3) tailor audit programs for 
specific assignments. It is DCAA’s policy that each accounting or management 
system at major contractor segments that have significant flexibly-priced contract 
work be reviewed on a cyclical basis and the results of these reviews be recorded 
on an Internal Control Audit Planning Summary (ICAPS) form. 

	 Accomplishing certain basic, core audit requirements before rendering an opinion on 
contract costs incurred and before relying on incurred costs in any other review or 
evaluation. If no weaknesses are disclosed, the satisfaction of these core requirements 
provides a basic level of assurance that a contractor’s incurred cost representations 
are reliable. If weaknesses are disclosed, audit procedures must be extended 
accordingly. 

	 Determining that contractor systems for estimating prices are adequate and in 
compliance with applicable regulations. 

	 Assuring that all laws, regulations, and authoritative technical guidance for the 
accounting and auditing professions (including those issued by DCAA) are 
followed. 

	 Continually assessing progress on individual assignments and program areas in 
order to react timely and positively to changed conditions within the industry, 
acquisition, and audit environments. DCAA, for example, continually assesses the 
increased use of information technology and its impact on Agency audits. 
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2-S103 Elements of DCAA'S Quality Control System 

2-S103.1 Independence and Ethical Requirements 

a. Objective. 
To establish policies and procedures on independence, legal and ethical requirements 

to provide reasonable assurance that the audit organization and its personnel maintain 
independence and comply with applicable legal and ethical requirements in GAGAS 3.88. 

b. Policies and Procedures. 
(1) General Requirements. 

(a) DCAA employees at all organizational levels must adhere to the 
requirements on independence as stated in the GAGAS general standards, DCAA 
Instructions, Contract Audit Manual (CAM), and Personnel Management Manual (PMM). 
CAM 2-203 incorporates guidance on the GAGAS general standard pertaining to 
independence and the following quality control policies and procedures, which prescribe 
the DCAA auditor's and internal specialist's responsibilities for independence when 
performing work on audits. 

(b) It is DCAA’s policy that auditors and internal specialists must immediately 
notify their supervisor in writing, if they believe they have or may have a threat to 
independence of mind or in appearance. The supervisor should take action to resolve the 
identified threat or potential impairment in a timely manner. 

(c) No auditor or internal specialist with a significant threat to independence 
will be permitted to work on any assignment affected by the significant threat. In these 
cases, employees may be reassigned or rotated without change in grade to assure 
independence. 

(d) DCAA employees are always expected to act professionally, objectively and 
without bias when performing audits and dealing with contractor personnel. DCAA 
management recognizes that disagreements between contractors and auditors over audit 
issues and the conduct of audits often occur (e.g., regarding access to records) and that 
such disagreements are not an indicator of potential independence impairment (e.g., bias). 
However, DCAA management should promptly investigate credible complaints regarding 
inappropriate behavior toward contractor representatives that would indicate a lack of 
audit objectivity. The resolution of the complaint should be documented. 

(2) Mandatory Annual Training and Evaluation of Independence. 
All audit staff and internal specialists (e.g. DL attorney-advisors who support audits, 
OTST industrial engineers, and operations research specialists) must complete mandatory 
independence training upon entering employment with the Agency and annually 
thereafter. As part of completing the independence training, all audit staff and internal 
specialists must acknowledge and confirm that he or she: 

(a) Completed the independence training including the reading requirements 
listed in the introduction. 

(b) Has read and understands GAGAS Sections 3.02 through 3.26 pertaining to 
independence. 

(c) Has used the GAGAS conceptual framework approach to independence to 
evaluate threats to his or her independence in relation to the list of contractors under the 
cognizance of his or her assigned office, as of the date of the training. 
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(d) Has, if appropriate, informed his or her supervisor in writing using the 
document titled ”Documentation of GAGAS Independence Threat” of any independence 
threats identified because of the evaluation and will discuss the issue with his or her 
supervisor to determine if the threat is significant and requires application of safeguards. 

(e) Will re-evaluate his or her independence upon assignment to an audit, and if 
no threats are identified, complete the Audit Specific Independence Workpaper or inform 
his or her supervisor in writing using the document titled “Documentation of GAGAS 
Independence Threat” of GAGAS threats to independence identified. 

(f) Will re-evaluate his or her independence when facts and circumstances 
change will inform his or her supervisor in writing using the document titled 
”Documentation of GAGAS Independence Threat” immediately upon identifying GAGAS 
independence threats and will discuss the issue with his or her supervisor to determine if 
the threat is significant and requires application of safeguards. 

(3) Re-evaluation of Independence. 
An auditor or internal specialist should re-evaluate his or her independence upon 

assignment to an audit and prior to performing any work on the audit when his or her 
personal situation changes (e.g., marital status changes, spouse changes employer) or upon 
temporary or permanent reassignment to another office. If the change in circumstances 
creates threats that may impair independence in relation to the assigned audit, in-process 
audits, or future audits he or she should disclose this to his or her supervisor in writing by 
executing Section I of the “Documentation of GAGAS Independence Threat” document. 
In these cases, the auditor or internal specialist will temporarily cease work on any 
affected assignment until a determination is made regarding the significance of the threat. 
If the reevaluation upon assignment to an audit did not identify any independence threats, 
the auditor or internal specialist should sign the Audit Specific Independence 
Determination workpaper documenting his or her independence in relation to performing 
the audit. The APPS delivers the Audit Specific Independence Determination in the audit 
assignment working paper packages, and it is available on the intranet as an Admin 
document on the Audit Programs, Audit Report Shells, and Other Audit Guidance 
webpage. 

(4) Actions taken by Supervisor. 
The supervisor will take action to resolve any identified independence threats in a timely 
manner. The actions taken by the supervisor to address identified threats to independence 
will vary depending on whether identification of the threat or potential independence 
impairment occurred upon completion of the training, before the performance of work on 
the audit, during the performance of the audit or after report issuance. 

(a) Upon Completion of Training or Before Performance of Audit Work. If 
informed of the threat, upon completion of the training or prior to the individual 
performing work on the audit, the supervisor should review Section I of the 
“Documentation of GAGAS Independence Threat” document signed and submitted by the 
auditor or internal specialist using the following procedures: 

(i) Discuss the identified threat with the auditor or internal specialist, 
evaluate the significance of the threat, and document the results of the evaluation and the 
rationale for the conclusions reached in Section II of the “Documentation of GAGAS 
Independence Threat” document 

(ii) If application of safeguards is necessary, document the safeguards 
applied to eliminate or reduce the threat to an acceptable level and explain why the 
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safeguard is effective in Section III of the “Documentation of GAGAS Independence 
Threat” document. 

(iii) If it is determined, the auditor or internal specialist needs to disassociate 
him or herself from the audit, or from audits of the contractor, the file documentation 
should include a copy of the employees disqualification letter. 

(iv) Digitally sign the “Documentation of GAGAS Independence Threat” 
document for Sections II and III. 

(b) During the Performance of the Audit. If informed of a threat to 
independence during the audit the supervisor should take the following actions: 

(i) Immediately notify DCAA Headquarters, PAS of the issue through the 
regional office. 

(ii) Ensure the auditor or internal specialist temporarily ceases working on 
any affected audits pending a determination of the significance of the threat. 

(iii) Follow the procedures in paragraph (4a) Mandatory Annual Training 
and Evaluation of Independence, to document and evaluate the threat and, if the threat is 
significant, document the safeguards applied. 

(iv) If the threat is significant, assess the impact on the work already 
performed on the affected in-process audits and determine what actions are necessary to 
ensure the audits comply with GAGAS. 

(v) Document the impact assessment, including the rationale for the 
conclusions. 

(vi) Coordinate the impact assessment and any other actions to be taken 
regarding the in-process audits with DCAA Headquarters (PAS) through the regional 
office. 

(c) After Report Issuance. If a threat to independence is identified after issuance 
of the audit report, GAGAS 3.26 requires an evaluation of the threats impact on the audit 
and on GAGAS compliance. If it is determined the threat was significant, the standards 
require the auditor provide written notice to the parties to whom the report was distributed 
and rescind the report. This will ensure the report users are not relying upon audit 
conclusions that may be impacted by the significant threat to independence. In addition, 
auditors are required by the standards to perform an assessment to determine if additional 
audit work is necessary to reissue the audit report, including any revised findings or 
reissue the original report if the additional audit work does not result in a change in 
findings or conclusions. When a threat to independence is identified after report issuance, 
the supervisor should: 

(i) Immediately notify DCAA Headquarters, PAS of the issue through the 
regional office. 

(ii) Evaluate the threat, using the GAGAS conceptual framework and 
document the evaluation including the rationale for the conclusions reached. 

(iii) If the threat is significant, draft a written notice to the parties to whom 
the report was distributed. The written notice should indicate a significant threat to 
independence existed during the performance of the audit. In addition, the written notice 
should explain the report is being rescinded. The written notice should include all 
pertinent information including that an assessment is being conducted to determine the 
impact on the audit and whether it will be necessary to conduct additional audit work to 
reissue the report. 
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(iv) Coordinate the notice with DCAA Headquarters, PAS through the 
regional office before making any notifications to the report recipients.

(v) Perform the assessment of the impact the threat had on the audit report
and determine what additional audit work is necessary to reissue the audit. Document the
assessment including the rationale for the conclusions, and a description of the additional
audit work to be performed.

(vi) Coordinate the impact assessment with DCAA Headquarters PAS 
through the regional office. 

(vii) Upon completion of the additional audit work, reissue the report, 
including any revised findings or conclusion or reissue the original report if the addition 
audit work did not change the findings. 

(5) Ethical Requirements. 
GAGAS also requires all auditors and internal specialists be aware of and comply with 
applicable Government ethics laws and regulations. The standards of conduct for DCAA 
employees are set forth in the provisions of DoD Directive 5500.7, "Standards of 
Conduct," and DoD Regulation 5500.7R, “Joint Ethics Regulation". In a particular case, if 
GAGAS independence or the ethic requirements are more restrictive than the other is, the 
auditor or internal specialist must follow the more restrictive rule. 

(6) Seeking Advice. 
An auditor or internal specialist who thinks he or she may have a threat to independence of 
mind or in appearance that would be significant and create an impairment should inform 
his or her supervisor in writing and discuss it with the supervisor promptly. When an 
independence or ethics question cannot be answered at the local level, the field audit 
office should provide the facts and circumstances, including its evaluation of the issue, to 
the regional office and request a determination from the regional office. If the regional 
office is uncertain, it should forward the facts and circumstances and the regional analysis 
of the issue to Headquarters. Since most independence issues also involve ethics, send the 
request to the Designated Agency Ethics Official or Alternative Designated Agency 
Official at DCAA’s General Counsel (DL). DL will obtain input from Policy on GAGAS 
independence issues and prepare a consolidated response to all questions that involve both 
GAGAS and ethics concerns. 

(7) Compliance Requirements. 
DCAA auditors are required to comply with the preceding policies and procedures. 
Failure to do so may result in disciplinary action as appropriate. 

2-S103.2 Personnel Management 

a. Objective.
 
To provide reasonable assurance that:
 
 those hired possess the appropriate characteristics to enable them to perform
 

competently; 
 work is assigned to auditors having the degree of technical training and proficiency 

required in the circumstances; 
	 auditors participate in continuing professional education and other professional 

development activities that enable them to fulfill responsibilities assigned and 
satisfy the GAGAS continuing professional education requirements; and 

	 personnel selected for advancement have the qualifications necessary to fulfill the 
responsibilities of the position they will assume. 
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b. Personnel Hiring Policies and Procedures. 
(1) General. DCAA’s policy is to make use of all available resources to assure that 

the Agency is fully staffed with qualified and competent auditor and administrative 
personnel. Recruiters must be carefully selected for their ability to represent the Agency 
effectively and to carry out this policy. The procedural guidance and specific 
responsibilities for implementing DCAA’s recruitment program are contained in PMM, 
Chapter 11. This guidance covers the candidate sources and criteria for source selection, 
the college recruitment program, recruitment for intermediate- and senior-level positions, 
and candidate selection procedures. 

(2) Qualifications. The Office of Personnel Management (OPM) establishes the 
required qualifications for Accountant and Auditor positions, GS-5 through 12. 
Qualifications for DCAA’s administrative positions are found in the OPM Qualification 
Standards Handbook X-118 governing the particular occupational series. 

(3) Informing Applicants and New Hires. During orientations conducted by the 
Personnel Office and FAO management, applicants and new hires are informed of Agency 
policies and procedures relevant to them. A recruitment brochure is also available to any 
interested person or college recruitment office. 

(4) Employee Retention. As an extension of the recruitment process, DCAA invokes 
a probationary period. If, during this period, an employee is determined to lack the skills and 
character traits necessary for satisfactory performance as a career employee, his or her 
appointment will be terminated. Details on completing an Auditor Probationary Appraisal 
Report and the procedures relating to actions required by supervisors of new employees in 
the probationary period are covered in PMM, Chapter 19. 

c. Personnel Assignment Policies and Procedures. 
(1) General. Headquarters is responsible for providing the strong, central direction 

necessary for development and maintenance of a competent, professional staff and for 
effective utilization of this staff. Staffing positions are established and personnel are 
assigned at each organizational level to provide an optimum balance among mission 
needs, economy and efficiency of operations, and effective employee utilization. The 
Agency’s personnel policies and procedures relating to position classification and position 
management are contained in PMM, Chapter 6. These policies and procedures are 
compatible with and fully support all affirmative social action programs. Refer to the 
preceding section on Organization for the general responsibilities of all principal DCAA 
organizational elements. 

(2) Staff Qualifications. DCAA auditors and specialists (see Consultation below) 
must collectively have the skills necessary to accomplish all aspects of DCAA’s audit 
mission. This requires detailed knowledge of: 

 accounting and auditing theory, principles, procedures, and practices;
 
 organizations and contracts subject to audit;
 
 Government contracting policies and regulations; and
 
 management principles and skills.
 

Update and maintenance of the required skills is accomplished through DCAA’s 
continuing education program (see Professional Development below). 

(3) Staff Requirements and Distribution. DCAA’s staff requirements are 
determined based on estimates of the workload and the time required to perform this 
work in accordance with generally accepted government auditing standards. 
Appropriate consideration in calculating these estimates must be given to such factors as 
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Government financial risk and vulnerability to fraud, waste, and abuse. Guidance for 
determining staffing requirements is provided annually through issuance of a 
Headquarters Planning and Staff Allocation Document (PSAD). This memorandum 
contains specific Agency direction for determining staffing requirements for the coming 
year. 

The distribution of available personnel within DCAA is based on an evaluation of 
total Agency workload and priorities, and is made in consonance with the respective 
workloads of the five DCAA Regions, the Field Detachment, and Headquarters. 
Regional offices make distributions to Field Audit Offices (FAOs). A DCAA office is 
established when sufficient workload exists to justify a separate audit unit without 
unnecessarily duplicating administrative support requirements (see Organization). 

The general guidelines used by DCAA for organizing staff, programming audits, 
scheduling performance of audit segments, and analyzing progress are contained in the 
Audit Planning Guide, available on the Intranet, which covers management of mobile 
audit workload and management of resident audit offices. Detailed programming 
objectives and guidance are set forth in the annual PSAD. 

(4) FAO Assignments. The Field Audit Office or FAO is DCAA’s base level 
organizational unit responsible for providing financial services and planning and 
performing contract audits for the DoD and other Government agencies. Accordingly, 
FAO managers have primary responsibility for the assignment of field office personnel 
while audit supervisors (see Supervision below), reporting to the FAO managers, 
generally direct the actual planning and performance of the individual audits. 

The FAO supervisors, together with the FAO managers, are responsible for 
considering and weighing many variables and factors when assigning personnel. They 
must ensure the auditor possesses the necessary knowledge, skills, and abilities to 
perform the audit. They must also consider the technical difficulty, timing requirements, 
specialized expertise needed, and availability of personnel for each assignment. Under 
the direction of the supervisory auditor, the GS-13 Technical Specialists assigned to an 
FAO are responsible for the technical management and performance of the most 
complex audits in their specific program areas. Examples of these program areas are the 
Cost Accounting Standards, post award audits, terminations, claims, incurred costs, 
internal controls, compensation, universities and not-for-profits, and financial 
capability. 

(5) Reassignment/Rotation. Employees are reassigned to different positions and 
locations as necessary to accomplish the Agency’s mission. In fact, the Agency 
encourages employees to be mobile in the interest of broadening their experiences and 
increasing their qualifications. Specific procedures covering employee 
reassignment/rotation to satisfy Agency objectives are contained in PMM, Chapter 37. 

d. Professional Development Policies and Procedures. 
(1) General Guidelines & Requirements. It is DCAA’s policy to systematically 

plan for and provide all of the training and development necessary for its auditors to: 
 meet the GAGAS continuing professional education requirements, 
 maximize their performance proficiency, and 
 assure they remain current in the contract audit environment. 
Individual organizational elements are responsible for establishing adequate plans 

and controls to ensure that all training and employee development activities are 
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accomplished economically, effectively, and on a timely basis, in consonance with the 
Agency’s training and development program. This program encompasses: 

 on-the-job training and skill development through carefully planned and 
progressively more complex employee assignments; 

 formal training, including courses given by the Defense Contract Audit Institute 
(DCAI); 

 self-development courses, developed or approved by DCAA personnel and 
administered by the Regions or DCAI; 

 professional continuing education programs; 
 attendance at short-term training courses on specific subjects offered by other 

sources; and 
	 self-development through attaining professional certification (e.g., Certified Public 

Accountant) and advanced degrees (including the Director’s Fellowship Program in 
Management). 

Specific procedures and responsibilities for carrying out the Agency’s professional 
development program at all organizational levels are contained in the following PMM 
chapters: 

Chapter 16 Career Management Program 
Chapter 17 Performance Management System 
Chapter 21 Training and Development 
Chapter 30 Professional Activities Outside DCAA 

PMM, Chapter 21 presents DCAA’s Master Training and Development Plan for 
Auditors. This plan identifies the formal technical and management training, by type and 
course, which is essential or desirable for progression from one audit career level to 
another within DCAA. 

The knowledge and skills that are required by contract auditors at various grade levels to 
effectively perform their assigned tasks are detailed in Chapters 16 and 17 of the PMM. 
These chapters also provide guidance on assessing individual performance and identifying 
individual training and education needs. As an integral part of its overall training and 
development program, DCAA also requires that specific evaluations be performed to assess 
the extent to which training sources are achieving stated objectives. 

(2) Defense Contract Audit Institute (DCAI). The DCAI is responsible for 
developing the Agency’s training program and courses. Courses provided at the Institute 
are designed and periodically updated to enable DCAA’s auditors and managers to gain 
the knowledge and skills they need to perform their assigned tasks in carrying out 
DCAA’s audit mission. The courses are also designed to improve performance 
weaknesses and to prepare employees for higher responsibilities. 

(3) Specialization. Training needs are continuously reviewed and updated to meet 
present and anticipated Agency needs in specialized areas such as information systems 
and cost accounting for pensions and insurance. This specialized training is 
accomplished through the same basic training sources described in the General 
paragraph above, or derived from working with Agency specialists from Headquarters, 
Regional Offices, or DCAA’s Technical Support Branch (see Consultation). 

(4) On-the-job Training. This form of training is an integral part of the Agency’s 
overall training and development program and is one of the most important responsibilities 
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of all DCAA supervisors. It provides employees with the opportunity to participate in all 
types of audit assignments at progressively higher levels of complexity and in different 
contract audit environments. 

e. Advancement Policies and Procedures. 
(1) Required Qualifications. The qualifications necessary for the various levels of 

auditor responsibility within DCAA can be stated in terms of the progressive growth in 
an individual’s technical competence and professional ability. This concept of career 
development is delineated in PMM Chapter 16. The accounting and auditing knowledge 
and skills that are essential for the contract auditor at various grade levels to effectively 
perform the assigned tasks are stated in Chapter 16, appendix B, and Chapter 17, 
appendix D, of the manual. 

(2) Criteria for Evaluating Performance. The performance of most DCAA 
personnel is evaluated in accordance with Office of Personnel Management (OPM) 
regulations. In many instances, these OPM regulations have been implemented by DoD 
directives and instructions. The objectives of DCAA’s performance appraisal system 
include identifying the job elements of each position, establishing performance standards 
relative to the elements, informing employees of the job elements and the performance 
standards for their positions, and conducting a periodic formal review and discussion of 
the quality of each employee’s work performance in relation to the established 
performance standards. These objectives and associated DCAA appraisal policies and 
procedures are presented in the PMM, Chapter 17. 

(3) Advancement Decisions. Selections for promotions are made from among the 
best qualified candidates, based solely on their relative knowledge, skills, and abilities. 
Advancement selections to auditor positions GM-13 and above are made in accordance 
with DCAA’s Career Management Program policies (see below). Positions GS-12 and 
below are filled non-competitively (without using vacancy announcements) by career 
ladder promotions, as employees demonstrate their ability to perform higher level duties. 
Agency guidance on advancement decisions is contained in PMM, Chapter 36, Merit 
Promotion. 

(4) Career Management and Career Boards. DCAA managers and supervisors at all 
organizational levels are responsible for aiding subordinates in defining career objectives 
and implementing career plans and for making advancement recommendations (or 
decisions, when authorized) regarding employees under their supervision. Employees, in 
turn, are encouraged to familiarize themselves with the operation of the merit promotion 
program, provide complete and accurate information needed for consideration under the 
merit promotion program, and periodically review and update their experience records and 
other personal data maintained by the Personnel Office. Individual careerists must further 
provide the initiative and energy necessary for development of the skills required in their 
career field and recognize the advantages of mobility to themselves and the Agency. 

A DCAA Career Development Board (CDB) is established at Headquarters with 
responsibilities for providing policy guidance and monitoring DCAA’s career 
management planning and programming activity. The CDB consists of senior 
Headquarters executives who: 

	 recommend for the Director’s approval the establishment or revision of employee 
development activities which may be expected to improve the operation of the 
career management program and 
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	 review lists of candidates for filling all auditor and administrative positions at grade 
GM-14 and above to determine those best qualified for referral to the Director, who 
is the selecting official. 

Regional Directors are accountable for the effective functioning of their respective 
Region’s career management programs and Career Management Boards (CMBs). Each 
CMB consists of senior regional managers who recommend any needed revisions in the 
program to the Regional Director and who periodically evaluate the region’s career 
management programs. 

2-S103.3 Acceptance of Engagements/Assignments 

a. Objective.
 
To provide reasonable assurance that:
 
 DCAA undertakes only those engagements/assignments that can be completed with
 

professional competence, 
 the risks associated with providing professional services in particular instances are 

appropriately considered, and 
 an understanding is reached with the customer regarding the services to be 

performed. 
b. Policies and Procedures. 

(1) General Requirements. It is DCAA’s mission to perform all necessary contract 
audits for DoD (and other agencies as appropriate) and provide accounting and financial 
advisory services regarding contracts and subcontracts to those responsible for 
procurement and contract administration. If a requested audit service appears to be outside 
the mission of DCAA, the request is referred to the Agency Director for a determination as 
to whether DCAA will perform the requested service. Only those engagements that can be 
completed with professional competence are undertaken by DCAA. 

(2) Understanding the Services to be Performed. During the planning phase of an 
assignment, it is essential that auditors coordinate with the customer or contracting official 
to obtain an understanding of the: 

 purpose of the audit;
 
 contractual, regulatory, or other factors pertinent to the review; and
 
 nature of the audit services to be performed.
 
Auditors should determine the scope of audit based on the overall risk.
 

2-S103.4 Engagement Performance 

a. Objective. 
To provide reasonable assurance that work performed by personnel meets the 

applicable professional standards, regulatory requirements, and the Agency’s standards 
of quality. Audit assignments must be adequately planned, performed, supervised, 
reviewed, documented, and communicated in accordance with the GAGAS. 

b. Engagement Design & Execution Policies and Procedures. 
(1) Planning of Field Work. Adequate planning requires that appropriate 

consideration be given to the assignment of personnel. Consideration should also be given 
to report format and content. Likewise, coordinating the audit with cognizant contractor 
and Government procurement representatives both prior to and during the audit is 
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important. Although aspects of audit planning are presented throughout CAM, Chapter 3 
specifically covers this critical element of quality control. 

In planning and managing audits, regions and FAOs are directed to: 
 ensure that quality performance is emphasized and 
 implement the total audit concept technique (TACT). 

While the techniques of TACT are geared to audits of major contractors, the TACT 
principle (managing audit activities on the basis of an integrated totality) applies equally 
to audits of smaller contractors. Certain TACT techniques are required and performed 
annually as part of DCAA’s planning process. These include use of the internal control 
audit planning summary for major contractors and the internal control questionnaire for 
other contractors. 

(2) Performance of Field Work. Every auditor assumes the duty to exercise 
professional judgment in the performance of his/her audits. Professional judgment 
requires auditors to perform their audits in accordance with generally accepted 
government auditing standards (GAGAS). Auditors should ensure that the nature, 
timing and extent of audit procedures performed are consistent with the risk assessments 
made and audit plan established. The CAM provides detailed audit guidance for the 
different audits/procedures performed. 

(3) Supervision of Field Work. Supervisors are responsible for assuring that the 
necessary auditing procedures and tests are properly designed and systematically laid out 
so that they can be understood by the assigned audit staff. The extent of supervision and 
review required varies with the audit circumstances and depends on such factors as 
complexity of the work, the qualifications of the persons performing the work, and the 
extent of consultation available and used. The level of detail in a supervisor’s instructions 
must be tailored to the auditor’s experience, so that all elements necessary to performing a 
quality audit are addressed. Sufficient care must be exercised in supervising auditors and 
in reviewing their work throughout the audit. Findings and audit exceptions should be 
clearly described and well supported, and recommendations should be responsible and 
appropriate to the conditions described. Although aspects of audit supervision are 
presented throughout CAM, Section 2-302.2 specifically covers this critical element of 
quality control. 

(4) Review of Working Papers and Reports. Supervisory review of working 
papers and reports is required to ensure that: 

 the auditor conforms to auditing standards, 
 audit programs are followed unless deviation is justified, 
 the working papers conform to standards and adequately support the reported audit 

findings, 
 the auditor accomplishes the audit objectives, 
 the report is prepared in accordance with CAM, and 
 the needs of the customer are understood and considered. 

Documentation of supervisory reviews must be prepared and retained. A technical 
specialist or GS-12 senior auditor who has been properly delegated to act for a GS-13 
supervisory auditor has the same authority as the supervisor to approve/initial-off on all 
audit working papers and final draft report, unless otherwise prohibited by the supervisor 
or FAO manager. Copies of delegations of authority must be maintained in the FAO 
permanent files under file code 205.9, Delegations of Authority. 
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Supervisors must assure that each auditor is fully aware of the GAGAS auditing and 
reporting requirements implemented in CAM. FAO supervisors are also responsible, along 
with their FAO and regional managers, for implementing all Headquarters policy guidance 
memorandums. Headquarters updates pro forma audit programs and reports as new policy 
guidance is issued. Audit programs are expected to be tailored to the specific assignment 
and approved by the supervisor. 

The full performance level for DCAA auditors is the GS-12 senior auditor position. 
Experienced GS-12s may be called upon to give onsite work direction to trainees as long 
as it does not preempt the supervisor’s responsibility or unduly interfere or prevent the 
GS-12 from the timely accomplishment of his/her principal work. Some GS-12s may be 
asked to furnish advice and instructions on specific audit programs, tasks, and techniques; 
plan and review individual work assignments within the scope of the total audit 
assignment; maintain the status and progress of work assignments; and provide on-the-job 
training to trainees. 

(5) Documentation of Audit Performance. The auditor’s work should be 
documented and retained in the form of working papers. Working papers should contain 
sufficient information to enable an experienced auditor having no previous connection 
with the audit to ascertain that the evidence supports the auditor’s significant conclusions 
and judgments. The auditor should obtain sufficient, appropriate and relevant evidence to 
support a reasonable basis for his/her conclusions. CAM Section 4-400 contains detailed 
guidance for the preparation, format, contents and retention of audit working papers. 

(6) Communication of Audit Results. Audit reports are the principal means of 
communicating the audit results to our customers. Auditors must exercise professional 
judgment in preparing, reviewing, and processing reports to provide reasonable assurance 
that the reports are accurate, complete, clear, and prepared in accordance with the GAGAS 
reporting standards. CAM Chapter 10 contains detailed guidance for the preparation and 
distribution of DCAA audit reports. FAO managers should review and sign significant or 
sensitive reports as prescribed in DCAA Regulation 5600.1. This Regulation also 
establishes the requirements for delegating supervisors authority for signing certain audit 
reports and related audit documents. 

c. Consultation Policies and Procedures. 
The auditor is responsible for obtaining sufficient evidence to express an opinion. 

Since the advice of technical specialists can constitute a significant part of this evidence, 
auditors must first recognize when areas of an assignment extend beyond their expertise 
and then obtain assistance from individuals who have the skills needed to evaluate those 
areas. CAM Appendix D contains detailed guidance on assessing the need for technical 
specialist assistance, requesting technical assistance and reporting the use of the 
assistance. When specialists are used, the auditor is responsible for satisfying himself or 
herself as to their professional qualifications and reputation by inquiry or other 
procedures. Refer to AICPA Standards of Field Work, “Using the Work of a Specialist,” 
for this and other considerations in determining the need for consultation. 

(1) Sources for Consultation. DCAA auditors may consult with either specialists in 
a particular field or auditors with specialized experience and training. This includes 
personnel with specialized technical skills who are assigned to Government procurement 
activities and to attorneys assigned to the Defense Legal Services Agency. Other sources 
include DCAA employees assigned to Headquarters, Regional Offices, and Field Audit 
Offices (FAOs). An example of a Headquarters source is the Technical Support Branch 
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(see below), whose employees have specialized experience and training in such areas as 
information systems, computer assisted audit techniques, and quantitative methods. 

To further support the audit mission, reference libraries with assorted technical and 
professional publications and other material are maintained in accordance with DCAAR 
5000.1. New audit approaches, guidance, and techniques are investigated, developed, 
and implemented, as required, through research and evaluation conducted by 
Headquarters and Regional Offices. 

(2) Technical Support Branch (OTST). The OTST has been specifically established 
under the DCAA Assistant Director, Operations, to operate as a focal point for 
applications research and development activities, and as a source of expertise which is 
available to field elements engaged in both traditional audits and nontraditional audits. 
Staffed by computer specialists, engineers, CPAs, and other professionals having the 
expertise needed to support DCAA’s mission, the OTST provides assistance in the areas 
of advanced information systems, computer assisted audit techniques (CAAT), operations 
audits, and special programs. 

(3) Requests for Consultation. DCAA’s goal is to minimize the number of reports in 
which auditors have to express a qualified audit opinion because of a lack of specialized 
knowledge or skills. DCAA’s evaluations of price proposals frequently require specialized 
technical assistance from the cognizant procurement or contract administration activities. 
Therefore, with few exceptions, requests for this type of assistance are routinely handled. 
That is, when determined necessary, they are made orally or in writing to the cognizant 
servicing activity (9-103.1). With regard to requests for technical assistance to perform an 
incurred cost audit or operations audit, it is DCAA policy that the auditor will request the 
assistance from the contract administration activity responsible for the contractor being 
audited (2-202a). Requests for specialized assistance from Regional Offices, Headquarters, 
or from the Defense Legal Services Agency are accomplished through Regional Office 
channels. 

(4) Results of Consultation. The results of a technical review performed by a 
specialist are expected to be sufficiently detailed for the auditor to satisfy his or her 
reporting requirements and to include in a final consolidated audit report. To ensure that 
the results are correctly reported, the auditor must: 

 examine them in light of all known facts, 
 understand the methods and assumptions used by the technical specialist, and 
 attain assurance that the technical findings are appropriately applied in relation to 

the contractor’s financial representations. 
Where the results do not appear to be correct or complete, the situation is discussed 

with the specialist, and any remaining significant differences of opinion are elevated to the 
Regional Office. Issues that cannot be resolved by the Regions are forwarded to 
Headquarters in a timely manner. Especially difficult accounting or cost principle issues 
that cannot be answered using existing regulations and reference sources are referred by 
Headquarters to the responsible authoritative body for clarification or other appropriate 
action. All appropriate files documenting the resolution of any significant differences of 
opinion are required to be maintained for reference and research purposes. 

DCAA Contract Audit Manual 



260 July 12, 2016 
2-S103 

2-S103.5 Monitoring 

a. Objective. 
To provide reasonable assurance that the policies and procedures established by 

DCAA for each of the elements of quality control described above are suitably designed 
and are being effectively applied. Monitoring involves an ongoing consideration and 
evaluation of the: 

 relevance and adequacy of DCAA’s policies and procedures;
 
 appropriateness of DCAA’s guidance materials;
 
 effectiveness of professional development activities; and
 
 compliance with DCAA’s policies and procedures, including appropriate follow-up
 

of quality related issues. 
b. Policies and Procedures. 

(1) General. Direct responsibility for quality control in all audit and resource 
management functions is vested in the line and staff managers and supervisors at all levels 
of DCAA. As stated above, the Executive Officer is responsible for preparing the 
Director’s annual statement certifying that DCAA’s system of internal accounting and 
administrative control provides a reasonable assurance that management controls are in 
place and operating effectively as required under the Federal Managers’ Financial 
Integrity Act (FMFIA). As reported through the FMFIA process, the Executive Officer 
monitors tests of critical management controls performed by others and advises the 
Director and Deputy Director on any sensitive matters disclosed by quality or management 
control reviews. In addition, the Special Assistants to the Regional Director coordinate 
periodic management control reviews in accordance with FMFIA. 

(2) Relevance and Adequacy of DCAA’s Policies and Procedures. Quality control 
review planning considers the universe of all audit and resource management functions at 
all organizational levels. Areas for review are prioritized on the basis of periodic full-scale 
vulnerability assessments, supplemented by data monitoring at the Headquarters level and 
continual input of any other indicators from any source. The assessments consider the 
coverage and results of external audits and oversight reviews such as those by the 
Government Accountability Office; the Department of Defense; Office of the Inspector 
General; Office of Personnel Management; the Information Security Oversight Office; the 
Office of the Secretary of Defense; and the Office of Government Ethics; to avoid 
duplication. Depending on its nature, the area to be reviewed may be covered by: 

	 onsite visits to lower-tier offices by Headquarters or Regional Office program 
managers or functional specialists; 

	 fact-finding by cognizant line or functional staff managers or supervisors using 
such tools as centrally directed survey instruments and checklists for gauging audit 
performance; 

 Headquarters desk reviews of sample transaction/event packages called in from 
Field Audit Offices (for example, audit reports or working papers); 

 onsite review of internal systems by DCAA specialists who normally support our 
contract audit function, such as IT staff; or 

 review by peers from outside the organization being reviewed, including outside 
DCAA if required. 

The quality control program provides timely feedback to all levels of management on the 
state of compliance with the Agency’s objectives, policies, and procedures. It also provides 
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appropriate focal points for tracking the implementation of corrective action plans 
established by management to address issues of noncompliance disclosed by external 
reviews or internal quality control activities. All significant review results and associated 
plans affecting Agency-wide operations are reported to the Agency’s Executive Steering 
Committee (see Organization above). 

(3) Appropriateness of DCAA’s Guidance Materials. DCAA produces and 
maintains a substantial amount of audit guidance, audit management guidance, and 
administrative guidance in the form of regulations, instructions, manuals, pamphlets, and 
memoranda. DCAA’s guidance publications/issuances are routinely posted to and readily 
accessible on the Agency’s Intranet. DCAA’s Headquarters, regional, and Field 
Detachment staffs continually assess the need for new or revised guidance. For example, 
the Publications and Systems Division (PPS) of the Headquarters Policy and Plans 
Directorate periodically posts changes to the Agency’s online Contract Audit Manual and 
republishes a printed Manual on a semi-annual basis. On a continuous basis, PAS updates 
DCAA’s standard audit programs, working papers, and shell audit reports. Guidance 
revisions arise from many sources, including the issuance of new professional standards, 
decisions of DCAA’s Executive Steering Committee, input from Headquarters, regional 
and field personnel. 

(4) Effectiveness of Professional Development Activities. The Defense Contract 
Audit Institute (DCAI) is responsible for managing the Agency’s professional 
development and training program. The DCAI staff evaluates on an ongoing basis the 
effectiveness of the Agency’s professional development program (For additional 
information on DCAI’s monitoring procedures see the Professional Development 
section under the Personnel Management quality control element above). 

(5) Compliance with GAGAS and DCAA’s Audit Policies and Procedures and 
Follow-up of Quality Related Issues. Compliance is monitored on a daily basis by regional 
staff personnel, field audit office (FAO) management, and the members of the 
participative work teams at the individual FAOs. The QA organization within DCAA (see 
Organization above) assesses the state of auditor compliance on completed audit 
assignments. It does this by performing: 

	 QA-related review projects on both an Agency-wide and regional basis; and 
	 continuous rounds of internal reviews that follow the guidelines and use the 

checklists adapted from the President’s Council on Integrity & Efficiency (PCIE) 
External Quality Review Guide. 

	 The objectives of the PCIE-based reviews are to: 
	 Evaluate the effectiveness of DCAA’s quality control system as it relates to the 

selected audits and determine whether the FAOs and audits satisfactorily complied 
with the applicable GAGAS and Agency policies; 

 Identify the Agency’s audit policies, or elements thereof, that contribute to specific 
instances of noncompliant activity disclosed by the review; 

 Identify the areas where improvements are needed in the level of FAO compliance 
with the GAGAS and DCAA’s related audit policies; and 

 Significantly facilitate the implementation of Agency-wide process improvements. 
A key component of monitoring is timely and effective follow-up of action taken by 
DCAA’s audit and policy management to address/correct quality related issues identified 
by other elements of DCAA’s quality control system. Timely and effective follow-up 
often involves the need for new or enhanced Agency policies and procedures, as well as 
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the development and implementation of corrective action plans by Regional management 
(i.e. Regional Directors, Regional Audit Managers, FAO Managers, or Supervisors) to 
address specific issues or deficiencies. Headquarters Policy and Plans Directorate is 
responsible for revising Agency policies and procedures when inadequacies in guidance 
are identified. When deficiencies are identified in the level of field auditor compliance 
with policies and procedures or GAGAS, Regional management is responsible for 
developing appropriate corrective action plans to address the deficiencies/noncompliant 
practices. Regional management is also responsible for: 

 assuring that the corrective actions are implemented in a timely and effective 
manner, and 

 following-up on the actions taken on an “as needed” basis to assure that they 
achieve the intended results. 

One of the tools available to regional management to monitor working paper 
compliance with GAGAS and Agency policy is the DCAA Quality Checklist for Review 
of Audit Working Papers. This checklist can be used for the purposes of auditor self-
assessment, a peer review, or a supervisory review of the audit working papers. The 
checklist is maintained by Headquarters – PQA, and can be found in the APPS and on the 
DCAA Intranet. 
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2-S104 Administration of DCAA’S Quality Control System 

a. Objective.
 
To provide reasonable assurance that the Agency’s quality control system achieves its
 

objectives. In so doing, appropriate consideration must be given to the: 
	 assignment of quality control responsibilities, 
	 means by which quality control policies and procedures are communicated, and 
	 extent to which the Agency’s policies and procedures and compliance therewith 

should be documented. 
b. Policies and Procedures. 

(1) Assignment of Responsibilities. All quality control procedures discussed above 
are designed and maintained by the staff elements of DCAA’s Headquarters, regions, or 
Field Detachment. All employees are responsible for complying with the procedures. 

(2) Communication of Quality Control Policies and Procedures. The Agency’s 
quality control policies and procedures are contained in various Agency publications, 
including the DCAA Charter, Instructions, Manuals, and other DCAA directives. Most 
Agency publications are contained on the DCAA intranet and are accessible to all 
auditors. The majority of the quality control procedures are contained in the CAM. The 
CAM is updated continuously and available to all personnel on the DCAA Intranet. It is 
printed semiannually and provided to all personnel. 

(3) Documentation of DCAA's Quality Control Policies and Procedures. A strong, 
well-documented internal quality control system has been in place within DCAA since its 
inception. Key elements of the system are described throughout this manual and 
summarized in this section. The system is further documented in the Agency's charter, 
regulations, instructions, personnel management manual, etc. The Agency also documents 
its system of quality control for the Department of Defense, Inspector General (DoDIG) 
through completion of the form entitled (DCAA’s) Audit Quality Control Policies and 
Procedures. The form is part of the President’s Council on Integrity & Efficiency (PCIE) 
External Quality Control Review Guide. 

The attention given to improving the Agency's quality system and its documentation 
over the years is evidence of the strength of the system. The Agency's implementation of 
the Federal Managers' Financial Integrity Act (FMFIA) and related DCAA internal 
management control system requirements (DCAA Regulation No. 5010.7) are key 
examples of the continuous improvement of the system and its documentation. FMFIA 
implementation, in particular, served to consolidate various elements of the system and 
restructure the system's documentation. 

As noted under 2-S102.2.a.(1), the Executive Officer (DX) is responsible for drafting 
the Director's annual statement required by the Federal Managers’ Financial Integrity Act 
(FMFIA). The statement documents that: 

	 The Director recognizes the importance of management controls, 
	 DCAA has conducted an annual evaluation of the Agency's system of accounting 

and administrative control, which covered the management controls within that 
system, 

	 The annual evaluation was conducted in a conscientious and thorough manner, and 
that 
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	 The results of the annual evaluation show that the management controls are in place 
and operating effectively. 

The broadly termed system of accounting and administrative control noted in the 
FMFIA statement encompasses DCAA's system of audit quality control. The enclosure 
supporting the annual statement documents in detail the audit quality control system and 
the monitoring and evaluation of that system. 

(4) Documentation of Auditor Compliance with DCAA's Quality Control Policies 
and Procedures. As mentioned above, the enclosure supporting the annual FMFIA 
statement documents in detail the monitoring and evaluation of DCAA's audit quality 
control system. It covers the monitoring and evaluation done by regional management 
and staff personnel and by the management and personnel assigned to the various 
Headquarters elements. The Assistant Director for the Headquarters Policy and Plans 
Directorate has the greatest responsibility for: 

 assuring that Agency auditors are performing audits in accordance with the 
GAGAS, and 

 documenting the Directorate's work that provides the appropriate level of 
assurance. 

The Policy Directorate fulfills its responsibilities through the work of its Divisions (see 
Organization above) and staff of program managers, and through the general 
management and oversight of DCAA's Quality Assurance (QA) function. 

The management and oversight of the QA function and the documentation of the 
Agency's QA review efforts are accomplished through the Policy Directorate's Quality 
Assurance Division in the manner outlined above under Organization – Quality 
Assurance and Monitoring -- Compliance with GAGAS and DCAA’s Audit Policies and 
Procedures. The documented results of the QA reviews are routinely provided to the 
Agency's Executive Steering Committee and to its external reviewers – the DoD Office 
of Inspector General. 
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3-001 

CHAPTER 3 

3-000 Audit Planning 

3-001 Scope of Chapter 

The DCAA Management Information System (DMIS) User Guide, available on 
DCAA’s Intranet, is the principal reference and source of information for the overall 
Agency planning process. DMIS contains general information about the planning process 
as well as specific and detailed estimating procedures. 

This chapter presents general concepts and techniques of contract audit planning. 
Section 1 covers planning meetings with contractors and contracting officers. Section 2 
covers such fundamentals as the audit assignment, the audit program for a specific as
signment, factors influencing the audit scope, the types, sources and relative quality of 
audit evidence, and an introduction to use of quantitative methods and information 
technology (IT) in contract audits. Section 3 provides guidance on briefing the contract 
and reporting contract provisions, which would impede contract audit or administration. 
Supplement 3-S20 presents areas of audit coverage desired at National Aeronautics and 
Space Administration (NASA) contractors. 

3-100 Section 1 --- Introduction to Contract Audit Planning 

3-101 – Requirements Planning 

FAOs will communicate with their contractors and contracting officers during the 
preparation of the requirements and future plans. In planning audit effort for the upcom
ing year, this communication helps to identify areas of risk. This communication should 
include discussions related to the contractor’s business systems and FAR requirements 
(for additional information see the DMIS User’s Guide, under Planning, Other Planning 
Topics, Other Considerations). Document the communication in the requirements and 
future plan working papers. 

3-102 – Annual Audit Planning Meeting 

At contractor locations where significant audit effort is planned, FAOs will hold an 
annual audit planning meeting, generally within the first quarter of the fiscal year. Par
ticipants should include the contractor’s designated representatives (e.g., controller, 
chief financial officer, accounting personnel), administrative contracting officers 
(ACOs), procurement contracting officers (PCOs) with significant contracting activity 
with the contractor, and appropriate regional personnel (e.g., RAM, DRD, RD). At CAC 
locations, invite the contractor’s audit committee. At the meeting, discuss the planned 
audit effort, the timing of significant audits, required contractor records, required con
tractor support and any audit matters that may require contractor management or 
ACO/PCO attention. The intent of this meeting is not to change the planned audit effort 
but to ensure the audit effort is time-phased in an efficient and effective manner. While 
a general discussion of real-time testing (e.g., labor interviews, material verification) is 
appropriate, do not give the specific dates. Documentation of the meeting should in
clude items such as minutes, attendee list, and power point presentation or other docu-
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ments provided to the contractor to facilitate discussion. The documentation should be filed 
in 710.6, Coordination/Correspondence with Non-DCAA Organizations. A copy of this doc
umentation should also be maintained in the contractor permanent files on the Q 
Drive/Contractor Perm Files/A-03 Contractor Presentations and Briefing. 

For contractors without significant audit effort, a teleconference may be appropriate. Do 
not identify a contractor’s audit effort as insignificant based solely on low auditable dollar 
volume (ADV); consider the significance of all planned audits. Annual audit planning meet
ings are not required for contractors with little or no planned audit effort. 

3-103 Operating Plan 

FAOs should keep contractors and contracting officers apprised of significant changes to 
their operating plan that would impact the time-phasing discussed during the annual planning 
meeting. 

3-200 Section 2 --- Introduction to Audit Assignment Planning 

3-201 Scope of Section 

This section discusses the audit assignment; factors influencing the audit scope; prepa
ration of the audit program, the types, sources, and relative quality of audit evidence; and 
the use of quantitative methods and IT in contract audits. 

3-202 Audit Assignment 

a. An audit assignment is an authorization to perform a particular phase or aspect of the 
contract audit responsibility at a specified contractor. It includes a summary statement of the 
audit objectives, identifies the person or office requesting the audit, the date required, and 
other pertinent information which will assist in the development of the audit plan. 

b. Individual audit assignments can be FAO initiated, established based on requests from 
internal/external customers or a combination of the two. Typical circumstances which may 
lead to an audit assignment include (1) a customer request for audit; (2) established contract 
audit requirements; (3) a new proposal, contract, or contract change; (4) a contract termina
tion; (5) continuous system/operation audit requirements; and (6) changes in contractor's 
organization, operational procedures, or accounting and estimating policies. The auditor at 
all levels should always be alert to identify and report any instance where in her or his judg
ment an audit is needed to protect the Government's interest. 

c. The overall audit plan at a major contractor should normally consider requirements for 
completion of current year and prior year audits of incurred costs by fiscal year. Plans for the 
completion of incurred cost audits may group prior years' effort as single audits. Audits pro
grammed at major and nonmajor contractors may include one or more assignments estab
lished to evaluate individual audit areas of the contractor's system(s). Each assignment 
should include appropriate audit programs and working papers documenting work accom
plished. Each assignment should also be cross-referenced to other assignments established to 
evaluate individual audit areas of the contractor's system(s). This should ensure that each 
audit assignment file stands alone without unnecessary duplication of documentation. 

d. On all assignments, if not already provided electronically, request the contractor to 
submit its assertion or subject matter and the supporting data in electronic media, (e.g., CD
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ROM, on-line access). The data should be in an acceptable format for processing on DCAA 
computers. 

3-203 The Audit Program 

3-203.1 Contents of the Audit Program 

The major elements of an audit program include: 
•	 Purpose and Scope – describes the overall purpose and scope of the audit 
•	 References – provides references to key audit guidance 
•	 Audit Planning Considerations – describes the key considerations when planning 

the audit 
•	 Preliminary Audit Steps – includes steps to assess adequacy of the contractor’s 

submission (if any), obtain familiarity with the submission or audit area, assess 
and summarize risk (including the assessment of the contractor’s internal con
trols) to establish the specific audit objectives, and to accomplish the entrance 
conference 

•	 Detailed Audit Steps (Field Work) – includes tailored audit steps based on risk 
and the specific audit objectives to gather and analyze evidence to serve as a ba
sis for the audit opinion 

•	 Concluding Audit Steps – includes steps to summarize the results of the audit, 
prepare the audit report, conduct and document the exit conference, update the 
permanent files, and other concluding steps as necessary 

3-203.2 Developing the Programmed Hours – Zero-Based Budgeting (ZBB) 

a. Government auditing standards require that “The work is to be properly planned, and 
auditors should consider materiality, among other matters, in determining the nature, timing, 
and extent of auditing procedures and in evaluating the results of those procedures.” The 
audit program is the key to documenting the audit planning and audit procedures to be per
formed. It is a written plan for orderly accomplishment of the audit assignment and, when 
completed, is a permanent record of the work done. It reflects a mutual understanding be
tween the auditor and supervisor on the scope required to meet government auditing stand
ards and objectives for the assignment. 

b. The audit program, as initially prepared, indicates the steps to be performed and the 
estimated time to complete each group of steps at the lead working paper level. For assign
ments with estimates in excess of 40 hours, all ZBB techniques must be used. Under ZBB: 

(1) the supervisor initially provides the assignment to the auditor without a budget and 
instructs the auditor to perform a risk assessment, develop/tailor the audit program based on 
the audit scope, and estimate the budgeted hours by major audit step; 

(2) the completed risk assessment and audit program are then submitted for superviso
ry review and approval prior to starting the fieldwork; 

(3) the auditor and supervisor should discuss the risk assessment and attempt to reach 
consensus on the audit program/scope and budgeted hours for the assignment (if consensus 
cannot be reached, the process for resolving differences of opinion on audit issues provided 
in CAM 4-409 should be followed to resolve the difference of opinion on the appropriate 
audit program/scope and budgeted hours for the assignment); and 
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(4) fieldwork normally should not begin until the audit program is approved to ensure 
that no misdirected or unnecessary effort is expended. However, if the auditor is unable to 
obtain supervisory approval prior to beginning the fieldwork, that approval should be ob
tained as soon as practicable. 

c. Supervisors have the flexibility to not apply all ZBB techniques on limited complexity 
assignments of 40 hours or less. In these circumstances, the supervisor’s initial guidance 
would provide the auditor with an initial budget and instruct the auditor to first complete the 
risk assessment, adjust the audit scope and the initial budget for any identified risk, and then 
perform the audit. Depending on the circumstances (e.g., contractor, type of assignment, 
and experience of the auditor assigned), the supervisor would review and approve the risk 
assessment either prior to the auditor initiating any fieldwork, during an interim review, or 
as part of the final review process. The initial supervisory guidance should be documented 
in W/P A in accordance with 4-403f.(1). 

d. Supervisors and auditors should use caution when setting up budgets for assignments. 
Audit budgets should be based upon risk factors identified in the risk assessment and 
throughout the course of the audit including appropriate risk factors based upon historical 
experience with the contractor. However, the audit risk, scope and budget should not be 
based upon the programmed hours nor productivity measures because neither consider cur
rent facts and circumstances applicable to the specific audit. Programmed hours are generally 
based upon historical experience and are to be used as a staffing tool. Further, performance 
measures apply at the macro level, an average of the aggregate of assignments, and not to the 
micro level, that is, to individual assignments. 

e. The audit program provides for recording actual time, working paper reference, date 
completed and by whom, evidence of supervisory review and the date, and an explanation of 
any work not completed as initially planned, also at the lead working paper level. As a rule 
of thumb, budgeted and actual hours below the lead working paper level need not be sepa
rately accounted for. However, auditors and supervisors may choose to budget and account 
for audit hours at a greater level of detail by editing the audit program to insert the hours, by 
annotating the supervisory instructions, or by any other available procedure which com
municates the planner’s intentions. In any case, there should rarely be a need to budget and 
record time in increments of less than eight hours. 

f. Milestone plans are required for audits of all high risk proposals, major contractor in
curred costs submissions, business systems audits and other audits deemed significant by the 
FAO manager/supervisor and will assist in zero based budgeting. A well-developed mile
stone plan will include detailed audit tasks, team roles and responsibilities, and a realistic 
completion date for each milestone (consideration for auditor experience, annual leave, train
ing, budgeted hours and other assignments should be factored in). The audit team will devel
op the milestone plan. The supervisory auditor will review the milestone plan and discuss 
any concerns with the audit team. The entire audit team, including the supervisory auditor, 
should agree to the final milestone plan. Auditors should share portions of the milestone plan 
with the contracting officer and the contractor. For example, auditors should discuss with the 
contractor the planned dates for testing, when data is needed to support the testing, and when 
we plan to provide them our draft report and will require a response to our findings, if appli
cable. Additionally, auditors should discuss with the contracting officer the need for tech
nical reviews, including the necessary review dates, and the date we will provide our draft 
and final reports to them. 
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3-203.3 Developing the Audit Program Steps 

a. Agency electronic working papers (APPS) should be used for all audit assign
ments. Auditors should ensure they begin the audit with the most current version of the 
APPS. The standard audit program included in the electronic working papers should be 
tailored (i.e., audit steps should be added, lined out, or modified, as appropriate) based 
on the documented risk assessment and the specific audit objectives. Unnecessary 
standard audit program steps must be lined out using the strike through option in Word. 
Prior to submitting for supervisory approval, the auditor will add an explanation why 
the step is unnecessary directly below the lined out step and include “Not Applicable” 
(NA) in the working paper reference column or provide an explanation on a separate 
working paper and include a reference in the working paper reference column. If a 
standard audit program does not exist for the audit area, develop a program based on the 
risk and audit objectives. When a tailored audit program is developed for recurring use, 
a copy of the tailored program should be placed in the permanent file. 

APPS generates standard audit programs and sections which are not always relevant 
to every audit. As an example, under the 21000 Price Proposal Activity Code, there are 
multiple E-1 working paper sections to choose from depending on whether the labor 
rates have been established by Forward Pricing Rate Agreement (FPRA), have been 
audited but not negotiated, or have not been audited at all. Another example is under the 
major incurred cost audit program where a working paper section is delivered for direct 
material, but the contractor may not have any material costs. Under these types of cir
cumstances, it is not necessary to include the section(s) of the audit program which are 
not applicable and line out the individual audit program steps and provide an explana
tion as discussed above. Instead, during the risk assessment phase of the audit, the audi
tor will document the sections that are necessary to gather sufficient appropriate audit 
evidence and those that can be removed as duplicative or related to areas that are imma
terial. The supervisor will review the risk assessment, and approve if he or she agrees 
with the sections to be deleted. 

b. The steps of the audit program will be integrated into the relevant working paper 
sections where the audit work will be performed. The audit program would typically be 
broken out as described below: 
•	 Working Paper A - Summary Working Paper and Audit Planning Document - in

cludes purpose and scope of audit and concluding audit steps 
•	 Working Paper B - Risk Assessment and Preliminary Audit Steps - includes audit 

planning considerations, preliminary audit steps, and steps needed to assess risk 
•	 Lead Working Papers - include the applicable detailed audit program steps for 

the cost element/area being evaluated in that section of the working papers 
•	 Detailed Working Papers - would not typically contain any audit program steps, 

but provide evidence of the accomplishment of the audit program steps in the 
lead working papers 

Refer to 4-403 for further information on working paper format and contents. 

3-203.4 Modifications to the Audit Program 

a. During the audit, the auditor may identify conditions that require the initial audit 
program to be modified (e.g., steps need to be added, are determined no longer neces-
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sary, or existing steps need to be modified). When changes to the approved audit pro
gram are necessary, the auditor should discuss the need to modify the audit program 
with the supervisor, document the results of the discussion in the interim supervisory 
guidance section of the working papers (A-02), and modify the audit program based on 
the interim discussion. If it is determined that a step is no longer necessary, the audit pro
gram should be modified using the strikethrough function, and an explanation added di
rectly below the lined out step or in a separate working paper as necessary. When revi
sions are made to the audit program, the auditor should initial and date the changes to the 
approved audit program. If the modification to the audit program is a result of a signifi
cant change to the initial risk assessment, the risk assessment should be updated in accord
ance with the guidance in 4-403f(1). If the Agency significantly revises the standard au
dit programs, Headquarters will post a revision notice on the Revision Notices Intranet 
page. If any of these revisions are so significant that they must be incorporated into au
dits in process, the auditor assigned will be notified via email from Policy Publications 
and Systems Division (PPS). 

b. During the audit, reference each audit step to the working paper(s) where the step 
was accomplished or NA if the audit program step was determined unnecessary. Also 
record the actual hours expended on each step or group of steps (in the same increments 
as the budgeted hours). 

c. On completion of the assignment, make sure that all steps in the originally ap
proved audit program are referenced to working papers or include an explanation for 
why they were not done. Also make sure that the total actual hours recorded in the audit 
program agree with the time reported in the DCAA management information system 
(DMIS). 

3-204 Factors Influencing the Audit Scope 

The auditor is expected to exercise professional judgment, considering vulnerability 
and risk, in determining the audit scope. Several factors which may influence the audit 
scope are discussed in subsections 3-204.1 through 3-204.19 below. 

3-204.1 Audit Objective 

a. The purpose of the audit, or audit objective, will often determine the extent of 
testing as well as the steps required to accomplish the objective. The objective may 
range from only gathering specific data to expressing an opinion on the contractor's 
entire operations. Accordingly, the audit scope may be limited to gathering data or ex
panded to a comprehensive audit of several functions within the contractor's operations. 
Additionally, the scope may change depending on what the auditor finds during the au
dit. Regardless, the audit scope must be sufficient to develop an informed opinion on the 
audit objective that will satisfy the needs of the potential users of the audit findings. 

b. The needs of the potential user should be identified in the request for audit and 
should be considered in defining the audit objective and resulting audit scope. If the 
requestor identifies specific areas of concern, include audit steps which will develop 
information to answer those concerns. If the specific concerns cannot be answered dur
ing the audit, immediately notify the requestor. If the necessary steps are beyond the 
auditor's expertise or ability or require significantly more than normal audit effort for 
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the type of audit planned, coordinate with the requestor to either clarify the request and 
its impact on the audit or suggest alternative sources for the needed information (such as 
a technical evaluation). See 4-104 for guidance on coordinating and communicating 
with our audit customer. 

3-204.2 Type of Audit 

The type of audit will affect the degree of risk to the Government and resulting audit 
scope. For example, in a price proposal audit, a proposed cost-type contract will gener
ally involve a low risk of overstatement because the contractor will be paid its incurred 
costs under the contract as long as they are allowable, allocable, and reasonable. One 
risk is that the costs are understated in the proposal (as in the case of a buy-in). Howev
er, in an incurred cost or systems audit, a cost-type contract will generally involve a 
high risk of overstatement for the same reasons. 

3-204.3 Audit Experience 

When developing the audit scope, review the permanent file (including assessments of 
internal control system and control risk summarized on the internal control assessment plan
ning summary sheets or internal control questionnaires, and audit lead sheets) and prior audit 
work packages to determine what data are available, what audit steps were done in the past, 
and the findings from those steps. This may identify areas where additional audit work is 
advisable (i.e., areas of high risk) or where audit scope can be reduced (i.e., areas of low 
risk). 

3-204.4 Known Deficiencies 

A review of prior audits may disclose known deficiencies. All such deficiencies must be 
considered when preparing the audit program, paying particular attention to those which 
have potential impact on the audit area. Include sufficient audit steps to determine whether 
the deficiencies still exist (i.e., the contractor may not have taken any corrective actions or 
may have taken actions which did not adequately correct the deficiencies) as well as deter
mine the impact of the deficiencies on the audit results. 

3-204.5 Direct Costs 

Since direct costs are the basis of the indirect allocation, direct costs are more significant 
than indirect costs. 

3-204.6 Extent of Government Business 

a. When the dollar value of the Government's interest in the contractor's operation is 
significant, evaluation of management controls and decisions affecting the economy and 
efficiency of the contractor's operations takes on added importance. The audit scope 
should include an evaluation of the considerations which motivate a contractor to 
choose one course of action over others to achieve a cost objective, and the means by 
which all management echelons control both direct and indirect cost levels. When the 
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total costs charged to Government contracts are not significant, the audit effort need not 
be as comprehensive in the area of management controls and may be directed more to
ward the selection of specific cost elements, based on significance and sensitivity, for 
analysis to determine the costs' acceptability. 

b. When the preponderance of the contractor's costs is recovered through Govern
ment cost-reimbursement type contracts and fixed-price contracts which provide for 
price adjustment, give particular attention to the effectiveness of management cost con
trol. Cost-plus-fixed-fee contracts do not provide the contractor with a direct incentive 
to minimize costs. Similarly, redeterminable fixed-price contracts do not provide a 
strong incentive to maintain contract costs below the ceiling price except for incentive 
sharing provisions. On the other hand, when the bulk of the contractor's work consists 
of commercial business and firm-fixed-price Government contracts, competition and the 
desire to maximize profit, influence the contractor toward instituting prudent business 
decisions and practices to minimize costs. When cost-reimbursement and fixed-price 
contracts awarded to the contractor include incentive clauses, the auditor can place more 
reliance on the profit motive to encourage proper management control over costs. How
ever, the extent of the audit effort in each situation should be sufficient to enable the 
auditor to determine the reasonableness of the contractor's policies, procedures, and 
practices influencing costs to assure they maximize economy and efficiency of opera
tions. 

c. Also to be considered is the mix of the above contract types in the contractor's 
business. A preponderance of one type or similar types will generally reduce the risk of 
mischarging or misallocating costs between contracts. Conversely, a variety of contract 
types increases the risk of mischarging or misallocation of costs, usually to the 
cost/redeterminable contracts from the fixed-price/commercial contracts. Therefore, the 
audit scope must be adjusted accordingly. 

3-204.7 Organizational and Capital Structure 

a. The contractor's capital structure also can affect the audit scope. When its working 
capital is insufficient to support its daily operations or there is a cash flow problem, the 
risk increases for the mischarging or misallocation of costs to those contracts which have 
interim financing provisions. 

b. Similar problems may arise as a result of the contractor's business cycle. If its nor
mal business is extremely cyclical, there may be a tendency to mischarge or misallocate 
costs to its Government contracts to help it through the low portion of the cycle. There
fore, sufficient testing of transactions must be done to assure that such actions are not oc
curring. 

3-204.8 Similarity of Product 

When the end items produced for the contract under audit are similar to end items 
produced commercially or for other Government contracts, place audit emphasis on the 
equity and consistency with which the contractor identifies direct costs with the various 
contracts and products. When the work performed under a Government contract differs 
substantially from other production, place audit emphasis on the consistency of direct 
charging and the use of proper bases to allocate indirect costs. 
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3-204.9 Indirect Cost Allocation Bases 

The contractor's selection of bases for the allocation of indirect costs may have a 
substantial effect on contract costs. 

3-204.10 Contract Financial Management 

Contract financial management relates to the overall financial controls maintained by 
the contractor on individual contracts. It ties to the detailed controls maintained by the 
contractor at the various management levels and assures that timely data are generated 
to disclose, among other factors, when estimated costs at completion will be 
substantially greater or less than the contract price. In this manner, both the contractor 
and the Government would be in a position to adequately consider available 
management alternatives and make informed decisions concerning: 

(1) whether additional funds are available and will be used on the contract, 
(2) the possible availability of funds on the existing contract for reprogramming to 

other projects, and 
(3) the feasibility of adjusting the requirements under the existing contract through 

changes in the scope of work or technical trade-offs. 
The audit scope should include steps to evaluate the adequacy of the contractor's financial 
management systems. Further guidance on this area is in Chapter 11. 

3-204.11 Adequacy and Complexity of the Contractor's Systems, Policies, Proce
dures, and Internal Controls 

a. The adequacy of the contractor's internal control structure is an important factor in 
determining the audit scope. Adequate controls, sound policies, and the effective imple
mentation of prescribed policies and procedures contribute to the reliance that the auditor 
can place on the contractor's cost representations, and permit reduction of the extent of 
verification which might otherwise be required. See Chapter 5 for guidance on the audit of 
contractor systems of internal controls. 

b. More formalized systems, such as the accounting, estimating, and purchasing, with 
strong self-controls built into those systems can reduce the audit effort required to satisfy 
the audit objective once the system has been evaluated and determined to be adequate. 
Poorly defined or nonexistent systems, or those which rely on external controls only, in
crease the risk for cost mischarging or misallocation and should correspondingly result in 
an increase to the audit scope. 

c. Additionally, the internal control structure may affect the audit scope. If there is little 
separation of duties and responsibilities or if the separation is not conducive to adequate 
internal controls, there is greater risk for costs to be mischarged or misallocated. The con
trol environment may be such that the same management has responsibility for and control 
over multiple contracts and can manipulate the allocation of costs to those contracts to the 
Government's detriment. Also, if the internal control structure changes frequently, the 
audit scope must be expanded to assure that the change(s) have not adversely affected 
contract costs. 
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d. When evaluating the contractor's internal control systems, auditors should consider; 
(1) the amount of systems testing previously performed or currently planned by oth

er Government agencies or independent reviewers, such as public accounting firms; and 
(2) contractor self-governance programs. 

3-204.12 Degree of Technology and Automation 

The degree of technology and automation used by the contractor in its operations can 
affect the audit scope also (see 4-500 for use of IT in contract auditing). Generally, the 
more sophisticated the contractor's technology and automation, the greater will be the reli
ability of the resulting data. However, the reliance cannot be blind; greater sophistication 
also can open doors to greater risks for mischarging or misallocating costs through multi
ple transactions hiding the results "in the computer." Generally, the audit trail becomes 
less distinct as the contractor's systems become more advanced. Therefore, the auditor 
must consider the results of prior audits, if any, of these sophisticated systems in determin
ing the audit scope. 

3-204.13 Types and Flow of Transactions 

The types of transactions which the contractor processes through its systems obviously 
affect contract costs. They also affect the audit scope. When transactions are generated 
externally, such as materials and outside services purchases, the audit scope is often lim
ited to verification to supporting records for the transactions. There is usually documen
tary evidence created by an "arm's length" party that substantiates the claimed costs. When 
the transactions are generated internally, as with labor costs or cost transfers, the audit 
scope is usually more extensive. Not only are the supporting records verified, but the en
tire system for cost incurrence, identification to cost objectives, authorization and approv
al, control, monitoring, and allocation must be evaluated to ensure the validity of the costs. 
Additionally, the flow of the transactions through the system must be considered. If a 
transaction flows through any level responsible for cost control, there is increased risk of 
cost misallocation. 

3-204.14 Types, Sources, and Relative Quality of Audit Evidence 

a. The quality of available evidential matter will influence the audit scope. Eviden
tial matter, in contract auditing, is all or any part of the body of evidence (records, data, 
observations, or any other information) which underlie or support a contractor's cost 
representations, or other area subject to audit such as Disclosure Statements and CAS 
Compliance. Certain types of evidence have more significance than others; thus, a small 
quantity of high quality evidence may be a more acceptable basis on which to form an 
opinion than a large quantity of lesser quality evidence. To determine the quantity of 
evidence required, the auditor must evaluate the quality of the types of evidence availa
ble. A single type of evidence evaluated by itself may establish an inference, but the 
acceptability of the evidence is greatly increased by interrelating and reconciling several 
kinds of evidence. The following guidelines are useful in judging the relative quality of 
evidence: 
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(1) Evidence obtained from an independent source is more reliable than that secured 
from the contractor. 

(2) Evidence developed under a good internal control structure is more reliable than 
that obtained where such control is weak or unsatisfactory. 

(3) Evidence obtained through physical examination, observation, computation, and 
inspection is more reliable than evidence obtained indirectly. 

(4) Original documents are more reliable than copies. 
b. For example, a controller's written statement explaining how costs are allocated to 

contracts by a computer program is not sufficient by itself, to use as the basis for an opin
ion on the reliability of the generated costs. This is the poorest quality evidence, since it is 
testimonial and is generated by the contractor. A written manual, even if prepared by an 
outside computer programmer, documenting the program's operation also alone is not 
sufficient. While it is better quality evidence since it was prepared by an independent 
source, it is still not sufficient alone to satisfy the audit objective; however, it may be used 
as corroborative evidence with the controller's statement. But even the two together are 
not sufficient evidence to base an opinion on the costs. Testing of several transactions 
processed through the program are necessary to assure that costs are being allocated as 
they should. The testing alone may be sufficient (i.e., relatively better quality evidence 
since it is directly obtained), but also may require further evidence to develop an opinion. 
These tests combined with the other two pieces of evidence may be sufficient on which to 
base an opinion. 

c. Audit Evidence Developed by the Contractor. This includes: 
(1) accounting and statistical records and supporting documentation, including 

minutes of the board of directors and other management meetings, collateral memoran
dums and documents incidental to and supporting the recorded or anticipated transactions, 
budgets, management records and reports, and tax returns; and 

(2) formal or informal statements of policies and procedures relating to the contrac
tor's accounting, management, and operations. The quality of the contractor-developed 
evidence is dependent in part on the adequacy of the contractor's internal control structure. 

d. Auditor-Developed Evidence. Auditor-developed evidence includes information 
obtained orally, by examination of books, records, files, and/or statistical data, and by 
physical observation. This type of evidence also includes direct confirmations with third 
parties (e.g., verification of vendor quotes directly with the vendor). 

e. Contractor Ledgers and Journals as Evidence. To express an opinion on the contrac
tor's representations of incurred costs, the auditor should have evidence that the: 

(1) costs claimed are supported by entries in the ledger accounts, 
(2) account totals correctly summarize the detailed entries, and 
(3) entries in the accounts represent a proper accounting interpretation of transac

tions. 
The chain of evidence extends from documents describing individual transactions through 
the books of original entry to ledger accounts and to the cost representations. The reliabil
ity of ledgers and accounts as evidence is dependent on the soundness of the principles 
and policies upon which the records were developed and on the adequacy of internal con
trols exercised in the preparation and review of the records. Auditors should constantly be 
alert for potential manipulation of contractor ledgers and accounts. One example would be 
the removal of pages containing transactions that management or others do not want the 
auditor to review from a computer listing. If such a listing includes many transactions, it 
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would be difficult to manually verify the accuracy of the totals at the end of the listing. 
The use of sampling procedures described in the Variable and Attribute Sampling Guide
books located on the DCAA intranet can provide reasonable assurance of detecting mate
rial misstatements or fraud. 

f. Documents as Evidence. The review of documents is an important step in developing 
audit evidence. In evaluating a document as evidence, the auditor should consider the 
source of the document and the controls used in its preparation and processing. 

g. Physical Observations as Evidence. 
(1) Physical observation is the actual observance of the work being performed, the 

physical inspection of facilities such as the buildings and machinery, and the counting of 
certain assets such as inventory items. The results of physical observation usually are con
sidered good quality evidence. 

(2) Among the objectives of physical observation are (a) to ascertain the physical 
existence of a particular item(s), (b) to inspect an item(s) to determine whether it is being 
used for the purpose for which it was obtained and the extent of its use, and (c) to assist 
the auditor in determining the extent of testing and verification necessary to arrive at an 
opinion regarding the allowability of costs generated by the area being audited. 

(3) Physical observation may disclose idleness of facilities or personnel and uneco
nomical and inefficient operating methods. Actual observation is the best evidence of the 
physical existence of an item, but observation alone is not conclusive as to the reasonable
ness, allocability, or allowability of the related costs. 

(4) Plant or functional observations, including inventory observations, employee 
interviews, floor checks, perambulations, purchases verification, and similar techniques of 
physical observation are integral parts of an audit and are applicable in the audit of costs, 
evaluations of proposals, and the audit of terminated contracts. 

(a) Plant or Functional Observations. This term usually applies to the visual 
appraisal of functions in a contractor's offices, plant, and other work areas and is accom
plished by on-site review of practices. The objectives of these observations are to (i) relate 
actual practices to prescribed procedures, (ii) ascertain the degree of internal control exer
cised during the actual performance of the function, (iii) assist in determining the extent of 
reliance that can be placed on the results generated by the function, and (iv) determine the 
degree to which the function contributes to the economy and efficiency of the contractor's 
operations as a whole. Well-planned plant or functional observations are important steps 
in carrying out the auditor's responsibility for designing tests and procedures which will 
detect fraud. Unannounced physical observations should be programmed as an integral 
part of the audit. The auditor should be alert for evidence of fraud, waste, or mismanage
ment (see 4-803). This technique is especially useful in audits of receiving, production, 
material control, and engineering areas. (Also see 6-310, 6-312, 6-405, and 6-608.2.) Rec
ord the details and conclusions of the observations in the working papers and promptly 
compare them with the related accounting records. Specific guidelines for each of the ma
jor cost elements are contained in Chapter 6. 

(b) Employee Interviews and Floor Checks. This term usually applies to the 
physical verification of labor charges. Specific guidelines for performing employee in
terviews and floor checks are in 6-400. 

(c) Perambulation. This term usually applies to an informal type of plant obser
vation which affords a good opportunity to uncover inefficient and uneconomical practices 
that might otherwise go unnoticed. It permits the auditor to observe activities and note 
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anything that is unusual. Planning for perambulation requires a determination as to the 
frequency and geographical area of coverage, but does not contemplate specific objec
tives. For example, the auditor may observe a major plant rearrangement of which he/she 
was previously unaware. The auditor should make further inquiries and ascertain the cir
cumstances leading to the plant rearrangement and determine its effect on Government 
contracts. 

(d) Tour of the Manufacturing Floor. This term applies to a type of plant obser
vation which affords a good opportunity to view manufacturing processes and practices on 
a periodic basis to develop a better understanding of the processes and monitor trends in 
manufacturing processes and practices. Some contractors have established substantial 
technological advancements on the factory floor, causing changes in the processes and the 
machinery by which they manufacture their products. These changes in manufacturing 
operations can cause changes to the flow of costs, raising the question as to whether the 
contractor's cost allocation practices continue to provide equitable distribution of costs 
to final cost objectives. As a result auditors need to enhance their awareness and under
standing of the implications of technical changes on the factory floor. Auditors should 
tour the contractor's manufacturing facilities periodically (several times a year) to view 
the machinery and manufacturing practices currently in use. If possible, have the con
tractor participate in at least one tour a year to explain both its current practices and the 
evolving changes. This will aid the auditor in developing a better understanding of the 
manufacturing process and in developing a baseline to determine if the contractor has 
changed its manufacturing methods. 

(e) Purchases Verification. This term usually applies to the physical verifica
tion of purchased materials and services. Specific guidance for performing purchases 
verification is in 6-305. 

h. Comparisons and Ratios. 
(1) Comparing the amount of an expense for the current period with the correspond

ing amount for the preceding periods develops corroborative evidence. A comparison of 
costs by element can provide an overview, an order-of-magnitude frame of reference for 
direction of audit effort, and other audit planning/performance considerations. For exam
ple, assume that certain individual expense elements for prior fiscal periods were deter
mined to be reasonable and acceptable; if the expenses of the current fiscal period com
pare favorably with those for prior fiscal periods, and if the level of operations and other 
factors are comparable, such a condition could be considered as a basis on which to form 
an opinion as to the reasonableness of current expenses. On the other hand, if comparison 
indicates that a particular expense element had been maintained at a relatively steady level 
over an extended period, but increased significantly in the current period without any ap
parent increase in the production volume or an offsetting decrease in another related cost 
element, it would indicate that further audit effort is necessary to prove the validity of the 
current costs. 

(2) In addition to comparing the same cost elements between periods, the auditor 
should also consider the correlation of cost items with appropriate bases. 

i. Oral Evidence. 
(1) Generally, oral evidence is useful in disclosing situations that may require exam

ination or may corroborate other types of evidence already obtained by the auditor. Oral 
evidence can determine audit direction and, when appropriate, should be recorded and 
made part of the audit file. 
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(2) Do not rely on this type of evidence to completely support an audit conclusion or 
opinion; use other confirming evidence, particularly where the matter is significant. 

j. Other Sources of Evidence. Industry statistics, Government and independent studies 
and publications, and other sources of audit evidence may be available as indicated by the 
nature of the specific assignment and the auditor's resourcefulness (see 4-1003). 

3-204.15 Planning in Connection with Cost Accounting Standards 

Audits performed in connection with the contractor's disclosure statement and compli
ance with CAS (see Chapter 8) can be extremely useful in establishing the audit scope of 
other assignments by providing improved visibility into the contractor's organizational cost 
structure, the relationship between direct and indirect costs, and other cost accounting poli
cies, procedures, and practices. DMIS CAS Compliance Testing Reports included in the 
permanent files provides an overview of the status of a contractor's compliance with CAS 
and helps identify specific areas needing consideration. 

3-204.16 Mandatory Annual Audit Requirements (MAARs) Accomplishment 

A general discussion of MAARs appears in 6-105; a tabulation of the MAARs, which 
includes title, objectives, purpose, and principle CAM reference, appears in 6-1S1. 

a. Many MAARs require transaction testing and other auditing procedures that are 
most likely to be covered in historical audit assignments. The scope of such evaluations 
is affected by the strength of the controls in the area and how current the audit is. Con
trols affecting each of these MAARs are evaluated in at least one of the internal control 
areas mentioned in Chapter 5. It is often possible to reduce the scope of a mandatory 
audit when controls in the area are strong, or to expand the scope of any audit for the 
purpose of resolving other vulnerabilities identified through risk assessment procedures. 

b. Procedures associated with updating the permanent file and with reconciliation of 
contractor data may be budgeted and accomplished as a part of the control or summary 
assignment for the audit. Updating the permanent file is generally performed as part of 
routine audit assignments. 

c. The evaluation of the contractor's financial statements, corporate minutes, tax re
turns (see 3-2S2), reports filed with regulatory bodies, such as the Securities and Ex
change Commission (SEC) (see 3-2S1), and data available on the corporate web site, if 
any, will assist the auditor in planning the audit more effectively. MAAR 4 requires the 
auditor to evaluate applicable tax returns and financial statements, including the state
ments of cash flow, and other publicly available data of the contractor, on an annual 
basis. Government auditing standards place different relative weights on various types 
of evidence. Greater weight should be placed on corporate reports to regulatory bodies 
and Federal tax returns because of the potential for severe penalties for noncompliance 
with reporting requirements. Further discussion of the relative quality of audit evidence 
is contained in 2-300 and 3-204.14. 

3-204.17 Use of Quantitative Methods and IT in Contract Audits 

Make optimum use of all audit techniques which will increase the efficiency and 
effectiveness of the audit effort. These include the use of statistical sampling, the use of 
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improvement curves and techniques, and the evaluation of costs and accounting systems 
making use of information technology (IT) equipment. Suggestions for applying these 
techniques to various audit situations are provided throughout the manual. 

a. Statistical Sampling. DCAA policy on the use of statistical sampling is in 4-600. 
b. Information technology (IT). Because of the ever increasing use of electronic data 

processing equipment, the auditor must become knowledgeable in the operations of 
such systems. Develop the audit program with due consideration to the part that IT 
equipment contributes to the contractor's overall accounting system. Guidance is pro
vided in the Information Systems (IS) Auditing Knowledge Base available on DCAA’s 
Intranet. Similarly, in conducting the audit, make full use of DCAA's APPS software 
(word processing, spreadsheet analysis, and database management). Guidance is provid
ed in 4-500. 

c. Use of Graphic and Computational Analysis Techniques. 
Wherever appropriate, auditors should make full use of graphic and computational 

analysis techniques (Graphic & Regression Analysis Guidebook). The Guidebook 
suggests instances where the auditor could productively use these techniques. 

The use of graphic and computational analysis techniques can help in incurred cost 
audits as well as future cost estimates and is encouraged. These techniques might, for 
example, provide a basis for the traditional audit selectivity in reviewing accounts or 
cost items. That is, the auditor may detect trends or correlations which permit her or him 
to focus attention on indirect expense accounts or other costs being audited which ap
pear to be unreasonable or out of line. However, the use of these techniques in the audit 
of incurred cost does not lessen the auditor's responsibility to obtain pertinent evidential 
matter, as in 3-204.14 and to accomplish appropriate testing and verification of such 
data. 

d. Improvement Curve Techniques. 
An understanding by the auditor of improvement (learning) curve techniques (see EZ-

Quant) is essential, particularly in the evaluation of projected costs. Situations where these 
techniques are to be used are discussed in Chapter 9, as well as in Chapter 12 where the 
evaluation of a reasonable profit or loss under a terminated contract is discussed. 

3-204.18 RFP/RFQ and Contract Provisions 

Review of contract provisions may indicate areas of audit emphasis. For instance con
tracts with both fixed price and cost type provisions may require additional emphasis in floor 
check or other direct cost reviews. See 3-300 for further guidance on reviewing RFP/RFQ 
and contract provisions. 

3-204.19 Assessment of Internal Controls at Service Organizations 

a. A service organization is an entity (or in some cases, the segment of an entity) that 
provides financial services to the user organization (affects the user organization's fi
nancial data). While performing a risk assessment for incurred cost or systems audits, 
the auditor should determine if a contractor (user organization) uses any service organi
zations, and if so, whether or not there is a need to gain an understanding of the service 
organization's controls. There is a need to gain this understanding only if: 
• transactions processed by the service organization are material, and 
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•	 the service organization is part of the user organization's information system, and 
•	 the degree of interaction between the service organization and the user organization 

is low. The degree of interaction is low if the service organization exercises inde
pendent judgment in initiating, processing, or reporting transactions without prior 
authorization of each transaction by the user organization. 

b. To obtain this understanding, the auditor should review the service agreement 
(contract) and the service auditor's report (if any). If necessary, other information avail
able at the user organization should be reviewed, including user manuals, system de
scriptions, technical manuals, other policies and procedures, and any reports prepared 
by the user or service organization's internal auditors relating to internal controls over 
transactions and processes. Also, if necessary, and with appropriate permission, the user 
auditor may visit the service organization and perform procedures or request an assist 
audit. The auditor should summarize the effects of this review on the scope of audit. 

3-204.20 Contractors Use of Scanned Images 

a. FAR 4.703(c) allows contractors to duplicate and store original records in electronic
form. Contractors are not required to maintain or produce original records during an audit
if the contractor provides photographic or electronic images of the original records and the
contractor meets the requirements of FAR 4.703(c) as follows:

(1) The contractor has established procedures to ensure that the imaging process
preserves accurate images of the original records, including signatures and other written or
graphic images, and that the imaging process is reliable and secure so as to maintain the
integrity of the records;

(2) The contractor maintains an effective indexing system to permit timely and
convenient access to the imaged records; and

(3) The contractor retains the original records for a minimum of one year after im
aging to permit periodic validation of the imaging systems.

b. FAR 4.703(d) allows contractors to transfer images from one reliable computer me
dium to another if the transfer process maintains the integrity, reliability, and security of
the original data and an audit trail is retained.

c. FAOs should test the contractor’s scanned images annually as part of an ongoing
audit being performed at the contractor (e.g., incurred cost, proposal audit, etc.). The test
ing should cover the previous 12-month period. Testing of scanned images should be per
formed at all contractors with over $100M Auditable Dollar Value (ADV) and select con
tractors with ADV below $100M based on a risk assessment documented in the FAO's 
permanent file under Section B-04, Audit Planning – Audit History. Examples of factors
to consider when determining if these procedures should be applied include the amount of
firm-fixed-price work, the contractor’s assessment as high risk for incurred cost sampling
purposes, and whether the contractor typically provides scanned images as supporting
documentation. 

d. The procedures performed during the testing of scanned images are intended to pro
vide reasonable assurance that we can rely on the scanned images during the course of our
audits (e.g., incurred cost, forward pricing, etc.). We generally will not perform testing to
the level required to determine the adequacy of system internal controls. If an auditor be
lieves these tests of controls are necessary, the auditor should elevate their concerns to
management to determine if it is appropriate to perform such tests. Without testing internal
controls (access and storage controls) related to the contractor’s imaging process, there is
going to be a risk that the records reviewed could have been altered since the time the
testing was performed. This risk is similar to the risk that the contractor has altered their
hardcopy documents from the time of creation to the time of audit. Therefore, if no IT
system audit has been performed to test the contractor’s internal controls, the auditor must 
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consider fraud risk indicators and other known risk factors in determining whether there is
a material chance that the scanned images have been altered since the time of testing. If
the auditor identifies significant concerns, the auditor will need to make a decision as to 
whether a scope limitation exists relevant to the lack of testing access and storage controls.

e. If we have not tested the contractor’s scanned images, auditors should determine if
the contractor has preserved the original documents. If the original documents were pre
served, auditors should test a sample of scanned documents to original documents to de
termine reliability. If the contractor did not preserve the original documents, auditors must
consider the contractor’s environment and review the permanent files for risk factors to
ensure there is no obvious reason we should not rely on the scanned documents. Assuming 
no significant risk factors are identified, the auditor should complete the assignment with
the scanned images, and determine if there is an impact on the audit opinion.

f. The Auditor should prepare a Memorandum for Record or summary detailed work
ing paper if the testing did not disclose a noncompliance. If the testing discloses a defi
ciency, perform procedures to fully develop the finding and make a determination if a
noncompliance with DFARS 252.242-7006 exists. If it is determined that a significant
deficiency/material weakness exists, open a 11090 Deficiency Report assignment to report 
your findings. The report should, at a minimum, cite noncompliance with DFARS 
252.242-7006(c)(1), Accounting System Administration, incorporating language into the
notes on how the noncompliances with FAR 4.703(c) and/or 4.703(d) caused the DFARS
noncompliance. Additionally, the report should comment on how the deficiency affects
the reliability of the scanned images. The memorandum, detailed working paper, or report
will be maintained in the respective permanent file under Section B-04, Audit Planning –
Audit History. 
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3-2S1 Supplement-Contractor Securities and Exchange 
Commission Reports 

The Securities and Exchange Commission (SEC) is an independent Government Agency 
created by the Securities Exchange Act of 1934. The laws administered by the SEC relate in 
general to the field of securities and finance, and seek to protect investors in their securities 
transactions. In addition to the 1934 Act, these laws include the Securities Act of 1933, the 
Public Utility Holding Company Act of 1935, the Trust Indenture Act of 1939, the Invest
ment Company Act of 1940, and the Investment Advisor's Act of 1940. The SEC also advis
es the Federal courts in corporate reorganization proceedings under Chapter XI of the Na
tional Bankruptcy Act. 

Under the 1934 Act, companies listing and registering securities on public trading ex
changes are required to register with the SEC. Following registration, such companies must 
file annual and other periodic reports to keep information in the original filing current. These 
reports are for public review and should be available to the auditor at the contractor's corpo
rate offices. The documents are also available for public inspection at the SEC Public Refer
ence Room, 500 North Capitol Street, NW, Washington, DC 20549. Copies may also be 
requested for a nominal cost at that address. Additionally, current annual and other periodic 
reports (including financial statements) filed by companies whose securities are listed on 
exchanges also are available for inspection in SEC's New York, Chicago, and Los Angeles 
regional offices, as are the registration statements (and subsequent reports) filed by those 
companies whose securities are traded over-the-counter and registered under the 1964 
amendments to the Exchange Act. Moreover, if the registrant's principal office is in the area 
served by the Atlanta, Boston, Denver, Fort Worth, or Seattle SEC regional offices, filing is 
required with the applicable regional office and reports may be examined there. 

In practice, major Government contractor registrants report in rather broad segments and 
large dollar amounts. As a result, there may be differences in the type and depth of infor
mation in periodic statements filed with the SEC and statements issued directly to stockhold
ers and the public. Accordingly, audits involving evaluation of contractor financial presenta
tions should include a review of the latest statements filed with the SEC. 

A brief summary of the various SEC reports most likely to be of interest to DCAA field 
units follows: 

a. Form 8-K (1934 Act)-Current Report. This form is required 15 days after which any 
one or more of certain specified events occur. Some of the events which, if significant, re
quire a report include: 

(1) changes in control of registrant, 
(2) acquisition or disposition of assets, 
(3) bankruptcy or receivership, and 
(4) changes in registrants certifying accountant. 

b. Form 10-K (1934 Act)-Annual Report. This is an annual report by companies having 
securities registered pursuant to the 1934 Act and companies which are required to file re
ports under the Securities Act of 1933. Form 10-K is to annually provide information which, 
together with the proxy or information statement sent to security holders, will furnish a rea
sonably complete and up-to-date statement of the business and operations of the registrant. 

c. Form S-1 (1933 Act)-Registration Statement (of Securities). This form is used for reg
istration under the Securities Act of 1933 of securities of all issuers for which no other form 
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is specifically authorized or prescribed, except that the form is not used for securities of for
eign governments or political subdivisions. The form includes a prospectus to inform inves
tors. It also includes other items which are required but need not be included in the prospec
tus, such as expenses of issuance and distribution, indemnification of directors and officers, 
and recent sales of unregistered securities. 

d. Form S-8 (1933 Act)-Registration of Securities to be Offered to Employees Pursuant 
to Certain Plans. This form is used for stock purchase, savings, or similar plans, and for 
registering the interests in such plans when required. 
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3-2S2 Supplement-Contractor Internal Revenue Service 
and State Taxes Reports 

State and Federal Tax returns are external reporting documents, that are independently 
reviewed and carry substantial penalties for misstatement. As such, they provide excellent 
confirmation of costs claimed on contracts. Mandatory annual audit requirement No.4 on 
tax returns and financial statements requires the auditor to review these returns and have 
written confirmation of this review in the incurred cost audit files. 

A brief summary of the various corporate Federal income tax return forms and sched
ules to be reviewed follows: 

a. Form 1120 ("U.S. Corporation Income Tax Return"). Every domestic corporation 
not expressly exempt from tax must file an annual income tax return. A tax return is re
quired even though there is no income or tax due and is an important source of infor
mation. Most corporations submit tax returns on Form 1120; small corporations may use 
Form 1120-A. Certain contract cost principles in FAR (depreciation, compensation costs, 
tax accruals and credits, etc.) contain reasonableness and allowability criteria directly re
lated to the following Federal income tax schedules which are part of the Form 1120. 

(1) Schedule A, "Cost of Goods Sold," provides data used in the computation of a 
total cost input (TCI) base and may be compared to the indirect cost rate proposal(s) if 
the contractor is not filing a consolidated return. The "Other Costs" section of Schedule 
A should be of particular interest to the auditor for unallowable costs. Schedule A also 
furnishes the method used for valuing closing inventory, which should be compared to 
permanent file data and to prior returns to identify any changes. 

(2) Schedule E, "Compensation of Officers," discloses executive compensation. 
This compensation may be reviewed for reasonableness and may be compared to SEC 
filing (Form 10-K) for any differences. 

(3) Schedule J, "Tax Computation," should be compared to prior years' returns for 
any possible organizational changes. 

(4) Schedule L, "Balance Sheet," should be reconciled to the general ledger. Net 
assets should be compared to CAS 414 submissions; financial ratios should also be veri
fied to determine and validate the "going concern" hypothesis. 

(5) Schedules M-1 and M-2, "Reconciliation of Income" and "Analysis of Re
tained Earnings," respectively, should be reviewed for any unusual entries. 

b. Form 1065 (“Partnership Return”). A partnership tax return on Form 1065 is re
quired even though the firm has no taxable income for a taxable year. No tax is ever paid 
by a partnership; Form 1065 is an informational return. The partnership return contains 
data similar to Form 1120 above. 

c. Form 1120S (“U.S. Income Tax Return for an S Corporation”). An S corporation 
(commonly referred to as a Sub S Corporation) is a domestic corporation that has elected 
to be taxed as an S corporation. The election permits the income of the S corporation to be 
taxed to the shareholders of the corporation rather than to the corporation itself. 

d. Form 5500, "Annual Return/Report of Employee Benefit Plan" is the basic annual 
reporting requirement for employee benefit plans with 100 or more participants at the be
ginning of the plan year (prior to 1999). Form 5500-C, the so-called "short form", was 
used for employee benefit plans with fewer than 100 participants, none of whom was an 
owner-employee. This tax form, along with payroll tax return forms (940/941), should be 
considered in reviewing contractor pension costs. The IRS segment interest rate used by 
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the contractor to compute the pension costs under “harmonized” CAS 9904.412 can be 
located on Schedule SB to Form 5500. 

e. Form 941, "Employer’s Quarterly Federal Tax Return." A contractor or employer 
subject to either income tax withholding or Social Security taxes, or both, must file a quar
terly return. Form 941 is the quarterly return form which combines the reporting of in
come and FICA taxes withheld from wages, annuities, supplemental unemployment com
pensation benefits, third party payments of sick pay, and other sources of income. It may 
also be used to verify total payroll and FICA tax expense. This form should also be re
viewed to disclose any possible inclusion of unallowable interest or penalties. This tax 
information is reliable because it can be reconciled to total employee salaries reported to 
the IRS. Also, the individual W-2 forms are reviewed by the employees. The contractor 
should be requested to reconcile total salaries and wages to Forms 941 if the contractor’s 
labor system has been determined to be inadequate due to deficiencies found in the con
tractor’s payroll preparation and payment control activities. 

f. Form 940 (Federal Unemployment Tax Return) This Federal tax form lists the actual 
state unemployment taxes paid. The Federal unemployment tax grants a credit for state tax 
payments, which are assessed by the state on the basis of historical probability that termi
nated employees of the contractor will file for unemployment compensation. The review 
of this form can be used to verify both Federal and state unemployment taxes and may 
also disclose the inclusion of unallowable penalties or interest. 

g. State Tax Returns - Individual state tax returns should be reviewed to determine that 
the amounts claimed by the contractor agree to the amounts paid, excluding penalties and 
interest. Only the state tax actually paid by filing date or extension thereof is allowable 
(FAR 31.205-41(b)(7)). 
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3-300 Section 3 --- Briefing of Contracts and Requests for Proposals 

3-301 Introduction 

This section, as part of the chapter on audit planning, presents guidance on: 
(1) briefing the provisions of contracts and requests for proposals which may af

fect the contract audit workload or other aspects of the FAO's work, 
(2) notifying contracting officers of contract provisions which may impede effec

tive contract audit or contract administration, and 
(3) implementing the DoD operations security (OPSEC) program. 

3-302 Contract Briefing System 

3-302.1 Objective of a Contract Briefing System 

Contract clauses are reviewed to determine the specific requirements for each contract 
to be utilized in determining allowability, allocability and reasonableness of costs billed to 
the Government. Complete copies of contracts and contract modifications are usually 
available from the contractor, Government contract administrators, and Electronic Data 
Access (EDA). EDA is a database which provides electronic access to the majority of 
recent DoD contracts. Contract briefs are prepared to abstract, condense, or summarize 
pertinent contract provisions for specific audit purposes. To facilitate repetitive reviews of 
contracts, briefs may be maintained in a permanent file (MAAR 3) and updated on a con
tinuous basis as contract modifications are received, or at the time of each audit depending 
on the frequency and type of reviews being performed. Generally, such briefs summarize 
information required in progress payment audits, interim voucher audits, FPI closing au
dits (including incentive fee computations) for fixed price contracts and final voucher 
audits, other incurred cost audits or reviews for cost type contracts, and defective pricing 
audits. 

3-302.2 Auditor Reliance on Contractor Prepared Briefs 

a. If the contractor's policies and procedures require contract briefs be prepared and it 
is cost effective to do so, evaluate this function to determine if reliance can be placed on 
the contractor's briefs (see 3-302.3 below). If reliance can be placed on the contractor's 
briefs, the basis for that reliance should be documented as discussed in 4-1000 and placed 
in the permanent file, including a recommendation for the review cycle of the briefing 
function (MAAR 3). The auditor will also need to analyze the contractor's internal con
trols for their use of this information to identify and segregate costs which are specifically 
unallowable under the contract provisions (see 8-405). 

b. If the contractor does not brief contracts, or if reliance cannot be placed on the con-
tractor's briefing function, the auditor should consider reporting this condition to the ad
ministrative contracting officer as an internal control deficiency. Also, if reliance cannot 
be so placed, the auditor will need to prepare briefs of the contracts. Special considerations 
in audits of selected contract types are provided in 3-3S1. 

c. The FAO-prepared contract brief or the auditor's documentation of the contractor's 
brief will be maintained in the permanent files or audit working papers as appropriate. The 
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briefs should be reviewed by the auditor or administrative personnel to assure that re
quired clauses are included, and clauses that are contradictory or confusing are clarified. 
Examples of such provisions are discussed in 3-304.1. Audit leads for special audit analy
sis can also be identified at this time. Contracts which have a mixture of cost-type and 
fixed-price provisions may be candidates for additional emphasis in floor checks or billing 
systems audits. Likewise, contracts with extraordinary terms affecting allowability may 
require special emphasis during audits or reviews of direct or indirect costs or billing sys
tems audits. 

3-302.3 Adequacy of the Contractor's Briefing System 

It is not appropriate to review the contractor's briefing system internal controls if it is 
determined that it is more economical and cost effective to have the auditor or administra
tive personnel brief the contract than it is to perform the systems audit. As a result, for 
some contractors, only portions of their system may be audited. The scope of the systems 
audit should be based on the number and type of contracts, the materiality of the contracts, 
results of prior internal and external review or other self governance type activity, audit 
leads, the extent of automation, and the type of reviews for which they will be used. The 
briefing system audit may be performed in conjunction with a billing system audit, con
tract administration review, or accounting system audit. Consider the following when 
evaluating the contractor's briefing system. 

a. Training. The contractor should provide adequate training to the employees involved 
in the briefing of contracts. Written policies and procedures should describe the content 
and frequency of the training. The course should include explanations of the types of con
tracts, the types of FAR unallowables, the special requirements for classified contracts and 
the attributes of the contractor's particular system. When evaluating the adequacy of the 
training, the auditor may review course material, review written documentation that the 
employees have been trained, review personnel records to determine prior qualifications, 
or interview employees to determine the extent of their training. Because the same person
nel may be responsible for briefings as well as the preparation of billings, review of this 
area may be performed simultaneously. 

b. Policies and Procedures. The contractor should have policies and procedures to 
describe what should be included in briefs, who will prepare briefs, who will approve 
them, and how they will be utilized for the various purposes for which they are pre
pared. The contractor may prepare preprinted or computerized forms which prompt the 
employee for common briefing items. Contract briefings generally include a synopsis of 
all pertinent contract provisions, such as contract type, amount, product or services to be 
provided, applicable cost principles, performance period, OPSEC measures (3-305), rate 
ceilings, advance approval requirements, precontract cost allowability or limitations, 
and billing limitations. When evaluating the briefs, the auditor should review the special 
considerations identified in 3-3S1 to determine adequacy. (For guidance on provisions 
impeding contract administration see 3-304.) The contractor may not brief all provisions 
of the contract, but may have alternate procedures. For example, if the contractor has 
adequate procedures for excluding unpaid costs from all interim vouchers, the applica
ble contract clause or reference to it may not be needed on the brief. 
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3-303 Requests for Proposals 

a. When audit of a contractor's price proposal has been requested (see 9-100), the FAO 
will brief the related request for proposal (RFP) to identify requirements that may affect 
the audit. The PCO should provide the applicable portions of the solicitation (RFP or re
quest for quotations (RFQ)) with the audit request, particularly those describing require
ments and delivery schedules. 

b. Include the auditor's briefing notes in the working papers for the proposal assign
ment. If OPSEC measures (3-305) are required, promptly inform all DCAA personnel 
who may be affected. 

3-304 Reporting on Provisions Impeding Effective Contract Audit or Administration 

3-304.1 Examples of Impeding Provisions 

The following are provisions of contracts or RFP/RFQs that may impede effective 
contract audit or contract administration and are therefore subject to special reporting: 

a. Defects in or omissions of required contractual provisions, such as omission of contract 
clauses requiring contractors to maintain adequate accounting records when cost determina
tions are a factor or providing the Government the right to audit. 

b. Undesirable or ambiguous provisions, such as provisions for rate changes or price 
redeterminations at times or under conditions which cannot be implemented or efficiently 
administered. 

c. Provisions which exclude portions of costs from verification, limit in any way the 
Government's right to audit, or restrict the scope of the audit. 

d. The award of a contract type incompatible with the contractor's accounting system 
(see FAR 16.104(h)). 

e. Contracts having the characteristics of cost-plus-a-percentage-of-cost contracts, 
such as negotiation of contract value after contract completion. 

f. Any other provisions which are not clearly stated and which may lead to subse
quent misunderstanding or dispute in the audit or in the administration of the pricing 
provisions of the contract. 

g. Provisions which are contradictory to or inconsistent with existing statutes or reg
ulations, including Cost Accounting Standards, and/or contractor practices, such as re
quiring that direct contract costs be allocated to multiple contracts. 

3-304.2 Reporting to the Contracting Officer 

If you find provisions in a contract or RFP/RFQ that may impede effective contract 
audit or administration, promptly notify the contracting officer, suggesting appropriate 
action. You should also coordinate with the ACO to obtain clarification on contract 
terms that are new to you, unclear, or you have questions on intent. 

3-304.3 Internal DCAA Reporting 

a. Differences between the contracting officer and the auditor which cannot be re
solved locally will be referred to the regional director by way of the regional audit man-
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3-305 

ager. The referral will advise the regional director regarding the basis of the disagree
ment and the actions taken to resolve the issue. The regional director will then decide 
whether direct communication with the responsible procurement office is needed. 

b. Where corrective action is not taken within a reasonable time and where the issue 
involved is deemed to have policy impact or may have a significant monetary impact, 
the regional director will submit a report to Headquarters, Attention PPD, containing the 
following information: 

(1) Summary of the situation and actions taken by the regional director. 
(2) Summary of discussions with the contracting officer. 
(3) Any other pertinent information. 
(4) The regional director's recommendations. 

c. Headquarters will advise the regional director of the actions taken on each case 
and the final resolution of the problem area. 

3-305 DCAA Implementation of the DoD Operations Security (OPSEC) Program 

a. The DoD OPSEC program, policy, and responsibilities are contained in DoD Di
rective 5205.2. The OPSEC program applies to DoD contractors participating in the 
DoD Industrial Security Program when such measures have been determined essential 
for the adequate protection of classified information with respect to a specific classified 
contract. The Head of the responsible DoD Component makes the determination as to 
the applicability of the OPSEC program requirements to the contract. Thus, the OPSEC 
program ensures the protection of DoD programs, operations, and activities by main
taining essential secrecy through the protection of classified materials and information. 
The guidance which follows constitutes DCAA's implementation of DoD Directive 
5205.2. 

b. Normally, FAOs will not need to have direct access to information in the DoD 
Directive; however, a copy may be obtained from a DoD publications distribution office 
if further information is desired. When briefing any classified contract or RFP/RFQ, 
carefully note any OPSEC measures required of the contractor. Required OPSEC 
measures may have an impact on the contractor's pricing and costing of a contract. Also, 
DCAA personnel must comply with any OPSEC measures required by a contract or 
RFP/RFQ. Direct questions concerning OPSEC measures to either the regional security 
officer or contract administration officials. 
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3-3S1 

3-3S1 Supplement --- Special Considerations in Audits 
of Selected Contract Types 

Cost Reimbursable Contracts 
T&M and Labor-
Hour Contracts 

Fixed Price 
Contracts 

1. FAR Citations 
FAR 52.216-7 FAR 52.232-7 FAR 52.232-16, 32.5, 

42.7 
Accrued Versus Paid Cost 
Billed costs do not include accrued costs (not 
paid) for items or services purchased directly 
for the contract. 

Same as cost reimbursable. Same as cost reim
bursable. 

For purposes of interim reimbursement. Al
lowable costs include recorded costs of items 
or services purchased directly for the contract 
for which the contractor has paid (small busi
ness concern may bill these costs even though 
the concern has not yet paid for them) and 
costs incurred, but not necessarily paid for 
materials issued from the inventory and placed 
into production, direct labor, direct travel, 
other direct in-house costs, allowable and 
allocable indirect costs, and progress payments 
or interim vouchers paid to subcontractors. 

Same as cost reimbursable 
for the ODC or material 
portions of the contract. 
Labor, applicable burden 
and profit is billed at a 
category rate applicable to 
actual hours or man days, 
etc. 

Same as cost reim
bursable. 

For final vouchers. Allowable costs include all Same as cost reimbursable The allowable amount 
paid costs, including reimbursable subcon for the ODC or material is the excess of the 
tracts and interdivisional transactions which portions of the contract. contract price over the 
must have been closed out and for which re- Labor, applicable burden amount required to 
quired final audits have been performed. and profit is billed at a 

category rate applicable to 
actual hours or man days, 
etc. 

liquidate progress 
payments. 

Delinquent Payments 
For interim vouchers. Billed costs do not in
clude accrued costs that the contractor is de
linquent in paying for in the ordinary course of 
business. 

Same as cost reimbursable 
for the ODC and material 
portions of the contract. 

Same as cost reim
bursable. 

Unallowable Cost 
Billed costs do not include unallowable costs. Same as cost reimbursable 

for the ODC and material 
portions of the contract. 

Same as cost reim
bursable. 

Pensions, etc. 
Billed costs do not include accrued costs of 
pensions, post retirement benefits, profit-
sharing or employee stock ownership plans 
that have not been paid at least quarterly (with
in 30 days after the end of the quarter). 

Same as cost reimbursable 
for the ODC and material 
portions of the contract. 

Same as cost reim
bursable. 
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Cost Reimbursable Contracts 
T&M and Labor-
Hour Contracts 

Fixed Price 
Contracts 

2. Ceiling or Funding Limitations 

Cost type contracts may set ceilings on indirect 
rates, on specific elements, and on contract 
line items. These ceilings may apply on an 
interim or interim and final basis. The contrac
tor cannot be reimbursed for costs in excess of 
the identified ceiling. 

Same as cost reimbursable. Not applicable. 

The contract will provide funding limitation 
amounts which are less than the contract value 
until the contract fully funded. These limita
tions are not to be exceeded on an interim 
basis and on a final basis the contract should 
not claim costs in excess of the estimated total 
amount stipulated in the contract. 

Same as cost reimbursable. Same as cost reim
bursable. 

See also 11-100 for guidance on the limitation 
of cost clause. 

Not applicable. See also 11-100 for 
guidance on the Limi
tation of Payments 
Clause. 

Progress Payment and 
Liquidation rates are 
specified in the con
tract. 

3. Cost Sharing Arrangements 

Contracts may identify percentages or absolute 
values in excess of which the Government will 
not reimburse costs. 

Not applicable. Not applicable. 

4. Retentions and Withholds 

Patent Rights and Technical Data Withholds. 
The contract may provide for temporary with
holding of amounts as reserves from payments 
otherwise due to the contractor, to assure per
formance of certain contractual requirements. 
FAR 27.305-2(e) provides that if the contrac
tor fails to furnish certain reports relative to 
inventions developed by the contractor under 
the contract, the contracting officer may in
voke the withholding of payments provision of 
the patent rights clause (52.227-13(g)) which 
states that the Government may withhold pay
ment until a reserve not exceeding $50,000 or 
5 percent of the amount of the contract, which-

Not applicable. Not applicable. 
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3-3S1
 

Cost Reimbursable Contracts 
T&M and Labor-
Hour Contracts 

Fixed Price 
Contracts 

ever is less has been set aside. Similarly, the 
clause in DFARS 227.473-5 provides for 
withholding of 10 percent of the allowable 
costs and fixed fee from payment on an interim 
basis when the contractor does not deliver 
certain technical data required by the provi
sions of the contract. 

Fee Withholds. For payments of the fixed fee 
under cost-reimbursement contracts, FAR 
52.216-8(b), 52.216-9(c) and 52.216-10(c) all 
provide for the withholding of the fee on an 
interim basis after payment of 85 percent of 
the fixed fee until a reserve is set aside in an 
amount that the contracting officer considers 
necessary to protect the Government’s interest. 
The reserve will be from 0-15 percent of the 
total fixed fee or $100,000, whichever is less. 
Based on the contract terms, the percent will 
be specified or determined at the discretion of 
the contracting officer. 

Not applicable. Not applicable. 

Not applicable. Hours Withhold. FAR 
52.232-7(a)(7) states that 
unless otherwise pre
scribed in the Schedule, 
the contracting officer may 
unilaterally issue a contract 
modification requiring the 
contractor to withhold 5 
percent of the amounts 
related to the billable 
hours, not to exceed a total 
of $50,000 for the entire 
contract. The withholding 
will apply to the billable 
hour portion only, and not 
to direct material or sub
contract amounts. The 
same provision for time
and-materials contracts 
also applies to indefinite
delivery-type contracts 
which may be identified by 
a “D” in the ninth position 
of the Procurement In
strument Identification 
Number (contract number). 

Not applicable. 
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Cost Reimbursable Contracts 
T&M and Labor-
Hour Contracts 

Fixed Price 
Contracts 

5. Required Frequency of Billing 

Interim vouchers and final vouchers on com
pleted or terminated contracts and subcontracts 
are submitted for payment on time intervals 
provided for by the contract for both negative 
and positive billings. The contractor may have 
threshold criteria that must be met in order to 
bill besides the time intervals provided below, 
such as a dollar value threshold. Gain an un
derstanding of the reasons for these other 
thresholds. 

Interim Vouchers. The contractor may submit Vouchers may be submit- Vouchers may be 
an interim invoice or voucher as work pro ted not more than once submitted only once a 
gresses (but generally not more often than every two weeks. A small month. 
once every two weeks for large contractors) in business concern may 
amounts supported by a statement of the receive more frequent 
claimed allowable costs for the period. payments than every two 

weeks. 
Final vouchers on completed contracts. The 
contractor shall submit a final voucher to re
flect the settled amounts and rate within 120 
days (or longer, as the contracting officer may 
approve in writing) after settlement of the final 
annual indirect costs rates for all years of the 
physically completed contract per FAR 
52.216-7(d)(5). Care should be taken that final 
or quick close-out rates (6-1010) are deter
mined, and subcontract or interdivisional 
transactions have been properly closed out. 

Same as cost reimbursable. Final invoices are 
submitted only once a 
month. 

Final vouchers on terminated contracts. On 
terminated contracts the final voucher may be 
submitted at the end of the vouchering out 
period (12-402) or after completion of the 
termination negotiations. 

Same as cost reimbursable. Not applicable. 

6. Profit or Fee 

Fees may be of the fixed, award or incentive 
type. Contract types and computational meth
odology are discussed in detail in FAR Part 16 
and DLAM Fees may be billed with cost or 
may be separately vouchered. 

These contracts provide for 
(1) billing direct labor 
(including subcontractor 
direct labor for T&M/LH 
contracts awarded on or 
after February 12, 2007) at 
negotiated hourly labor 
rates by labor category, 
which include all applica
ble burden and profit, and 

Profit may be fixed or 
incentive or the con
tract may require 
economic price ad
justments. Contract 
types and computa
tional methodology 
are discussed in detail 
in FAR Part 16 and 
DLAM. 
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Cost Reimbursable Contracts 
T&M and Labor-
Hour Contracts 

Fixed Price 
Contracts 

(2) billing other direct 
costs (ODCs); direct mate
rials on T&M contracts, 
and subcontract costs (in
cluding subcontractor 
direct labor for T&M/LH 
contracts awarded before 
February 12, 2007) at cost 
plus applicable burden (no 
profit). 

For interim payments. The contract terms 
specify how the fee will be computed on an 
interim basis. Generally, fee is billed as a per
centage of incurred cost until it meets any 
funding withhold limitations. (Fee withholds 
are explained in 4 above.) However, Award 
fees are generally the subject of a special con
tract modification and the specific amount to 
be billed is given. 

Profit is billed as part of 
the rate. 

Contract line items 
are billed at price 
unless progress pay
ments or advance 
payments are al
lowed. 

For final vouchers. The fee is calculated in Profit is billed as part of Contract line items 
accordance with the terms of the contract. the rate. are billed at price less 

any credit for liqui
dating progress pay
ments. 

7. Forms and Documentation Requirements 

The submission form (SF 1034 for paper 
vouchers or ‘Cost Voucher’ in Wide Area 
Workflow) is approved by the auditor or con
tracting officer. Detailed information concern
ing the preparation, submission and processing 
of these forms is presented in DCAAP 
7641.90. This pamphlet is available for distri
bution to contractors. 

Same as cost reimbursable. For progress pay
ments the SF 1443 is 
used. Instructions for 
the SF 1443 are on 
the back of the form. 

The contract generally identifies the cognizant 
DCAA office responsible for processing 
vouchers. 

Same as cost reimbursable. Not applicable. 

Special submission forms or data may also be 
identified at the same time. COTRs (Contract
ing Officers Technical Representative) may be 
identified and documentation and voucher 
routing requirements specified for their ap
proval of work performed. 
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Cost Reimbursable Contracts 
T&M and Labor-
Hour Contracts 

Fixed Price 
Contracts 

8. Performance Period. 

A contract may provide that it expires on a 
specified date, unless terminated before that 
date, and obligates the contractor to devote a 
specified level of effort for a stated time period 
(FAR 16.306(D)(2) and FAR 52.249-6(a)). 
The auditor shall not approve for reimburse
ment any costs incurred by the contractor sub
sequent to the expiration data stated in the 
contract, or in excess of contract limitations. 

Same as cost reimbursable. A fixed price contract 
requires specific de
livery dates for item. 
Missing these dates 
may result in penal
ties. 

9. Specified Completion or Delivered Prod
uct. 

A completion or delivered product specified in 
a cost-type contract normally commits the 
contractor to complete and deliver the speci
fied product within the estimated cost. In the 
event the work cannot be completed within the 
estimated cost, the Government may require 
more effort without an increase in fee (FAR 
16.306(D)(2) and FAR 52.249-6(a)). The audi
tor shall not approve for reimbursement any 
costs incurred by the contractor subsequent to 
the expiration date stated in the contract, or in 
excess of contract limitations. 

Not applicable. Not applicable. 

10. Other Provisions 

Overtime Premium. Overtime premium is 
probably the most frequently limited cost and 
is generally identified in the contract’s FAR 
clauses section, FAR 52.222-2. The clause 
identifies an amount from $0 upward in excess 
of which the contractor cannot bill. 

The contract may provide a 
category rate to be applied 
to overtime hours, the 
contract may specify the 
number of hours allowable, 
it may specify the type of 
work or type item it is 
allowable on, or who will 
approve it. 

Not applicable. 

Other. Other contract provisions are generally 
identified in the H-section of the contract. 
They may include allowance criteria or condi
tions (cost ceilings or time frames) for certain 
costs such as precontract costs (also see FAR 
31.205-32), costs incurred after the completion 
or delivery date specified in the contract, or 
costs incurred in excess of the contract 
amount. 
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3-3S1 

Cost Reimbursable Contracts 
T&M and Labor-
Hour Contracts 

Fixed Price 
Contracts 

First Article Approval. Not Applicable. Not applicable. A fixed price contract 
may require first 
article approval (FAR 
52.209-3 or -4) before 
the contract is eligible 
for progress pay
ments. 
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3-400 Section 4 --- Internal Control Audit Planning Summary (ICAPS) 

3-401 Introduction 

This section provides guidance on using the Internal Control Audit Planning Summary 
(ICAPS) to summarize the auditor's assessment of control risk and the impact on related 
contract audit effort. The ICAPS sheets are automated through the Internal Control Re
view System (ICRS) database. The ICRS database software should be installed and used 
at each FAO that performs any of the ten accounting and management system reviews 
listed in section 5-102 (e.g., FAOs cognizant of both major and nonmajor contractors 
where internal control reviews are performed). The ICRS software is described in detail in 
the “Help” menu, which is available through the applications menu options. For guidance 
on performing reviews of contractor accounting and management systems, and related 
internal controls, see Chapter 5. 

3-402 Background Information 

a. As discussed in 3-200, the auditor's assessment of control risk is a critical factor in 
determining the nature and extent of audit effort necessary to achieve the objectives of the 
individual audit assignment in an effective and efficient manner. To assess control risk, 
the auditor must carefully evaluate the controls over each significant contractor accounting 
and management system that could impact the scope of that particular audit. Due to the 
number of contract audits performed at some contractors, it is both impractical and ineffi
cient to duplicate all the audit steps necessary to assess control risk as part of each indi
vidual audit assignment. Therefore, separate audit assignments are established to evaluate 
each significant contractor accounting and management system, and the related controls, 
on a periodic basis. The results of these internal control audits are used by other auditors 
to plan the scope of related audit effort. 

b. The ICAPS is the primary means of communicating the results of the internal control 
audits to the auditors performing the related audit effort. It contains information pertaining to 
the control risk assessments resulting from the internal control audits, along with a brief de
scription of how these assessments may impact the scope of other related contract audit ef
fort. The ICAPS becomes part of the FAO's permanent file for use by other auditors to 
quickly understand the level of control risk associated with the contractor's accounting and 
management systems, and the potential impact on their individual audit assignments. The 
auditor performing related audit effort will consider the information included in the ICAPS, 
along with other risk factors, in determining the scope of related audit effort. 

3-403 Relationship of ICAPS and Mandatory Annual Audit Requirements (MAARs) 

a. A general discussion of MAARs appears in 6-105. A tabulation of the MAARs, in
cluding title, objectives, purpose, and principle CAM reference, appears in 6-1S1. 

b. Many MAARs require transaction testing and other auditing procedures that are likely 
to be covered during incurred cost audit assignments. The scope of such evaluations is af
fected by the strength of the contractor's internal controls and how current the audit experi
ence is in the area. Internal controls affecting the MAARs are summarized in the ICAPS for 
each related contractor accounting and management system. For example, internal controls 
affecting MAAR 6, Labor Floor Checks or Interviews, are summarized in the ICAPS for the 
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contractor's labor accounting system. It is often possible to reduce the scope of a mandatory 
evaluation when the contractor's internal controls in the area are strong. Conversely, it may 
be necessary to expand the scope of a mandatory evaluation to cover audit risks identified in 
the ICAPS. However, the focus of the auditor's efforts should be to work with the contractor 
and ACO to reduce risk ratings, rather than to continue performing expanded testing. 

3-404 Audit Policy on ICAPS 

a. At major contractors, a separate ICAPS will be maintained for each of the ten man
agement and accounting systems, identified in 5-102. However, control risk should only 
be assessed for those systems that process a material amount of transactions that are ulti
mately assigned to Government contracts. ICAPS will also be maintained for nonmajor 
contractors when internal control audits are performed for systems processing a material 
amount of transactions that are ultimately assigned to Government contracts. The ICAPS 
form is the summary audit working paper for the audit of the internal control system and 
related internal controls. Information from the forms should be retained in the permanent 
file via the ICRS database. 

b. Significant information contained in the ICAPS, either positive or negative, should 
be communicated to the appropriate auditors immediately (e.g., risk information on the 
ICAPS for the estimating system should be communicated to auditors performing audits 
of individual price proposals). 

c. Generally, since the ICAPS is intended to support the audit planning process, each 
ICAPS (including related continuation sheets) should stand on its own. Each ICAPS 
should contain sufficient information for auditors to determine the impact of the control 
risk assessment to properly plan the scope of other related contract audit activities. In most 
cases, it should not be necessary for auditors performing related audits to conduct detailed 
reviews of the internal control audit working papers to determine the impact of the control 
risk assessment on related audit activities. While the following paragraphs provide general 
guidance on completing the ICAPS form, auditors should exercise professional judgment 
in determining the exact nature and extent of information necessary to meet the needs of 
the auditors performing related audit effort in their individual audit circumstances. 

3-405 Preparation of the Internal Control Audit Planning Summary 

Figure 3-4-1 contains a generic copy of the ICAPS form. The specific ICAPS for each 
of the ten systems is delivered by APPS as part of the audit summary working paper A. As 
discussed above, a separate ICAPS form should be maintained for each significant con
tractor accounting and management system. The ICAPS form is updated during the nor
mal cyclical audit of each significant system and related internal controls. 

3-405.1 Materiality and Sensitivity 

As discussed above, DCAA is only concerned with assessing the adequacy of internal 
controls for those contractor accounting and management systems that may significantly 
impact the pricing, administration, or settlement of Government contracts. This section of 
the ICAPS provides information concerning the significance of each system for each Con-
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tractor Fiscal Year (CFY). In addition, it provides a brief summary of any sensitivities that 
may impact the scope of other related audit effort. 

a. Materiality is determined based on the importance of the contractor accounting or 
management system relative to Government contracts. While all major contractors gener
ally accomplish the functions associated with the ten accounting and management systems 
identified in 5-102, the materiality/significance of these systems will vary from contractor 
to contractor. Therefore, it is important for the auditor to understand the dollar value of 
transactions processed by the system and assigned to Government contracts, both flexible 
and fixed price, and their significance in relation to: 

(1) the total dollar value of transactions processed by the system, 
(2) total Government contract costs, and 
(3) total contractor operations. 

To illustrate, the auditor's determination of materiality for a contractor's labor system 
should consider the total dollar value (order of magnitude) of labor transactions (e.g., 
$100 million) processed by the system, in relation to the order of magnitude of the con-
tractor's total operation (e.g., $1 billion cost of sales). The auditor should also consider 
the Government's participation, both flexible and fixed price, in the system's transac
tions, as well as within the contractor's total operations. For example: 

System Contractor 
Total Dollars $100 million $1,000 million 
Gov't Flexibly Priced Dollars $ 20 million $ 80 million 
Gov't Fixed Price Dollars $ 25 million $ 170 million 

b. Sensitivity is determined based on how given matters will impact the judgment of 
the users of contract information. For example, inclusion of some unallowable costs 
(e.g., luxury yachts, dog kennels) have a more significant impact on users of contract 
information than clerical errors or inadvertent mistakes. In addition, some costs may be 
more sensitive than others due to congressional interest or other internal and external 
factors. The emphasis placed on consultant costs during the late nineteen eighties is an 
example of an external factor. Internal factors include events such as changes in the 
contractor’s corporate structure and implementation of major new software packages, 
such as ERP. Section I.2 of the ICAPS is designed to summarize any unusual or unique 
sensitivities applicable to the system in question. 

c. The auditor should carefully consider the system materiality and sensitivity in de
termining the timing, nature, and extent of internal control audit effort. If a particular sys
tem is not considered material for the current year, there is no need to assess control risk 
further. The basis for this assessment should be documented on the ICAPS and filed in the 
permanent files for reference and review/update in future years. 

3-405.2 Control Risk Assessment 

This section of the ICAPS is designed to summarize the auditor's assessment of control 
risk for each relevant control objective based on the results of the system audit. 5-109 
contains detailed guidance on assessing control risk. 

a. The auditor should first identify each of the relevant control objectives for the sys
tem being summarized. 5-300 through 5-1200 contains details regarding the relevant con-
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trol objectives for each contractor accounting and management system. For example, the 
relevant control objectives for labor accounting are covered in 5-900, and are summarized 
as follows: 

(1) Management Reviews 
(2) Employee Awareness Training 
(3) Labor Authorization and Approvals 
(4) Timekeeping 
(5) Labor Distribution 
(6) Labor Cost Accounting 
(7) Payroll Preparation and Payment 
(8) Labor Transfers and Adjustments 

b. For each relevant control objective, the auditor should summarize the control risk 
assessment (low, moderate, or high) contained in the detailed working papers for the sys
tem audit (see 5-109). 

c. The auditor should also indicate the system audit report number and date in which 
the control risk assessment for any control objective was most recently updated. As more 
current information becomes available, the auditor's assessment of control risk may 
change. For example, the contractor may correct a previously reported deficiency, or sub
sequent system audit effort may indicate failures to comply with established policies and 
procedures. In these instances, the auditor should update the ICAPS upon issuance of the 
system audit report that resulted in the change in the control risk assessment. Under no 
circumstances should the ICAPS be updated for potential changes in the control risk as
sessment that have not been formally reported. 

d. The last section of the control risk assessment requires the auditor to explain on con
tinuation sheets all moderate or high risk assessment ratings. Ratings of moderate or high 
risk should be supported by significant reported deficiencies. The auditor should provide 
sufficient information regarding the deficiencies to facilitate the planning of other related 
audit effort. Sufficient information should be provided for the auditor performing related 
audit effort to understand the nature of the deficiency that resulted in the moderate or high 
risk assessment. 

3-405.3 Overall System 

a. In addition to assessing control risk for each of the relevant control objectives, the 
auditor should determine whether the system is adequate to reasonably assure proper pric
ing, administration, and settlement of Government contracts. The determination as to 
whether the overall system is adequate or inadequate should be based on the significance 
of the deficiencies and the extent of reliance, if any, that can be placed on information 
coming out of the system. Making such a determination requires the exercise of consider
able audit judgment. A single significant deficiency/material weakness or the contractor's 
failure to accomplish a single control objective would render the entire system inadequate 
(see 5-109). 

b. The auditor's assessment of the overall system should be consistent with the audit 
opinion contained in the most current report on the system in question, and with the risk 
ratings assigned to the relevant control objectives. For example, in the case of a labor sys
tem audit, if high risk ratings have been assigned to labor cost accounting and labor trans
fers and adjustments, it would be expected that the overall system opinion would be inad-
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equate or inadequate in part. Although flash reports may be used as a basis for increased 
substantive testing recommendations for related audits, they should not be used as a basis 
for revising the control risk assessment or revising the assessment of the overall system. 
Any change in the auditor’s assessment of the overall system must be based on a written 
report on the audit of the internal control. 

3-405.4 Impact on the Scope of Other Audits 

a. The audit planning process involves not only assessing control risk, but also identi
fying the potential impact of these risk assessments on other related audit effort. Section 
IV of the ICAPS is designed to highlight the impact that the auditor's control risk assess
ment has on related audit areas. These audit areas are summarized as follows: 

(1) Contract Pricing 
(2) Defective Pricing 
(3) Incurred Material Costs 
(4) Incurred Labor Costs 
(5) Incurred Indirect/ODC Costs 
(6) Contract Reporting 
(7) Billings 
(8) Closeouts 
(9) Financial Capability 
(10) CAS 

b. The impact on the audit scope section should identify the general level (minimum or 
increased) and nature of substantive testing needed as a result of the control risk assess
ments. The minimum level of substantive testing is the level required when the auditor can 
be expected to rely on the contractor’s system for that particular audit area. The minimum 
level of substantive testing varies depending on the nature of the audit. Accordingly, the 
auditor performing the related audit must determine the minimum level of substantive 
testing (i.e., analytical procedures and/or transaction tests) for each related audit based on 
the particular circumstances of that audit. A recommendation for increased substantive 
testing in this section means substantive testing over and above the minimum level (not 
the level historically performed at the contractor) that may be required because a deficien
cy in the system results in an increased risk of material errors or misstatements. The extent 
of increased testing required for a particular related audit area will vary depending on the 
nature of the audit, and materiality and sensitivity considerations. Generally, assessments 
of low control risk should result in minimum substantive testing and assessments of mod
erate and high risk will result in increased testing. 

c. When increased substantive testing is recommended, sufficient information should 
be included on continuation sheets regarding the impact on the scope of other related 
audits. The amount of information required will vary depending on the nature of the 
deficiency resulting in the increased testing recommendation. The information should be 
sufficient to enable the auditor performing other related audit effort to determine the 
nature and extent of substantive testing required, including to the extent practical, in
formation regarding: 
• the types of errors that could occur as a result of the deficiency; 
• the types or classes of transactions that could be impacted by the deficiency; 
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• the circumstances under which the errors are likely to occur; and 
• the types of substantive tests that could be used to detect the errors. 
d. Generally, assessments of low risk should result in recommended reductions in the 

scope of related audits, unless the scope has previously been appropriately reduced, 
which should be documented and explained. Section IV of the ICAPS should also be 
used to communicate any additional information considered necessary to ensure proper 
consideration of control risk assessments in related audit effort. For example, this sec
tion should identify any flash reports that have been issued since the last full system 
audit was performed, and note the impact that the deficiencies in the flash report would 
have on related audits. This section should then be updated when the system audit fol
lowing up these deficiencies is completed (5-110c(3)). 

3-406 Updates and Revisions -- ICAPS 

a. Changes to the control risk assessments in the ICAPS should be based on reported 
conditions in system audits or follow-up system audits. Prior versions of the ICAPS 
should be retained in the permanent file for reference. In no circumstances should the 
control risk assessment (Section II) or overall system opinion (Section III) be updated 
unless there is a system audit report supporting the change. Flash reports, that disclaim 
an opinion (10-413.3b), should not be used as a basis for updating Sections II or III of 
the ICAPS. 

b. Since contractor internal controls are audited on a cyclical basis, it may become 
necessary to update Section IV of the ICAPS, Impact on the Scope of Other Audits, 
prior to the next scheduled system audit. For example, audits of individual pricing pro
posals may identify deficiencies in the contractor's estimating system that did not exist 
or were not identified at the time of the last system audit. In these instances, Section IV 
of the ICAPS should be updated to note/reference the reported deficiencies (e.g., flash 
reports) and reflect the impact on other related audit effort. The control risk assessment 
and the impact on other related audit sections should be updated when the FAO com
pletes the internal control audit following up the deficiencies (5-110c(3)). 

c. Auditors should also be alert for factors that may indicate the current control risk 
assessment may be invalid. These factors may include: 

(1) material amounts of questioned cost in individual audit assignments, 
(2) recurring questioned costs of an immaterial amount, 
(3) significant turnover in contractor personnel, 
(4) contractor reorganizations, and 
(5) flash reports. 

In these instances, it may be necessary to increase the scope of related audit effort. How
ever, the auditor should also consider performing a system audit (5-103a) to reevaluate the 
contractor's internal controls and encourage contractor corrective action for any identified 
deficiencies. Getting the contractor to correct the system is generally a more effective and 
efficient way to protect the Government's interest in the long run. 
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Figure 3-4-1 

Figure 3-4-1 
Internal Control Audit Planning Summary 

Assign. No.
 
Report Date
 

DEFENSE CONTRACT AUDIT AGENCY
 
INTERNAL CONTROL AUDIT PLANNING SUMMARY
 

FOR THE _ SYSTEM OF
 

(Contractor Name) 

.MATERIALITY AND SENSITIVITY 

1. Materiality (For CFY Ending: ) 

System Contractor 
Total Dollars 
Gov’t Flexibly Priced Dollars 
Gov’t Fixed Priced Dollars 

2. Sensitivity 

II. CONTROL RISK ASSESSMENT 

Control Risk Reference to 
Support Assessment 

Control Objectives 
1. 
2. 
3. 

Low Moderate High Report No./Date 

Include working paper references or explanation to support all risk assessments. Describe 
the significant reported system deficiencies that support all moderate or high control risk 
assessments on continuation sheets. 

III. OVERALL SYSTEM 

Adequate: __________ Inadequate: __________ 
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IV. IMPACT ON THE SCOPE OF OTHER AUDITS 

Reference to Continuation 
Sheet that Describes the Gen-

Required Substantive Testing eral Scope of Required Sub-
Audit Areas Minimum Increased N/A stantive Testing 
Contract Pricing 
Defective Pricing 
Incurred Material Costs 
Incurred Labor Costs 
Incurred Indirect Costs 
Incurred ODC Costs 
Contract Reporting 
Billings 
Closeouts 
Financial Capability 
CAS (Specify type – i.e., specific 
standard, D/S, or cost impact, of 
if increased testing is identified.) 
Other _________________ 

Where testing is indicated as increased, describe the general scope of the required substan
tive testing on continuation sheets. The information should be sufficient to enable the au
ditor performing other related audit effort to determine the nature and extent of substantive 
testing required (see CAM 3-405.4c). Also, describe on the continuation sheet any defi
ciencies in the contractor's system that did not exist or were not identified at the time of 
the last system audit (e.g., flash reports). 
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3-S20 Supplement 

3-S10 Supplement --- Reserved 

3-S20 Supplement --- Recommended Areas of Coverage for Audits of National 
Aeronautics and Space Administration Contracts (Ref. 15-106) 

3-S201 Introduction 

a. The following paragraphs set forth areas of audit coverage considered to be of 
importance in the audit of large dollar value NASA contracts. These areas have been 
suggested and identified by NASA procurement personnel as particularly significant in 
view of that agency's contracting policies and procurement management programs. It 
will be noted that with the exception of the special coverage set forth for NASA Form 
533, these areas would also normally be encompassed in the audit program of DoD ma
jor contractors. Consequently, the integration of proper coverage for these areas into the 
audit plan for contractors having a large volume of DoD and/or NASA auditable con
tracts should not present any additional work. 

b. The scope of audit and the extent of coverage to be accorded to the individual 
areas will be determined by the DCAA auditor, who is fully responsible for the devel
opment of the audit plan and its performance. In any event, it would be expected that the 
DCAA auditor would have carefully considered the matters presented below, to the end 
that the overall audit plan will provide adequate coverage of the contractor's total au
ditable activities and contracts. 

c. Where requests for special audit coverage or emphasis are received from NASA 
procurement or audit personnel, they should be considered in the light of the foregoing, 
for orderly performance in accordance with the audit plan. If performance of any such 
request will adversely affect accomplishment of the audit plan, the DCAA auditor will 
discuss the matter with the regional director prior to reaching a decision on the request. 
When deemed necessary, the regional director may also consult with Headquarters, 
DCAA, regarding the request. 

3-S202 Performance Controls 

In view of the technical ramifications of this area of activity, it is recommended that 
any performance problems disclosed be coordinated with responsible technical project 
personnel. Illustrative of the types of matters warranting attention and coverage are: 

a. Disproportionate relationship of production schedules to contractual delivery re
quirements. 

b. Excessive rework of subsystems, component parts, etc. In this connection, ascertain 
whether vendor-fabricated components reworked by the company should have been re
turned to vendors for rework or replacement at their own expense because of failure to 
meet specifications. 

c. Lack of consideration of available facilities and plant capacity in development of 
production schedules. 

d. Significant production slippages. The related impact on costs and personnel utiliza
tion should be explored and emphasized. The steps taken or planned, if any, to recoup 
schedule losses, etc., should be reported. 
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3-S203 Contractor Financial Management 

a. All actual and potential cost overrun conditions should be appropriately analyzed for 
each contract. To the extent feasible, explore and report the contributing factors such as: 

(1) Misunderstanding of work requirements. 
(2) Inadequate cost estimating procedures. 
(3) Ineffective coordination between the contractor's technical and administrative 

officials at the time that redirection of effort or changes in scope are undertaken. 
(4) Poor communication to or reporting among the prime and subcontractor repre

sentatives. For example, subcontractors sometimes incur cost overruns long before the 
prime contractor or NASA knows. Reports between the above, if made on a timely ba
sis, would in many instances predict the overrun or the underlying problems. 

b. Audit coverage of this area should include an assessment of the contractor's policies 
and procedures for development and maintenance of historical costs and forecast data to 
be used in preparing financial management reports, price proposals, etc. 

c. Review should also be made of the company's procedures for preparing annual com-
pany-wide budgets and for comparing on a periodic basis incurred costs with budget data 
(5-500). Matters which should be considered include the following: 

(1) Adequacy of budgetary controls for individual NASA contracts. In this con
nection, determine whether the estimated costs of individual projects, tasks, and de
partments, as included in the contractor's bid proposals, agree with (a) the amounts 
budgeted for the individual projects, tasks, and departments and (b) the total estimated 
costs shown in the Forms 533 or equivalent reports. Also, ascertain whether costs in
curred are accounted for in a manner to permit comparisons with the estimated costs of 
individual project tasks and departments, as shown on the contractor's price proposal 
and budget. The evaluation should cover the adequacy and reliability of the data gener
ated by the contractor's system as well as the use made of these reports by the contrac
tor. 

(2) The NASA FAR Supplement 4.675 provides for contractors to report periodi
cally on NASA Form 533 (Contractor Financial Management Report) to NASA field 
installations. This form is designed for contractors to submit their financial and man
power experience and projections. Contractors are required to furnish a separate report 
periodically for each NASA cost-reimbursement type contract on which the estimated 
cost is expected to be $500,000 or over and on which the period of performance is ex
pected to be one year or more. Contracting officers may also require submission of this 
report, where deemed advisable, for contracts not meeting these criteria. 

d. Auditors should selectively review the current reports for each contract as follows: 
(1) Current cost experience and engineering estimates are normally required to be 

used in reporting the estimated cost to complete the contract. The auditor should ascer
tain whether such estimates were used and whether the amounts reported in the form 
agree with the estimates. There should be logical explanations for any differences. 

(2) Where current cost experience and engineering estimates are not used, the au
ditor should evaluate the methods used for reporting the estimated cost to complete. In 
some instances, contractors arrive at these amounts by merely deducting the cumulative 
incurred cost to date from the total contract amount (exclusive of fee). This procedure is 
unrealistic, particularly where known cost overruns have already occurred in certain 
phases of contract performance. Since subcontract costs are often a substantial part of 
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the total, it is particularly significant that the contractor's procedures for obtaining real
istic subcontract data be reviewed for adequacy. 

(3) The auditor should ascertain whether the contractor's procedures for internal 
review of NASA Forms 533 prior to their issuance are adequate. For example, if the 
reports are prepared by the accounting department, they should, as a minimum, be re
viewed by the contractor's cognizant contract manager to insure their accuracy and cur
rentness. 

(4) Where there is a significant upward trend in labor costs, the reasons therefore 
should be ascertained and reported. Some of the reasons for this condition may be (a) 
improper controls over production methods, resulting in failure to detect inefficiencies 
or (b) increases in hourly rates without a corresponding increase in productivity. 

(5) Causes for excessive or unusual increases in overhead and G&A expense rates 
during the course of contract performance should be analyzed. Evaluate action taken by 
the contractor to control the rates. 

e. In some cases, the data and reports submitted to NASA are generated by a separate 
system from that used by the contractor for internal control of its functions and organi
zations. In these situations, the auditor should ascertain whether the data generated by 
the system used for contractor purposes are fully compatible with the data submitted in 
reports to NASA. All pertinent data should be reported to NASA regardless of whether 
required by the NASA reporting system. 

f. In those cases where PERT or an equivalent system is required by NASA for control 
of project operations, the auditor should evaluate the adequacy of the system to establish: 

(1) Whether duplicate PERT or related systems are being used by the contractor. 
The basic NASA-PERT system policy requires establishment of only summary-type 
networks and cost reports thereon. Use of the PERT system at lower levels is generally 
optional to the contractor. However, if PERT networks are developed at a lower level of 
detail than that required by NASA, determine whether the contractor's project managers 
are actually using the more detailed PERT system or relying on a separate system of 
their own. 

(2) Whether the costs of operating the NASA-PERT system are charged both as 
direct and indirect costs. Inasmuch as many of the activities associated with the opera
tion of the system are closely related to the general process of management, that is, pro
ject management, planning, scheduling, accounting, etc., all or at least the major portion 
of the costs should normally be indirect. In those cases where NASA contract costs are 
charged direct for activities which are normally treated by the contractor as indirect 
costs, similar costs directly applicable to the contractor's other business should be ex
cluded from indirect expense pools allocated to all work. 

g. A comprehensive plan by the contractor to control work performance is essential for 
effective financial management of R&D contracts. The plan should establish under each 
task and project, to the extent appropriate, a method for work surveillance. The method 
usually provides for the establishment of milestones which represent definitized progres
sive targets or stages to be reached during the progress of the work. For each milestone, 
records should be maintained to determine the effectiveness of performance by consider
ing variances between the target and actual dates and variances between estimated costs 
and actual costs. The following guidelines should be used to evaluate the contractor's ef
forts to manage work performance: 
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(1) For selected contracts, evaluate the adequacy of contractor management re
views of the progress of work performance. Audit evaluation should include an exami
nation of reports and/or minutes prepared to cover the reviews. Ascertain the extent that 
the reviews considered the correlation of the physical or technical progress of the work 
with the costs incurred. 

(2) Where the deliveries of items or completion of the tasks under the contract 
were past due, determine whether contract costs increased as a result of the stretch-out 
of work. 

(3) Ascertain whether time delays in completing phases of work were attributable 
to weaknesses in planning. For example, insufficient lead time may have been planned 
for the construction or acquisition of the necessary facilities to perform scheduled tests. 

(4) Evaluate the number and significance of engineering changes, considering 
such factors as the number of change orders issued and the justification given for the 
changes. Determine whether fixed fees were increased or decreased commensurately 
with the change in the scope of work. If the fee was unchanged, determine whether a 
decrease was warranted. 

(5) Examine the contents of technical reports issued under the contract to relate 
comments on technical progress to periodic financial reports. Is there evidence of tech
nical difficulties which are not adequately reflected in estimated costs to complete the 
contract? 

(6) Make arrangements to attend periodic NASA-contract or meetings on work 
progress. Relate problem areas discussed at these meetings with contents of periodic 
contractor reportings on costs and on status of funds. 

(7) Ascertain and evaluate the extent that contractor representatives maintain sur
veillance over subcontractor operations. Do subcontractors furnish prime contractors 
with periodic reports on technical and financial progress? Are such reports prepared in a 
manner compatible with the data required in the NASA Form 533? 

(8) Ascertain whether contractor representatives are required to prepare trip re
ports covering each visit to subcontractors. Evaluate the reports from the standpoint of 
business management functions. For example, where the need for additional funds to 
complete the work was reported, was appropriate action recommended and taken? Par
ticular attention should be given to whether the reports covered the status of physical or 
technical progress in relation to costs incurred. 

3-S204 Purchasing and Subcontract Practices at NASA Contractors 

a. Make-or-Buy Decisions 
Audit inquiry should be made into the contractor's policies and procedures in arriv

ing at make-or-buy decisions. Audit inquiry should cover the composition of the com
mittee or group responsible for such decision-making, the guidelines or factors to be 
considered in the decision process, and the nature of the documentation maintained in 
support of the decisions. Evaluate selected make-or-buy decisions. 

b. Subcontractor Selection and Subcontract Administration 
Many of the concepts relating to procurement activities by NASA in-house procure

ment elements have similar applicability to subcontracting and other purchasing actions by 
the prime contractor and higher tier subcontractors. The following are some of the signifi
cant points to be covered: 
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(1) The methods used by the contractor for selection of subcontractors and princi
pal suppliers should be reviewed to assure that appropriate consideration is given to 
adequacy of subcontractor facilities, financial capabilities, and technical know-how. 

(2) The type of subcontractual instruments used by the prime contractor should be 
evaluated as to their appropriateness in the individual circumstances (cost-type, incen
tive, time and materials, etc.) 

(3) The audit should establish that the prime contractor conforms with the re
quirements of the contract by obtaining necessary contracting officer approvals of sub
contracts. 

(4) The sufficiency of cost and price analysis by contractor personnel should be 
examined in the light of the extent of competition obtained. It should be ascertained 
whether subcontractors were required to furnish adequate details of cost and profit 
make-up to permit evaluation and comparison of prices quoted. The nature and extent of 
further negotiations with the supplier awarded the subcontract should be reviewed. Spe
cial attention should be given to those cases where the successful bidder was other than 
the low bidder to ascertain that sufficient justification existed for the award. 

(5) Selected subcontracts should be reviewed for possible ambiguities, absence of 
or revisions to standard clauses, contradictions of requirements, etc. For example, are 
delivery schedules in the subcontracts compatible with work requirements in the prime 
contract? 

(6) Are engineering change orders promptly transmitted to subcontractors and are 
price changes due to such change orders negotiated promptly and at reasonable prices? 

(7) Relative to (6) above, are delivery delays promptly pursued? 
(8) Are required technical, administrative, and financial reports submitted by the 

subcontractors to the prime contractor? Are such reports being used for subcontract 
management purposes? 

(9) Have necessary arrangements been made for contract administration, audit, 
etc., at the subcontractors for the interchange of pertinent information? 

3-S205 Inventory Management 

Effective inventory control is essential to assure a proper balance between inventory 
supply and production requirements. Among the matters to be included in the review of 
this activity are: 

a. Indications of overbuying, tying up funds in excess inventories which are not con
tributing directly to the current program. 

b. In establishing inventory requirements, is consideration given to the problems of 
frequent change orders obsoleting certain items? 

c. Does the contractor have a program for standardization of component parts as a 
means of reducing the need for separate buying for individual contracts? 

d. Items of material identified as excess, obsolete, or otherwise in long supply should 
be examined as to the cause of these conditions. Conversely, items in short supply 
should be similarly reviewed for causes. 

e. Are effective procedures used to evaluate the economic repairability of production 
rejects? 
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f. The contractor's procedures for disposal of scrap should be evaluated. For example, 
are classification procedures adequate to determine what is usable, salvage, or scrap; are 
competitive bids secured for sale of scrap? 

3-S206 Engineering and Scientific Manpower Utilization 

a. It is important to emphasize in this area that it is neither contemplated nor intended 
that the auditor evaluates technical performance as such. However, the auditor can, for 
example, be of substantial benefit in helping to ascertain whether the financial controls are 
adequate to assure that NASA is obtaining commensurate value, in terms of level of effort 
and output, from the cost input in this area. 

b. In light of the above, review in this area should cover: 
(1) The system of internal management controls established by the contractor to 

accumulate and report data with respect to time expended by engineering and scientific 
personnel and the progress made. 

(2) The reliability and completeness of the recorded data and the reports submitted 
to contractor and NASA management. 

(3) The action taken by the contractor's management to control direct engineering 
and scientific effort. 

(4) Coordination between technical and administrative personnel. 

3-S207 Facilities and Equipment 

Audit inquiry in this area should include such matters as: 
a. The relationship between the investment of the contractor and of the Government in 

facilities for contract performance. This relationship is significant in evaluating the rea
sonableness of fees in relation to estimated contract costs, since a relatively high Govern
ment investment should ordinarily be reflected in a lower rate of fee than would be the 
case where the contractor utilized its own facilities. 

b. Procedures used by the contractor to secure new and unused production equipment. 
Do such procedures include provision for attempting to secure Government-owned 
equipment? 

c. Are Government-owned facilities being used by contractors on commercial work for 
which a lease arrangement has not been effected? 

d. Is there any idle Government equipment at the contractor's plant? If so, has it been 
reported to responsible NASA officials? If not reported promptly, delays could result in 
contractors at other locations procuring like equipment unnecessarily. 

e. Is there evidence of unused or partially unused plant facilities? If so, what is the 
effect on the NASA contracts? For example, where only partial use is made of facilities, 
NASA may be inequitably sharing the fixed overhead applicable to the facilities. Re
view should also be made to ascertain whether the contractor is performing work on the 
same contract at more than one plant when adequate facilities and capacity are available 
at a single plant. 

f. What controls are exercised to assure that previously acquired capital assets reim
bursed by the Government are not considered in pricing subsequent procurement? 
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3-S208 Engineering Changes -- NASA 

This area is particularly significant in the light of its impact on costs and potential 
overruns. Audit analysis should therefore be directed toward: 

a. Evaluation of the contractor's procedures for the implementation of engineering 
change orders. Do the procedures provide for measuring the cost of the change (upward or 
downward) against the nature of the technical modification? 

b. Review of the contractor's estimating procedures to determine their reliability as a 
basis for negotiation of changes to the contract price. 

c. Is effective coordination established with subcontractors affected by engineering 
changes? Are costs of making changes at subcontractor's plants appropriately considered? 

3-S209 Indirect Costs - NASA 

Depending on the sensitivity and dollar significance of the indirect cost elements, audit 
coverage should encompass, in addition to the verification aspects, assurance that the con-
tractor's policies and procedures under which the costs were incurred are reasonable and 
whether management controls are effective in precluding the incurrence of excessive or 
unnecessary costs. Special attention should be given to such sensitive and controversial 
items as: 

a. Independent research and development and bid and proposal costs (see Selected 
Areas of Cost guidebook, Chapter 33). 

b. Bonuses 
c. Pension, and profit-sharing plans (see Selected Areas of Cost guidebook, Chapter 

53). 
d. Overtime costs (see 6-400). 
e. Executives' compensation (see 5-803.1). 
f. Recruitment costs (see 6-400). 
g. Pre-contract costs (see 6-200). 
h. Royalties and other costs for use of patents (see Selected Areas of Cost guidebook, 

Chapter 64). 
i. Travel and relocation expenses (see Selected Areas of Cost guidebook, Chapter 61 

and 72). 

3-S210 GAO Audits at NASA Contractors 

Information concerning GAO audit activities is understandably of particular interest to 
NASA management. Accordingly, report coverage should include appropriate data and 
commentary on such matters as: 

a. Have the NASA contracts been audited by the GAO from their inception to date? 
If so, the approximate dates of each audit should be indicated. 

b. The major GAO comments (oral and written), areas of interest, etc. 
c. GAO reports issued. Include title, number, date, major findings, chief recommen

dations, contractor responses, AF and Navy responses, NASA responses, action taken 
by the company, agency, contracting officials, auditors, etc. 
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CHAPTER 4 

4-000 General Audit Requirements 

4-001 Scope of Chapter 

This chapter presents general guidance and basic auditing concepts and techniques to 
assist the auditor in accomplishing the objective of contract auditing. Amplification of this 
guidance will be found in later chapters and appendixes. 

4-100 Section 1 --- FAO Coordination with Procurement and Contract 
Administration Personnel 

4-101 Introduction 

This section presents guidance on general coordination with procurement and contract 
administration personnel. 

4-102 Coordination with Contractor and Government Contract Administration 
Personnel 

a. The maintenance of effective communications and interface with the people with 
whom DCAA is involved on a day-to-day basis is an important aspect of the audit func
tion and is referenced in various sections of CAM. 

b. Periodic visits are made to various field audit offices by DCAA regional personnel 
(RD, DRD, RAM) in conjunction with reviews of the adequacy and status of audits per
formed by such FAOs. Occasional visits are also made to FAOs by members of the 
DCAA Headquarters staff in connection with their assigned duties. In view of the im
portance of effective communication, regional and Headquarters personnel should, during 
visits to FAOs, make a reasonable attempt to arrange for meeting with appropriate con
tractor and Government contract administration officials. The primary purpose of such 
meetings is to provide contractor and Government representatives with an opportunity to 
express their views on relationships with DCAA and any significant developments or 
problems where DCAA may be involved or be able to provide assistance. In addition, it is 
expected that significant audit matters and problems requiring the cooperation or assis
tance of contractor or Government contract administration personnel would be discussed 
at these meetings. Discussions should be informal and conducted with an objective of 
mutual benefit. 

c. In the case of visits to branch offices, it is contemplated that contacts would ordi
narily be limited to contractor representatives at suboffices visited and Government con
tract administration offices in the same locality as the branch offices or suboffices visited. 

d. Throughout each audit assignment maintain effective communication with Govern
ment contract administration personnel on significant matters, as necessary. Such commu
nication alerts officials to matters needing immediate attention and allows them to take 
corrective action before the final report is completed. Document all discussions in the 
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working papers, including date, participants' names and titles, and primary discussion 
points. 

4-103 FAO Participation in Procurement Meetings Prior to Receipt of Audit Request 

a. Prior to receiving an audit request, auditors may be invited by procurement repre
sentatives responsible for major procurements to attend meetings between the various 
stakeholders, e.g., the buying command, DCMA and the contractor. These meetings may 
occur early in the process, even before the contracting officer initiates a request for pro
posal (RFP). Auditors may participate in such meetings for the purpose of discussing gen
eral issues related to the procurement such as procurement schedule requirements, expec
tations on timely contractor support, and the identification of expected major subcontracts. 
In addition, auditors may provide general advice on what constitutes an adequate proposal 
and explain the FAR 15.408 (Table 15-2) requirements for adequate certified cost or pric
ing data. Auditor participation in meetings held for these purposes does not impair auditor 
independence. 

b. However, auditors are reminded that DCAA does not participate in meetings estab
lished to discuss proposal development, or review or provide input on draft proposals, 
which is a common practice for members of integrated product teams (IPTs). Regardless 
of the circumstances, auditors should always refrain from comments that could be con
strued as advising the contractor on how to develop its proposal. For example, auditors 
should not advise the contractor on specific methodologies for developing a cost element 
included in its proposal. However, auditors may advise the contractor that to be adequate, 
the proposal must include an explanation of the estimating process, including judgmental 
factors and the methods used in the estimate of that cost element. 

c. Prior to accepting an invitation to such meetings, the FAO should discuss these 
ground rules for DCAA participation with the procurement representative. In addition, the 
auditor should discuss the ground rules at the start of the meeting so that other attendees 
are aware of the limitations for DCAA participation. 

d. The FAO’s participation in procurement meetings should be documented in a mem
orandum for record (MFR). 

4-104 Establishing the Engagement/Acknowledgment/Notification Letter 

a. Upon receipt of the audit request, the auditor should hold discussions with the re
questor before beginning the audit to gain a clear understanding of the requestor’s needs, 
to identify specific areas of concerns, and to discuss how DCAA can best meet those 
needs and address the requestor’s concerns while complying with GAGAS. In some cases 
DCAA may be asked to perform an audit of only part(s) of a proposal rather than the en
tire proposal. The FAO should accept requests for audits of part(s) of a proposal. Howev
er, if the auditor is aware of risk factors that indicate additional part(s) or the entire pro
posal should be audited, the auditor should discuss those risks with the contracting officer 
and follow the procedures in 9-108. 

b. The auditor should acknowledge the request in writing (via e-mail) within five days 
of receipt. If the risk assessment is not complete, the e-mail should document the conver
sation from paragraph a. and indicate we will furnish an acknowledgment letter once the 
risk assessment is complete and we have coordinated an agreed-to date with the requestor. 
Buying Commands have stressed that they want a realistic date upfront so they can plan 
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the procurement and schedule the additional actions required before contract award. 
Therefore, in establishing an agreed-to date, the audit team should consider risk factors for 
the particular contractor and the engagement, and allow time for the necessary procedures 
and reviews. Other factors for consideration include: experience of the auditor, scheduled 
leave, and holidays. After considering these factors, the audit team should coordinate with 
the requestor to establish a mutually agreed-to date. Milestone plans can be a useful tool 
for the audit team to use in developing realistic due dates. Milestone plans are required for 
audits of all high risk proposals, major contractor incurred cost submissions, significant 
claims/terminations, and business system audits, but can be used as deemed necessary for 
other assignments as well. If the timeframe for completion identified by the audit team 
varies significantly from the needs of the requestor, the coordination of an agreed-to date 
may require involvement of regional management with the requestor and their chain of 
command. 

Once the risk assessment is complete, the FAO should issue an acknowledgement let
ter which includes the agreed-to report date and details regarding the scope of the services 
to be provided and other information required by GAGAS 6.07 (see CAM 2-303). The pro 
forma memo delivered by APPS (Acknowledgment – Notification to ACO.doc) meets the 
GAGAS requirements and should be used. That document is also available on the DCAA 
Intranet. For requested audits, the risk assessment should be completed as promptly as 
possible after receipt of the request and the walk-through of the proposal/submission by 
the contractor (see 4-302.1c). 

c. After committing to an agreed-to date, everyone involved in the audit needs to make 
every effort to ensure that we provide the audit on or before the date. The auditor should 
provide the completed work paper package for review with sufficient time to allow for 
completion of the necessary reviews. Independent reference, supervisory and other man
agement reviews also should be completed in a timely manner to ensure that we meet the 
agreed-to date. 

d. If the proposal is inadequate but the requestor still wants an audit of that proposal, 
auditors should follow the guidance in 9-205d. 

e. For audits that are not requested (e.g., incurred cost audits, postaward audits, and 
audits of contractor business systems), the auditor should contact the contracting officer to 
notify him/her of the audit commencement and discuss any concerns or other information 
that the contracting officer might have relevant to the audit. In addition, after the risk as
sessment is completed, a notification letter should be electronically transmitted to the 
planned recipient(s) of the audit report (using the pro forma memo Acknowledgment – 
Notification to ACO.doc which is delivered by APPS). 

f. Requests for agreed-upon procedures should be acknowledged using the AUP pro 
forma memo (DCAA_Acknowledgement_Letter_-_Agreed_Upon_Procedures.doc) which 
is delivered by APPS and is also available on the DCAA Intranet. Before issuing the 
acknowledgement letter, follow the guidelines in 14-1002.3, Establishing an Agreement 
on the Terms of the Engagement. 

g. Relevant discussions and meetings held during this phase of the audit should be 
documented in the working papers (e.g., discussions with the requestor/contracting officer 
regarding the clarification of the request and specific concerns). 
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4-105 Interim Discussions 

a. Continuous communication throughout the audit keeps the requestor/contracting 
officer informed of major preliminary audit issues and problems. Prior to such discus
sions, the auditor should coordinate with the supervisor to ensure there is agreement on 
the audit position. Since the audit is not completed, the auditor should not provide an 
audit opinion during these interim discussions but should clearly communicate the sta
tus of the audit to the requestor. 

b. As discussed in 4-104, the audit team will consider the risk assessment, the audit 
scope and the Contracting Officer’s needs and coordinate an agreed-to due date for the 
engagement. If for any reason we are unable to meet an agreed-to due date, the auditor 
or supervisor should call the requestor as soon as he or she knows it will not be met, and 
request an extension and assistance in resolving contractor delays as necessary. 

c. Occasionally, before an audit is completed, the requestor may ask the FAO to cancel 
the audit or change the scope of the audit or type of engagement (e.g., to an agreed-upon
procedures engagement, examining parts of a proposal or providing specific cost infor
mation). In certain limited cases, this may be appropriate, for example, if there is a change 
in circumstances that affects the requestor’s requirements or there was a misunderstanding 
about the nature of the original services or alternative services originally available. How
ever, before an auditor agrees to a contracting officer’s request to convert or cancel an 
engagement (e.g., agreed-upon procedure, examination, providing rate information or 
other nonaudit service), the FAO should consider the reason given for the request, espe
cially if the audit procedures are substantially complete. Under no circumstances should 
DCAA agree to a contracting officer’s request to cancel or convert an engagement to 
avoid a scope limitation, the reporting of an adverse or qualified audit opinion, or any 
other result that may be considered unfavorable. Generally, any changes that the requestor 
wants to make to their original request should be provided to the FAO in writing. The 
FAO should discuss the matter with the requestor to obtain a clear understanding of the 
reason for the request and explain any concerns regarding risk to the Government. The 
verbal discussion should generally be followed by written confirmation, either concerning 
the changes to the engagement that the FAO believes are appropriate or the reason why 
the change cannot be made. In addition, the matter should be elevated if necessary to re
solve any differences. 

d. All interim discussions with the contracting officer including coordination of a due 
date extension should be documented in the working papers. That documentation should 
include the date, participants’ names and titles, and primary discussion points. As dis
cussed above, some discussions should be confirmed in writing to the reques
tor/contracting officer. 

4-106 Exit Conferences and Release of Draft Audit Reports 

a. The auditor should invite the requestor/contracting officer to the exit conference, 
especially if there are major or complex audit issues. The information provided to the con
tractor at or in anticipation of the exit conference (i.e., draft report/results or, in the case of 
forecasted costs subject to negotiations, factual information) should be provided concur
rently to the requestor/contracting officer. (See 4-304 for guidance on exit conferences.) 

b. The FAO manager may approve the release of the draft audit report on a proposal to 
the contracting officer after the exit conference when it is anticipated that the final report 
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will be issued shortly. Such release may be made before the FAO manager completes the 
final review; if the FAO manager believes it is appropriate based on his/her involvement 
with the audit, and/or the complexity of the audit and the experience of the audit team. 
This allows the contracting officer to start developing the negotiation position, pending the 
issuance of the final report. The draft report should be clearly marked draft and also in
clude the following or a similar statement “Subject to change based on final management 
review until the final report is issued.” This draft report can be issued in Microsoft Word 
password protected format. 

4-107 Post Issuance Support 

After the audit report is issued, auditors should provide the contracting officer assis
tance as needed to understand the audit conclusions and rationale. Providing such assis
tance is a normal part of any audit and does not impair an auditor’s independence. Such 
assistance may involve answering questions informally, attending or otherwise supporting 
negotiations or attending DCMA Boards of Review. Documentation of support of negotia
tions or Boards of Review should be prepared in accordance with 15-404 and 1-403.4, 
respectively, and filed in Livelink in the same folder with the official audit working paper 
files (see 4-407e(9)). Detailed guidance on supporting negotiations is at 15-400 and on 
attending Boards of Review at 1-403.4. 

4-108 Negotiation Memorandum and Findings on Appeals 

a. FAR provides that the contracting officer shall forward to the cognizant DCAA 
auditor one copy of the negotiation agreement (e.g., price negotiation memorandum 
(PNM) (FAR 15.406-3(b)), Memorandum of Disposition of Post-award Audits (FAR 
15.407-1(d)), and Final Determinations on Contractor Appeals to DCAA Forms 1. In 
order to be timely and fully responsive to the needs of DoD management in providing 
information on audits, negotiations, etc., all field audit offices will establish formal fol
low-up procedures to ensure that copies of these contracting officer advices are timely 
received and promptly reported in the status reports required by Headquarters. For a 
contract awarded under competitive negotiation procedures, a PNM may not be pre
pared, but the information required by FAR 15.406-3(a) should be reflected in the eval
uation and selection document, to the extent applicable, and forwarded to the cognizant 
audit office that provided assistance. 

b. If the negotiation agreement (e.g., PNM) provided for by FAR 15.406-3(b) is not 
received by the auditor within 90 days following issuance of the audit report, and nego
tiations are known or expected to be completed (for price proposals, questioned costs 
should exceed $500,000 to warrant follow-up unless the pricing action has been selected 
for a defective pricing audit), the field audit office will request a copy of the document 
directly from the cognizant procurement or administration activity with a copy of the 
request to the FLA. If necessary, the field audit office should issue a second follow-up 
request, identified as such, within 90 days of the first follow-up request for the PNM. 
Upon receipt of the second follow-up request, the FLA will become responsible for all 
further follow-up until the contracting officer distributes the PNM. Where the FLA en
counters a continuing problem with timely distribution of PNMs, and corrective action 
is not effected, the FLA should elevate the matter for resolution by the region with its 
counterparts in the acquisition or administration activity. 
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c. Those activities with FLAs are listed in the FLA Locator on the DCAA Intranet 
site. 

d. Auditors at subcontractor locations also require similar information relating to prime 
contractor or higher tier subcontractor negotiations with subcontractors. This information 
is needed for postaward auditing, assessing performance, and reporting purposes. The 
auditor at the prime contractor or higher tier subcontractor location should ensure that 
maximum support is given to subcontract auditor requests. In the event a contractor refus
es to release the information for use outside its organization, it will be necessary for the 
auditor at the prime contractor or higher tier subcontractor sites to review the subcontract 
file and report pertinent information to the subcontract auditor. 

e. Follow-up is required for copies of Final Determination on Contractor Responses to 
DCAA Forms 1. 6-908c states that the auditor must have received a copy before a resub
mission voucher can be processed. 
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4-200 Section 2 --- Contractor Internal and External Audits 

4-201 Introduction 

This section provides direction for requesting, using, and monitoring access to contrac
tor internal and external audits. 

4-202 Access to Contractor Internal and External Audits 

a. The auditor's evaluation of a contractor's internal controls, pursuant to 5-100, may 
disclose, particularly at a major defense contractor location, that a contractor maintains a 
highly professional internal audit staff. In addition, the majority of larger contractors also 
engage an external public accounting firm to conduct an audit of their financial statements. 
While these internal and external auditors' final audit objectives are not the same as 
DCAA's, the information contained in their reports may be useful to DCAA in the course 
of our audits. The audit team, as part of the risk assessment, should ask contractor man
agement if any internal audits were performed and request a summary listing of the inter
nal audits that would assist in understanding and evaluating the efficacy of the internal 
controls relevant to the subject matter of the audit. If relevant internal audits are identified 
the auditor should follow the guidance in section c through f below when requesting inter
nal audit reports. 

b. SEC registered public companies are subject to additional certification and reporting 
requirements as a result of the Sarbanes-Oxley Act of 2002. These companies are required 
to certify to the financial and other information contained in the quarterly and annual re
ports filed with the SEC, and are to include with their annual filing, a report of manage
ment on the company’s internal control over financial reporting. They are also required to 
include with the annual report the independent auditor’s attestation report on manage
ment’s assessment of the company’s internal control over financial reporting. As a result, 
public companies and their independent auditors may now perform additional audit effort 
to support the certification and reporting requirements. Auditors should be aware of the 
potential for increased opportunities in reviewing these audits as part of their audit risk 
assessment. 

c. The 2013 National Defense Authorization Act (NDAA) states that DCAA can use 
the internal audit reports for evaluating and testing the efficacy of contractor internal con
trols and the reliability of associated contractor business systems. The law not only allows 
the use of internal audits to assess the contractor’s business systems; it also allows the use 
of internal audits to understand the efficiency of the contractor’s internal control which we 
do as part of our risk assessment in every audit. Internal audit reports should not be used 
for other purposes. Requests for internal audit reports will only occur when the audi
tor/supervisor can demonstrate how the report may support the risk assessment or audit 
procedures in a current, on-going audit (i.e., there must be a nexus to your current audit 
effort). 

d. The NDAA requires DCAA maintain appropriate documentation of requests for 
access to defense contractor internal audit reports. At a minimum, it requires DCAA main
tain the following: 

(1) Written determination that access to such reports is necessary to complete re
quired evaluations of contractor business systems. 
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(2) A copy of any request from the Defense Contract Audit Agency to a contractor 
for access to such reports. 

(3) A record of response received from the contractor, including the contractor’s 
rationale or justification if access to requested reports was not granted. 

e. The NDAA also requires DCAA include appropriate safeguards and protections to 
ensure that we do not use the contractor internal audit reports for any purpose other than 
understanding, evaluating, and testing the efficacy of contractor internal controls and the 
reliability of associated contractor business systems. DCAA should handle internal audits 
obtained from contractors in accordance with the procedures outlined in CAM 1-507, Se
curity Requirements for Contractor Information, as well as the additional safeguarding 
requirements below. 

f. In order to meet the requirements of the 2013 NDAA, the following reporting re
quirements and safeguards over contractor internal audits are established. 

(1) Contract Audit Coordinator (CAC) and Major Contractor Offices. CAC offices 
and FAOs at major contractor locations will establish a central point of contact (POC) and 
a process to obtain and monitor access to and use of internal audit reports. If a segment of 
a CAC has its own internal audit department, the local FAO responsible for that segment 
should designate its own POC. The segment POC should coordinate with the overall CAC 
POC to ensure no duplication of effort. The segment POC must also support any segments 
reporting to their segment. The semi-annual report for each CAC location should include 
all documentation related to that CAC; therefore, POC’s at segment locations must be sure 
to provide the documentation necessary to the CAC POC prior to the end of the reporting 
period (see g below). The process to obtain and monitor access to and use of internal audit 
reports will include a method for tracking requests for internal audit reports and working 
papers, when needed, and the contractor’s disposition of these requests. The central point 
of contact will: 

(a) Coordinate with the contractor and obtain a semi-annual summary level list
ing of all internal audit reports issued. The summary document should contain sufficient 
descriptions to ascertain whether the internal audit may affect Government contracts. 

(b) Review the summary list of internal audits and use the list in discussions 
with the contractor to identify internal audits that are relevant to the subject matter of the 
DCAA audits. If the summary is not adequate to determine which internal audits may af
fect Government contracts, coordinate with the contractor to obtain the necessary infor
mation. 

(c) Provide the summary list to the CAC Network or the FAO’s audit teams 
responsible for audits of the contractor for use when inquiring about relevant internal au
dits during the audit entrance conference as part of the risk assessment. 

(d) Send a request to the contractor for access to the internal audit reports and/or 
working papers considered pertinent for performing the audit and coordinate with the con
tractor to obtain access to the internal audit report (i.e. some contractors provide copies of 
the reports; others provide access to the report for the purpose of taking notes.) The re
quest should describe the scope of the DCAA audit. It should explain why the internal 
audit would assist in: 1) understanding and evaluating the efficacy of the internal controls; 
and 2) assessing risk for the controls relevant to the audit. Additionally if the contractor 
provided a copy of the report to DCAA for a prior audit, the request should seek the con
tractor’s agreement for the point of contact to provide access to the report for the current 
audit. 
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(e) Safeguard the internal audit report or notes taken on the content of the report 
(see CAM 1-507 for more information on handling contractor proprietary information). 

(f) Implement a process to track auditor’s requests for internal audit reports and 
the contractor’s response to the requests. 

(g) Provide the Region a semi-annual summary of all requests for internal audit 
reports. The summary should be grouped by contractor and include the contractor’s re
sponse to each request, the audit assignment that required access to the internal audit re
port, and the usefulness of the internal report. If a CAC segment is tracking and monitor
ing at a local FAO, their semi-annual summary must be provided to the overall CAC POC 
to allow sufficient time for consolidation and submission to Headquarters by the due date 
discussed in f(2) below. 

(2) Regional Offices. The Region will consolidate the POCs submissions by con
tractor. The consolidated Regional semi-annual reports are due to Headquarters on June 
1st and December 1st (email to DCAA-PPS@dcaa.mil). The June 1st report should in
clude information on requests still open from prior periods and new requests through April 
30th. The December 1st report should include information on requests still open from 
prior periods and new requests through October 31st. 

(3) Field Offices. The FAO audit team will: 
(a) Determine if access to the internal reports is necessary (a nexus is estab

lished) to complete the evaluation of the internal controls to support the risk assessment or 
audit procedures related to the subject matter of the audit. 

(b) Coordinate with CAC or FAO point of contact to request access to pertinent 
reports. The request should include information on how the internal audit report is relevant 
to the DCAA audit. 

(c) Review the internal audit reports and determine if sufficient information is 
contained in the report for use in identifying risk in audit assignments. In order for the 
internal audit report to be useful in audit planning, the auditor needs to understand the 
scope of the review, the reported deficiencies and any recommended corrective actions. If 
sufficient information is not included in the report, coordinate with the CAC or FAO point 
of contact to request access to the contractor’s audit working papers for review. 

(d) Summarize and reference the contractor internal audit reports in the work
ing papers and discuss how the audit reports affected the audit plan. Do not include the 
contractor internal audit report in the working papers or the local perm files. 

(e) Provide follow up information to the CAC or FAO point of contact regard
ing usefulness of internal audit reports for his or her use in updating the semi-annual 
summary of internal audits request report. 

(4) For non-major contractors, a formal tracking process or a central point of con
tact is not mandatory. However, when requesting access to internal audit reports auditors 
should comply with the requirements of the 2013 NDAA discussed in paragraph d and the 
guidance in paragraph f(3)(a) through (d) above. 

(5) When the contractor denies access to internal audit reports, the CAC or FAO 
manager will implement Access to Records procedures (1-504.5). 

4-203 DCAA Response to Accounts Receivable Confirmation Requests from CPA 
Firms 

a. Auditors occasionally receive requests from CPA firms to confirm the amounts 
represented by their clients as receivables due from the Government. These requests 
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normally apply to contracts where provisional approval for interim payment of costs 
incurred to date is DCAA's responsibility. Confirmation of receivables is a generally 
accepted auditing procedure whereby the CPA seeks to verify the existence and accura
cy of the dollar amounts reported as accounts receivable on the contractor's financial 
statement. Under Government contracting, it may be expected that the CPA will request 
positive rather than negative confirmation; in either case, it is DCAA policy to 
acknowledge each request. 

b. Contractors usually establish a receivable under cost-reimbursement type con
tracts, in the amount of a public voucher, at the time it is submitted to the auditor. How
ever, we cannot reasonably determine the exact timing of contractor payment by the 
disbursing office or the total amounts unpaid at any prior point in time. Furthermore, 
public vouchers represent claims for interim payments which are provisional in nature 
and subject to retroactive adjustments at any time prior to approval and payment by the 
Government of the contractor's completion voucher. Therefore, the auditor is not in a 
position to issue an unqualified confirmation of accounts receivable amounts, and could 
not issue a qualified confirmation of outstanding billings without the disbursing office 
coordination. 

c. A confirmation request may also include contract billings which are not subject to 
audit approval, such as for progress payments, economic price adjustments, or deliveries 
under fixed-price type contracts. It is not appropriate for DCAA to expend any effort 
attempting to confirm such billings. 

d. Because of the above considerations, auditors will not attempt to confirm amounts 
claimed by contractors as due from the Government. Tactfully and promptly 
acknowledge a CPA's confirmation request by letter, with a brief statement as to why 
we are not in a position to confirm a contractor's accounts receivable. Also provide, if 
available, the name and address of the Government disbursing office where additional 
information may be pursued if the firm so desires. For example, the acknowledgment 
might read: 

"We acknowledge receipt of your confirmation request dated August 15, 20XX, con
cerning amounts represented by the XYZ Company as due from the Department of the 
Army as of July 31, 20XX." 

"Until completion of a cost-reimbursement type contract and later final settlement 
of the costs, we are not in a position to confirm that amounts claimed by a contractor are 
payable under the contract. Also, under any type of Government contract, we cannot 
determine the unpaid billed amount at any prior point in time because we do not main
tain records of payments made. If you wish to pursue confirmation of the outstanding 
billed amounts, we suggest that you address your inquiry to the Army Finance Office, 
(address)." 
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4-300 Section 3 --- Conferences with the Contractor (Entrance, Interim, and Exit) on 
Audit Plans and Results 

4-301 Introduction 

a. This section provides guidance on audit conferences with the contractor. It states the 
basic requirements for and the extent and nature of discussions during entrance, interim, 
and exit conferences in general and under each type of audit assignment. 

b. The DCAA Management Information System (DMIS) User Guide provides addi
tional information on coordinating with contractors and contracting officers during the 
preparation of the requirements and future plans. 

c. Guidance on annual program plan conferences with contractors is contained in 3
100. 

d. Regarding contractor conferences in the mobile audit environment, see supplemen
tary guidance as follows: (1) supervisory auditor participation (see 2-302.2), (2) branch 
manager participation (see 2-302.2). 

e. Special guidance on preliminary conferences after a contract termination (before the 
contractor submits a settlement proposal) is in 12-205. 

f. Special guidance on preliminary conferences when performing concurrent incurred 
cost audits is contained in 6-107.2. 

g. Conduct all discussions with contractors with objectivity and tact in a forthright, 
professional manner. 

4-302 Contractor Conferences - Entrance 

4-302.1 General Procedures for Entrance Conferences 

a. Except as provided in 4-302.4, hold an entrance conference with the contractor's 
designated representative(s) at the start of each separate audit assignment (or each group 
of assignments to be covered in a single field visit). (See 4-302.1c regarding the “walk
through” of the contractor’s assertion that should generally take place either before or 
during the entrance conference.) Document the date, participants' names and titles, and 
primary discussion points, including specific identification of requested data to control 
what was requested and provided during the audit. The significance or sensitivity of the 
assignment will dictate the level and number of audit personnel who should attend the 
conference. 

b. As a minimum, explain the purpose of the audit, the overall plan for its performance 
including the estimated duration, and generally the types of books, records, and operations 
data with which the auditor will be concerned. If applicable, the following matters should 
be handled during or shortly after the entrance conference: 

(1) Make arrangements for any necessary work space and administrative support. 
Primarily, this applies to mobile assignments; however, auditors in a resident office or 
suboffice may also need temporary space in a particular operating location to effectively 
accomplish the audit. 

(2) Ask the contractor to designate primary and alternate officials with whom audit 
matters are to be discussed during the course of the assignment. However, make it clear 
that such an arrangement does not preclude access to other knowledgeable contractor per
sonnel as needed during the audit. Also make it clear that these arrangements should not 
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cause delays or extra audit work (hence the advisability of having named alternate offi
cials to expedite the audit should the primary official be unavailable). Complex, detailed, 
and time consuming procedures, such as requiring all data requests be written and/or fun
neled through a single individual only, are an obstruction to efficient audit operations. 
Contractor representatives' actions which unreasonably restrain, restrict, or delay the audit 
should be processed using the denial of access to records procedures set forth in 1-504.3. 

(3) Discuss, or obtain a briefing on, the contractor's proposal(s) or other cost repre
sentation(s) to clarify any preliminary questions, understand the basis of each submitted 
cost element, and learn the nature and location of supporting data. Follow-up on items 
discussed at a separate walk-through meeting if applicable (see 4-302.1c2 below). 

(4) Visit all office and/or plant operating areas used in performing current and pro
posed contract(s). 

(5) Arrange to review the planning documents, working papers, and audit reports of 
the contractor's internal and external auditors for any audits or reviews performed or 
planned that should be considered as part of the DCAA audit. See 4-202 for guidance on 
coordinated efforts with the contractor's auditors. 

(6) Arrange for any needed IT audit assistance (see 4-500). 
(7) When the assignment involves a subcontractor's cost representation(s), resolve 

any restrictions on release of audit findings and report information to higher-tier contrac
tor(s) per 9-106.4. 

(8) Do not enter into written agreements with contractors, or affix concurrence sig
natures to contractor letters, which contain procedural arrangements that inhibit and/or 
delay the audit performance or restrict the reproduction of necessary supporting evidential 
matter. 

c. At the commencement of the audit, the contractor should provide Government repre
sentatives (e.g., DCAA, ACO, and PCO) with a “walk-through” of its assertion (e.g., for
ward pricing proposal, incurred cost submission). The walk-through should generally take 
place after the auditor performs an initial adequacy review of the contractor’s assertion 
and may occur either before or during the entrance conference. At these meetings, the 
contractor should fully explain its assertion and allow the audit team to ask questions to 
fully understand the contractor’s assertion. This process will facilitate the early identifica
tion of any inadequacies with the contractor’s assertion that need to be addressed. For 
example, where the request relates to a forward pricing proposal, the contractor should 
perform a walk-through of the proposal for the Government after proposal submittal and 
preliminary review by the Government. This provides an opportunity for all stakeholders 
to understand the composition of the proposal, identify any obvious data omissions, and 
may indicate whether the proposal contains inadequacies or if there are other issues that 
must be addressed before audit and/or negotiations (e.g., the contractor has not finished its 
price/cost analysis of subcontracts). Having the requestor participate in the walk-through 
will help to expedite the appropriate action if the proposal is not adequate or there are 
other issues that require the requestor’s assistance. The auditor should document the walk-
through meeting in the working papers. 
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4-302.2 Special Considerations for Entrance Conferences on Major Operations Au
dits 

a. Hold a planning meeting with the contract administration office technical special-
ist(s) in advance of the joint entrance conference with the contractor, whenever technical 
assistance is being provided or a joint review/audit is being conducted. The technical spe
cialist(s) should help develop the entrance conference agenda, such as identifying neces
sary data to be requested from the contractor. Also invite the specialist(s) to participate 
actively in the conference itself. 

b. Notify the contractor's management several weeks before starting an operations au
dit or other system audit. This notice may be oral or in writing depending on resident 
working arrangements (4-302.4). 

c. As applicable, mention the following matters during the initial contact before the 
entrance conference, and follow up during the entrance conference on each major system 
in addition to those matters common to all assignments (4-302.1). 

(1) Request the cooperation of the contractor's top management and operating area 
management to expedite the audit. 

(2) Give the contractor's management personnel an opportunity to explain how they 
have discharged their responsibilities to establish and maintain adequate internal account
ing and administrative controls in the area being audited. 

(3) Request the contractor to identify all reports and analyses used by any manage
ment level to evaluate and control the effectiveness, economy, and efficiency of the audit 
area. 

(4) Request the contractor to provide an informational briefing on the organization 
and operations involved in the area to reduce the audit time. Such briefings may cover: 
organizational assignments affecting the area; system descriptions and/or flowcharts of 
transaction flows and system controls; and any identified problems and planned corrective 
actions or other planned changes in the area. 

(5) Explain in advance the DCAA procedures for submitting draft statements of 
conditions and recommendations, and establish time frames for the contractor's written 
responses (see 4-304.5b). 

4-302.3 Contractor Notification Letter 

a. GAGAS 6.07 requires auditors to communicate certain information regarding the 
audit, in writing to the contractor during the planning phase of the audit (see CAM 2-303). 
In order to fully comply with the GAGAS requirements auditors should provide the re
quired information in a notification letter to the contractor using the pro forma letter deliv
ered in APPS (W/P 11b – Contractor Notification Letter.doc). The letter is also available 
on the DCAA Intranet. The contractor notification letter will generally be addressed to the 
management official who signed the proposal or submission or who is responsible for 
overseeing the subject matter under audit when there is no proposal or submission. Be
cause the letter provides an estimated report issuance date, generally it will need to be 
issued after completion of the risk assessment. The contractor notification letter does not 
replace the entrance conference. 

b. The notification letter to the contractor on major system audits and other major audit 
assignments should also confirm the arrangements made and significant matters discussed 
at the entrance conference. Keep the letter's tone courteous and express appreciation for 
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the arrangements made. However, make it clear that the arrangements should not in any 
way restrict access to records or personnel necessary to the audit performance. Predeter
minations of all records, facilities, contractor personnel, etc. that may be needed before 
starting an audit are not possible. 

4-302.4 Resident Working Arrangements for Entrance Conferences 

a. Where auditors are assigned full time at the contractor site, it is usually desirable to 
establish local working arrangements for entrance conferences with the contractor. For 
example, some contractors may require that the auditor contact certain key personnel be
fore starting specific types of audits (see 4-302.1b.(2)). The contractor may designate a 
permanent Government liaison representative for audits of a general nature, or the contrac
tor's controller as the contact point for any financial system or compliance type audit and 
the chief of estimating as the principal contact for price proposal audits. A contractor 
might also desire a formal entrance conference only on major or nonrecurring audits while 
price proposal audits or other recurring audits are handled in a prearranged manner. 

b. Working arrangements should be established only upon full mutual concurrence 
of the contractor and the FAO manager. They should not be permitted to restrict access 
to records or otherwise limit the audit scope. They should expedite the audit and not 
become so cumbersome as to cause delays or extra work. 

c. Do not sign agreements for local working arrangements. If documentation is nec
essary, a confirming letter may be issued by the contractor, subject to cancellation or 
revision at any time upon the auditor's request. Make it clear that the auditor will bypass 
the arrangements anytime that they impede the audit. Additionally, do not enter into 
written agreements or affix concurrence signatures to contractor letters containing any 
access to records provisions. Understandings with contractors on reasonable conditions 
and procedures for the conduct of an audit shall not prejudice DCAA's access rights to 
perform audits and shall not be formalized in written agreements signed by DCAA rep
resentatives. 

d. As a minimum, the FAO Manager will hold periodic conferences, usually more 
than one a year, with the appropriate level of contractor's representatives. Invite contract
ing officers as appropriate to attend these conferences. At such conferences, discuss any 
audit matters that need special management attention and advise the contractor of any 
significant changes in planned audit effort. Document such discussions. 

4-303 Contractor Conferences - Interim 

4-303.1 General Procedures for Interim Conferences 

a. Through-out the audit, the auditor should discuss matters with the contractor as 
necessary to obtain a full understanding of the basis for each item in the contractor's 
pricing data or other cost representation, or each aspect of the area subject to audit. Dis
close to the contractor any factual duplications, omissions, or other mistakes noted in 
the contractor's assertion, records, or supporting data. 

b. The auditor should discuss preliminary audit findings (e.g., potential system defi
ciencies, potential FAR/CAS noncompliances, etc.) with the contractor to ensure con
clusions are based on a complete understanding of all pertinent facts. These types of 
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discussions do not impair auditor independence and are generally necessary to obtain 
sufficient evidence to support audit conclusions. 

(1) Discussions of the preliminary audit issues should be limited to factual mat
ters when the audit is of forecasted costs that will be subject to negotiations. (See 4
304.2 below for a discussion of what constitutes factual matters.) 

(2) In some circumstances, depending on the complexity of the issues and the 
auditor’s experience level, it may be appropriate for the auditor to discuss the prelimi
nary audit issues with the supervisor prior to the discussion with the contractor. 

c. On occasion, the contractor may revise its submission during the course of the 
audit. Auditors must never request or suggest that the contractor revise its submis
sion/proposal to correct or adjust for issues identified during an audit. However, in some 
cases the contractor may, of its own accord, make such revisions after the auditor has 
discussed preliminary issues with the contractor. In those cases, the audit report should 
reflect the results of the audit of the original submission and include all questioned cost 
and/or deficiencies identified during the audit. The requestor/contracting officer should 
be notified that the audit report will reflect the audit of the original submission, and will 
consider the contractor’s management approved revised submission the contractor’s 
concurrence with DCAA’s audit position. 

d. In the interest of equitable dealings with the contractor and in the proper discharge 
of official duties, apprise the contractor of any significant understatements noted in 
price proposals, reimbursement vouchers, or other cost representations when such un
derstatements are clearly the result of obvious and unintentional oversight, bookkeeping 
or arithmetic errors, etc. Such cases may include mathematical errors in using improve
ment curve and other computational analysis techniques. 

e. If apparent understatements of estimated costs in price proposals or related sub
missions do not meet the criteria stated above, do not discuss the auditor's conclusions 
with the contractor unless the negotiating contracting officer so requests. (See 4-304.2.) 

f. Handle errors on reimbursement vouchers as set forth in 6-1008e. 
g. Document interim discussions in the working papers, including date, participants' 

names and titles, and primary discussion points. If warranted, the discussions should be 
confirmed in writing to the contractor, and if necessary, a copy should be sent to the 
ACO. 

h. Communicate major audit problems encountered to contractor officials authorized 
to make a decision. Oral notification should be made at the earliest possible time, with 
written confirmation, and if necessary, a copy to the ACO. Do not wait until the final 
exit conference or the issuance of the audit report. Document any oral discussions with 
appropriate memorandums or notations in the working papers. Major audit problems 
include: 

(1) Denial of access to records, including but not limited to: 
(a) Unavailability of contractor personnel, 
(b) Failure of contractor personnel to complete audit schedules on a timely 

basis, 
(c) Unreasonable delays by management in permitting the commencement of 

the audit or in providing needed information. 
Follow procedures in DCAA Instruction 7640.17, Formal Reporting Procedures for 

Denial of Access to Contractor’s Records, when denial of access is encountered. 
(2) Items that impact the reliability of the contractor's books and records, includ

ing major internal control weaknesses, 
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(3) Significant differences concerning the application of generally accepted ac
counting principles, 

(4) Conclusions regarding the reasonableness of estimates used in developing 
forward pricing/bidding rates, 

(5) Any other items that may affect audit performance. 

4-303.2 Incurred Cost Proposals – Interim Conferences 

Promptly discuss significant system deficiencies found during performance of in
curred cost audits with the contractor. Equally important is the timely written notifica
tion to the ACO of these deficiencies. Significant deficiencies are those with significant 
dollar impact on existing or future contracts or which require that the contractor take 
corrective action(s). Normally discuss the deficiencies during each system (material, 
labor, indirect expenses, etc.) audit. Oral discussions with the contractor should be fol
lowed up in writing to prevent any misunderstanding of the deficiencies found, and to 
solicit the contractor's plan of corrective action. 

4-303.3 Operations Audits – Interim Conferences 

a. During the audit, keep the contractor's designated representative informed of any 
problems encountered and interim results of completed phases. If necessary for the effi
ciency of the audit, a written follow up of the discussions should be sent to the contrac
tor as soon as possible. 

b. If contract administration personnel are assisting or participating in the audit, fully 
coordinate interim findings and recommendations with them before discussing deficien
cies with the contractor. Joint reviews require especially close coordination to assure 
team members' consensus and complete understanding of the findings by the contract 
administration office. Also coordinate with contract administration technical personnel 
when the findings involve their area of expertise, but their assistance could not be pro
vided during the audit. Discussions with the technical personnel in such cases can help 
clarify and/or support the findings when presented to the contractor. 

4-304 Contractor Conferences -- Exit 

4-304.1 General Procedures for Exit Conferences 

a. Upon completion of the field work on each separate assignment, the auditor 
should hold an exit conference with the contractor's designated representative to discuss 
the audit results and obtain the contractor’s views concerning the findings, conclusions, 
and recommendations for inclusion in the audit report as required by GAGAS. Except 
for audits requiring RAM/DAM review, the exit conference may be held after the su
pervisor completes his/her review of the working paper and draft report but before the 
FAO manager completes the final review if the FAO manager believes it is appropriate 
based on his/her involvement with the audit, and/or the complexity of the audit and the 
experience of the audit team. In such cases, the auditor should inform the contractor that 
the results are subject to management review and that the contractor will be advised if 
any significant changes are made. For audits requiring RAM/DAM review, all applica
ble management reviews must be completed prior to holding the exit conference. 
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b. The auditor should invite the requestor/contracting officer to the exit conference, 
especially if there are major or complex audit issues. The requestor/contracting officer 
may choose to invite additional participants who were involved with the audit or are inter
ested in the results (technical personnel, price analyst, etc.). 

c. Even when there are no questioned or unsupported costs, noncompliances, system 
deficiencies, or cost avoidance to be reported, the exit conference is a minimum courte
sy to the contractor and is an important part of sound contractor relations. An exit con
ference may not be appropriate when the audit is performed in support of litigation (4
304.7), or investigations (4-702.5). 

d. Confirm or follow up on requests for the contractor's reaction to any audit excep
tions for inclusion in the audit report. See separate paragraphs as referenced for guid
ance on incurred costs (4-304.4), operations audits (4-304.5), and CAS adequacy and 
compliance audits (4-304.6). 

e. For other than audits involving forecasted costs subject to negotiations, such as 
forward pricing audits, the auditor should provide the contractor a copy of the draft re
port, or at a minimum, the results of audit section of the draft report (including the opin
ion and any exhibits and notes, or statement of conditions and recommendations). To 
facilitate the discussion of the audit results and to obtain the contractor’s views of the 
results, this information may be provided prior to the exit conference as long as the pa
rameters regarding management review discussed in 4-304.1a have been met. If the 
report includes forecasted costs that are subject to negotiations, such as forward pricing 
audits, the auditor should not provide the contractor a copy of the draft report or results 
and should limit the discussion to factual matters/differences (see 4-304.2). 

f. The information provided to the contractor at or in anticipation of the exit confer
ence (i.e., draft report/results or, in the case of forecasted costs subject to negotiations, 
factual information) should be provided concurrently to the requestor/contracting of
ficer. Prior to releasing the draft audit report and other electronic files they should be 
protected using Microsoft Word (i.e., be password protected to prevent modifications 
and clearly marked “For Official Use Only”). 

g. Document the exit conference in the working papers, including date, participants' 
names and titles, and specifically discussed items, and associated contractor's reaction, 
if any. The documentation should include copies of any draft reports or other infor
mation provided. 
The auditor may obtain written documentation from the contractor or oral comments at the 
exit conference. 

	 GAGAS 5.34 states "When auditors receive written comments from the re
sponsible officials, they should include in their report a copy of the official's 
written comments, or a summary of the comments received. When the re
sponsible officials provide oral comments only, auditors should prepare a 
summary of the oral comments and provide a copy to the responsible offi
cials to verify that the comments are accurately stated." 

	 GAGAS 5.36 states, “obtaining oral comments may be appropriate when, 
for example, there is a reporting date critical to meeting a user’s needs; au
ditors have worked closely with the responsible officials throughout the 
work and the parties are familiar with the findings and issues addressed in 
the draft report; or the auditors do not expect major disagreements with 
findings, conclusions, or recommendations in the draft report, or major con-
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troversies with regard to the issues discussed in the draft report.” The sum
mary of oral comments is also included as an appendix to the audit report. 

h. The oral and written comments should be included in the audit report as instructed 
in CAM 10-210.5e.(1). 

4-304.2 Price Proposals 

a. This category includes contractor proposals to establish: 
(1) initial prices under all types of negotiated contracts; 
(2) successive target prices and interim prospective prices under FPR- and FPI-

type contracts; 
(3) price changes for contract change orders; 
(4) other contract price adjustments and Contract Disputes Act (CDA) claims 

including those for alleged delay and disruption and requests for extraordinary contrac
tual relief; 

(5) forward pricing rate agreements; and 
(6) special rates. 

Treat the incurred cost portion of final FPR/FPI price redetermination proposals, equita
ble adjustment proposals and CDA claims as an incurred cost proposal (4-304.4) and the 
projected portion under this paragraph. 

b. Discuss any factual differences found during the audit with the contractor and 
obtain a reaction for further analysis or inclusion in the audit report. However, pursuant 
to FAR 15.404-2(c)(1)(i), do not disclose to the contractor the audit conclusions and 
recommendations on projected costs or rates that are subject to contracting officer nego
tiation, except as specifically requested by the negotiating contracting officer. (Discus
sion of actual cost submissions, even if subject to negotiation, is covered in 4-304.4.) As 
an example, a labor cost estimate proposed by the contractor may reflect a learning or 
improvement trend different from the contractor's prior cost experience, with no appar
ent justification. In this example, you would discuss with the contractor the factual as
pects of the prior cost experience and inquire why the experienced trend was not con
sidered appropriate to project future costs. You would not, however, discuss your audit 
conclusions or disclose the amount of proposed labor costs to be questioned, if any, in 
the audit report. As another example, the auditor would discuss with the contractor why 
a proposed raw material factor was based on history from the development phase of a 
particular contract when the contractor has available more current and relevant history 
from follow-on production contracts. In this case, the auditor would not disclose the 
audit conclusion (e.g., that DCAA’s results were based on the history for the follow-on 
productions contracts) or the overall questioned cost, the questioned cost by cost ele
ment, or how much of a specific rate/factor was questioned unless specifically directed 
to do so by the requestor. 

c. Discuss with the contractor any discrepancies noted in the certified cost or pricing 
data, as defined in FAR 2.101, whether they increase or decrease the contract price. As 
part of these discussions, inform the contractor of any certified cost or pricing data 
found to be inaccurate, incomplete, or noncurrent. Confine the discussions to factual 
aspects of the data, and do not attempt to influence the contractor to change the pro
posal. Any changes in the proposal should be based on the contractor's own initiative by 
formal written submission to the contracting officer. 

d. Advise the contractor of any costs to be reported as unsupported (see 10- 304.8c). 
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e. Discuss with the contractor any other CAS and FAR noncompliances found during 
the audit and, as appropriate, provide details for the contractor's analysis and reaction. 

4-304.3 Postaward Audits of Certified Cost or Pricing Data for Possible Defective 
Pricing 

a. Discuss any factual indication that certified cost or pricing data may have been defec
tive to afford the contractor an opportunity (normally 30 days) to review the matter and pro
vide any additional information for the auditor's consideration. A draft copy of the report 
exhibit(s) and accompanying footnotes normally should be provided to the contractor. Final 
determination as to the existence and extent of defective pricing remains the responsibility of 
the contracting officer. 

b. The contracting officer should also be provided the draft report exhibit(s) and 
accompanying footnotes on apparent defective pricing issues and given the opportunity 
to provide comments. See 14-122 regarding discussions of the audit findings with the 
contracting officer. The auditor should discuss the findings throughout the course of the 
audit rather than only at the end. 

c. The contractor may contend that there were understated estimates offsetting any 
potential price reduction that would result from a contracting officer's defective pricing 
determination. Request the contractor provide appropriate certification and specific data 
supporting the offsets for audit evaluation and inclusion in the audit report (see 14-118 
and 10-606.5d). 

d. Although the auditor should not expend resources examining uncertified contrac
tor offsets, the auditor should objectively disclose all of the facts known. Therefore, 
apparent offsets discovered during the postaward audit should be disclosed to the con
tractor for its analysis and offset submission if the contractor deems appropriate. (Refer 
to 14-118 for treatment of offsets in the audit position on recommended price adjust
ments). 

e. Coordination and discussion of the findings by all parties before the audit report is 
issued can minimize delays in the resolution process. Postaward audit reports should not 
be issued until the initial findings have been properly coordinated to ensure that findings 
are based on a complete understanding of all the pertinent facts. 

4-304.4 Incurred Cost Proposals 

a. This category includes cost reimbursement vouchers and contractor representa
tions of incurred costs to establish: 

(1) final prices on all types of completed negotiated contracts, 
(2) final indirect cost rates, 
(3) contract termination settlements, and 
(4) equitable adjustment proposals and CDA claims. 

Contractor requests for progress payments authorized by the contract will be treated under 
this paragraph even though projected costs are involved in the calculations. Proposals to 
establish special rates and interim changes in contract prices are covered in 4-304.2. 

b. Discuss all audit conclusions with the contractor's designated official and try to obtain 
the contractor’s concurrence regarding any questions of conformity with generally accepted 
accounting principles, applicable cost accounting standards, and other cost principles incor
porated in the contract(s). If there are audit exceptions to be reported, request the contractor's 
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official reaction for inclusion in the audit report or in the notice of costs suspended or disap
proved. 

c. See 6-902c and d for special discussion procedures on costs to be suspended or disap
proved under cost-reimbursement-type contracts. 

d. As discussed in 6-902e, the auditor should notify the ACO of developing issues which 
may result in the issuance of a DCAA Form 1 as follows: 

(1) Provide the ACO with written documentation of the audit results which were dis
cussed with the contractor at the exit conference, unless the contractor immediately agreed to 
all audit exceptions and the written report will be issued within the next 30 days. The writ
ten documentation may be in the form of a memorandum to the ACO, a copy of a mem
orandum for the file setting forth the results of the exit conference, copies of a draft 
report exhibit and/or notes, or copies of working paper exhibits and/or supporting work
ing papers. In other words, provide the ACO with whatever information or subset there
of that was provided to the contractor at the exit conference. 

(2) Provide the ACO a copy of the contractor's written rebuttal to the audit find
ings immediately upon receipt. 

(3) Discuss significant unresolved issues with the ACO at any mutually agreeable 
time. 

4-304.5 Operations Audits – Exit Conferences 

a. This paragraph covers evaluations of contractor's operations for economy and 
efficiency and financial compliance, including audits of internal controls, major system 
surveys, and joint reviews under DFARS Subpart 242.70. 

b. After full discussion of each matter requiring contractor action, provide the con
tractor a draft statement of the condition(s) and recommendations. Carefully design the 
discussions and drafts to elicit contractor concurrence with recommended system im
provements and/or cost avoidance. Request an official written response for inclusion in 
the audit report, and establish a time frame for the contractor's response. Allow ample 
time for the contractor to consider the audit presentations, and consider alternatives the 
contractor may suggest that will satisfy the audit objectives. 

c. If the contractor does not agree with the audit recommendations and provides a 
response, the auditor should provide in the report comments specifically on the contrac
tor's response. If specialist or technical assistance is required in evaluating those alterna
tives, the auditor should obtain the assistance. Do not merely restate or amplify a posi
tion already stated. 

d. If the evaluation results in cost avoidance recommendations, make the contractor 
aware that, effective immediately, any impact of such recommendations will be reflect
ed as questioned costs in reports on price proposal evaluations when applicable (in ac
cordance with the criteria in 9-308). 

e. See further guidance on discussion of audit findings as part of a team review in 5
1302 (contractor's purchasing system review team), 5-1303 (contractor's insur
ance/pension review team), and 5-1200 (surveys of contractor estimating systems). 
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4-304.6 Cost Accounting Standards Audits 

a. This paragraph covers CAS disclosure statement adequacy audits, compliance 
audits (including audit reports on CAS noncompliance), and cost impact proposal au
dits. 

b. Discuss the results of adequacy audits with the contractor. If one or more disclo
sures are considered inadequate, provide the contractor a draft copy of the audit report 
for its comments. The letter transmitting the draft audit report should solicit the contrac
tor’s specific comments on the adequacy issues and advise that the comments will be 
included in the audit report if received by a specified date. Provide the contractor a rea
sonable period of time to respond to the draft audit report. Do not delay issuing the re
port, however, if the comments are not provided in sufficient time to permit their inclu
sion by the established report due date. 

c. Thoroughly discuss apparent CAS noncompliances with the contractor to establish 
that the audit findings are based on a proper understanding of the issues and that all 
pertinent facts have been considered. Do not state that the auditor is making a determi
nation of noncompliance, since the contracting officer makes this determination. Pro
vide the contractor a draft copy of the audit report for its comments. The letter transmit
ting the draft audit report should solicit the contractor's specific comments on the 
compliance issues and advise that the comments will be included in the audit report if 
received by a specified date. 

d. Discuss the results of cost impact proposal audits with the contractor to establish 
that the audit findings are based on a proper understanding of the issues and that all 
pertinent facts have been considered. Provide the contractor a draft copy of the audit 
report for its comments. The letter transmitting the draft audit report should solicit the 
contractor’s specific comments on the audit exceptions and advise that the comments 
will be included in the audit report if received by a specified date. 

4-304.7 Litigation Support 

a. Audit work is privileged when performed at the request of Government litigation 
counsel in support of ongoing or anticipated litigation (see 15-503). If there is reason to 
believe that the audit has been requested in support of litigation, the auditor should ask 
the requestor to state whether the audit will be covered by the attorney work product 
privilege. If so, an exit conference could compromise the privilege. When audit work is 
covered by the attorney work product privilege, the auditor should explain the im
portance of the exit conference in resolving audit issues and avoiding errors, and at
tempt to obtain permission to hold an exit conference. However, to prevent inadvertent 
compromise of the attorney work product privilege, an exit conference must not be held 
without litigation counsel’s written consent and coordination on the matters to be dis
cussed. 

b. Litigation support should not be confused with investigation support (see 4
702.6). In litigation support, audit access arises from contractual requirements. 
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4-400 Section 4 --- Audit Working Papers 

4-401 Introduction 

This section contains guidance for the preparation, format, contents, and filing of 
audit working papers, whether prepared manually or using computers. The preparation 
of working papers assists the auditor in accomplishing the objectives of an audit as
signment and serve as the principle support for the conclusions in the audit report. They 
also provide a record of the work performed; record of communications with the con
tractor and/or Government personnel; evidence of adequate supervision; are used as 
supporting data during negotiations, appeals, and litigations; and provide a basis for any 
other quality assurance reviews. 

4-402 General 

a. Extensive copying of contractor records for inclusion in working papers is unnec
essary. It is generally sufficient to reference the records and source documents exam
ined during the course of the audit. However, where audit exceptions are found and re
ported, the working papers should include copies of the evidential material examined, 
including contractor source documents. 

b. Auditors should prepare and maintain audit working papers on a current basis. 
Working papers should reflect the progress of the audit, ensure continuity of audit ef
fort, and permit reassignment of auditors without significant loss of time. 

c. The audit report is not a working paper. It summarizes and reports the Agency’s 
final conclusion on the Subject of Audit, based on the data and analysis documented in 
the working papers. The working papers must support the final conclusion(s) reached. 
Auditors should follow 4-403f, which discusses superseded working papers, for guid
ance on the treatment of working papers that do not support the final report conclu
sion(s). Only the final report and the final cross-referenced draft should be retained in 
the original file. 

d. The nature of working papers requires that proper control and adequate safeguards 
be maintained at all times. Working papers frequently reflect information considered 
confidential by the contractor, marked "For Official Use Only," or classified for Gov
ernment security purposes. 

e. E-mail is used to routinely communicate audit related information within DCAA. 
When sending e-mail within DCAA, the use of compression software is recommended 
for anything in excess of 500KB in size. In addition, auditors should ensure recipients 
have enough information in the subject and body of the e-mail to efficiently identify the 
subject matter (typically, without opening the attachments). Items that should be 
considered for inclusion (as appropriate) are as follows: 

(1) audit assignment number (if not already in an attached filename), 
(2) if inter-FAO correspondence, consider using the assignment number 

established by the requesting FAO, which is more meaningful to them, 
(3) contractor name, 
(4) assignment subject. 

See 10-203.10(c) for guidelines on preparation of e-mails to customers, including 
use of compression software. 
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4-403 Format and Contents of Working Papers 

a. Standardization in design, content, and arrangement of working papers is desirable 
because it facilitates the audit, the supervisory auditor's review, and report preparation. 
This section provides guidance on the Agency's standard working paper format. 

b. Conditions and circumstances vary with each audit. The nature, timing and extent 
of audit documentation require the exercise of professional judgment. A constant 
awareness of the purpose and use to be made of working papers is helpful in determin
ing their content. See guidance in 4-410 and 10-214.1d on revisions to audit working pa
pers after the audit report is issued. 

c. Working papers can consist of electronic files, such as spreadsheets, word-
processing files, graphical images, etc., as well as hardcopy documents when electronic 
files are not practical. Auditors should strive to use electronic working papers, to the ex
tent possible, to capture the efficiencies provided by information technology, such as stor
age, search functions, accuracy, and processing speed. 

d. Two types of working papers are generated during the audit -- administrative work
ing papers and audit working papers. 

e. Administrative working papers do not document field work or audit procedures. The 
administrative working papers generally contain information and documentation that is 
used internally by the Agency. Figure 4-4-2 contains an outline of the Agency standard 
administrative working papers. Each audit working paper package will include an index of 
the Administrative Working Papers. Administrative working papers typically include: 

(1) notes or correspondence documenting interaction with Government or contrac
tor representatives; 

(2) an audit report or memorandum to document the completion of the assignment; 
(3) DMIS data entries (including computations of dollars audited and cost savings); 

and 
(4) audit lead sheets. An audit lead sheet should be prepared when an issue arises 

that an auditor feels needs to be addressed, but is not an area within the scope of the cur
rent audit. Auditors should provide a brief description of audit leads, identify areas poten
tially impacted, and suggest audit steps, if appropriate. Supervisors will review draft lead 
sheets and provide directions for appropriate follow-up. The timing for follow-up on the 
audit lead will be based on risk. Appropriate follow-up may include documenting specific 
consideration in appropriate future assignment(s), immediately establishing a new assign
ment to review the lead, or providing additional guidance to review the lead in the current 
assignment. Final approved audit lead sheets are to be maintained in the originating as
signment working papers, as well as the FAO contractor permanent file. Supervisors are 
responsible for ensuring audit leads are addressed, documented, and dispositioned appro
priately. Field office managers are responsible for reviewing audit lead sheets periodically 
to verify appropriate actions have been taken. 

f. Audit working papers are generated during the field work portion of the audit to 
document the significant conclusions and judgments of the auditor. They should contain 
descriptions of the transactions and records examined, and the objectives, scope, and 
methodology (audit procedures) used to develop the conclusions. The audit working paper 
file consists of current working papers and, if applicable, superseded working papers. A 
description and discussion of current, and superseded working papers and working papers 
for cancelled assignments follows. 
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(1) Current working papers. Current working papers should be relevant to the audit 
assignment and support the report conclusions. In preparing current file working papers, 
the auditor should not unnecessarily duplicate information contained elsewhere in the 
same audit assignment or located in the permanent file. Frequently, the most expeditious 
method is to reference the permanent file data to the current file (see 4-405 for information 
pertaining to permanent files). GAGAS field work standards on audit documentation re
quire that working papers be appropriately detailed and organized to provide a clear link to 
the findings, conclusions, and recommendations contained in the report. When a revision 
in audit scope occurs, the working papers that document the audit field work, and conclu
sions based on the revised scope, are classified as current working papers because they are 
relevant to the reported audit conclusion. An increase or decrease in audit scope should be 
adequately documented as part of the “revised scope” working papers. If the revision in 
the audit scope is significantly different from the working paper B risk assessment, the 
auditor should also make a notation in this section as well. The documentation, in all cas
es, should briefly describe the original audit scope and the reason for the revision in scope. 

Working papers should also contain evidence of supervisory review of the work per
formed. Figure 4-4-1 contains an outline of the Agency's standard working paper format 
and the indexing protocol for audit working papers. Each audit working paper package 
will include an index of Audit Working Papers (4-403 l (2)). 

(2) Superseded working papers. Superseded working papers should be clearly iden
tified as such and include any working papers prepared during the course of the audit that 
do not support or are not relevant to the conclusions in the audit report. This will include, 
for example, working papers changed due to revisions in audit methodology that are not 
relevant to the audit conclusions. 

(3) Working papers for cancelled assignments. Working papers for all cancelled 
assignments should be retained and filed in Livelink regardless of the number of hours 
charged. For assignments cancelled with 8 or more hours, auditors should prepare a MFR 
to fully document the audit work performed and why the assignment was cancelled. If 
notification/acknowledgment letters were issued to the contractor and contracting officer, 
the auditor should inform them that the audit has been terminated/cancelled and document 
that communication. If the contractor and contracting officer were notified of the assign
ment informally (e.g., verbally or e-mail), the auditor should also inform them that the 
audit has been terminated/cancelled in a similar manner and document that communica
tion. Auditors and supervisors should generally use judgment in deciding whether to pre
pare a MFR for cancelled assignments with less than 8 hours. However, documentation 
requirements for unreconciled difference of opinion must always be followed even when 
the assignment is cancelled (4-409(d)). 

g. The following is a description of the major audit working paper sections: 
(1) W/P Section A -- Summary working paper section contains: 

 The summary of audit results, executive summary, and subject of audit to be for
warded into the draft audit report (see Chapter 10);
 

 The customer's special requests and requirements (if any);
 
 The audit criteria (e.g., FAR, DFARS, CAS);
 
 Initial supervisory guidance and audit objectives;
 
 Concluding audit steps; and
 
 Interim/final supervisory guidance and review
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(2) W/P Section B -- Risk assessment and preliminary review working paper section 
contains: 

 A summary of the risk assessment and the impact the risk assessment has on the 
substantive testing required to accomplish the audit objectives; 

 The audit report note on the assessment of control risk (see 5-109); 
 Documentation on the examination of internal controls (Internal Control Audit 

Planning Summaries (ICAPS) or the Internal Control Questionnaire (ICQ), as ap
propriate) and the impact of this assessment on the audit; 

 Documentation on the evaluation of materiality and sensitivity factors, and the 
impact of this evaluation on the audit; 

 Documentation on the evaluation of reliance on computer based data and the im
pact of this evaluation on the audit; 

	 Documentation on the evaluation of inherent and other risk factors (e.g., perma
nent files, prior findings, contract mix, Government participation, audit lead 
sheets), and the impact of this evaluation on the audit; 

	 Accomplishment of other preliminary audit steps that do not relate to auditing a 
specific cost element/area; and 

 Assessment of need for technical assistance and/or assist audit(s) and the related 
request(s); 

(3) Lead working papers and related audit program (e.g., wp/C-01) contain: 
	 The lead schedule for each cost element/area being evaluated (e.g., schedule of 

proposed and questioned amounts, schedule of control objectives audited and the 
results); 

 The tailored audit steps for the evaluation of that cost element/area; and 
 The structured audit report note (see 10-210.6), for inclusion in the audit report, 

which describes the work performed for the cost element/area being audited. 
The structured note format should be used even if the cost element/audit area will be ex
cluded from the audit report. The structured note will address the following topics: 

(a) Summary of Conclusions 
(b) Basis of Contractor's Costs 
(c) Audit Evaluation 
(d) Contractor's Reaction 
(e) Auditor's Response 

Another form of the structured note is the Statement of Condition and Recommendation. 
This format is used for internal control examinations, operations audits (refer to 10-409) 
and CAS audits (refer to the appropriate Results of Audit section in 10-800). If there are 
no findings, for these activities provide a narrative summary of the audit area, the audit 
work performed and a conclusion indicating no exception was taken. 

(4) Detailed working papers contain: 
 The supporting data, information, schedules, and computations for the audit steps 

on the applicable lead working paper. 
	 The on-page notes that document accomplishing the tailored audit steps, support 

the significant audit judgments and conclusions, and describe the transactions and 
records examined. These notes will address the following: 

o Purpose – state the specific purpose of the working paper on each work
ing paper or the first page of a group of related working papers. Avoid 
using general phrases such as “Review Labor” or “Review Material.” 
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Include enough information to make it evident why we created the 
working paper and the reason why we are performing the audit step. 
The wording of the purpose should align with the audit program steps 
that the working paper will satisfy. 

o Source of Information – identify the source of data or information 
shown on each working paper. The statement should include the 
name, title, and department of the individual who provided the infor
mation. If beneficial, also provide the receipt date. If the information 
comes from a contractor-generated report, provide the name and date 
of the report. Also, if the data was obtained from the contractor’s sys
tems, indicate how the information was obtained to facilitate another 
auditor obtaining the same type of information at a later date. If the 
information came from the FAO permanent file, the auditor should 
provide specific information regarding the source of the information, 
not merely referencing “permanent file.” Generalized statements, 
such as “contractor’s accounting records,” or “Jane Doe” are not suf
ficient. 

o Scope of Analysis – provide a detailed description of the scope of the au
dit work performed to create the working paper. Include appropriate 
explanations when the scope has been limited or unusually expanded, 
including sampling plan or judgmental selection details when appropri
ate (see note below regarding transaction testing documentation re
quirements). It should also include the specific criteria (e.g., FAR 
31.205-33, CAS 48 CFR 9904.412) used to make the judgments and 
conclusions. Avoid using generic phrases, such as “reviewed the rates.” 

o Auditor’s Conclusions and Recommendations – at the time of determina
tion, document the conclusions and recommendations on the working 
paper. For a group of related working papers, a single conclusion on the 
first page of the group is acceptable. The conclusion should not dupli
cate, but should relate to, the information included in the purpose (e.g., 
if the purpose of the working paper is to determine the acceptability of 
costs, the conclusion should state whether the costs were acceptable). 

	 If the working paper is an Excel spreadsheet and contains multiple tabs, it is not 
necessary to include the purpose, source, scope and auditor conclusion and rec
ommendation (P,S,S,C) on each tab of the worksheet provided the work on the tab 
is understandable and supported by the P,S,S,C included on the lead tab for the 
working paper. 

	 Document the following in the working papers when selecting items for transac
tion testing, regardless of the method of selecting the items. (Refer to the Variable 
and Attribute Sampling Guidebooks for additional information regarding statisti
cal sampling documentation.) 

1. A description of the universe from which the items are selected, including specific 
source information (e.g., contractor’s January 1, 20XX bill of material totaling 
$2.5 million). 

2.Identification of the items to be tested (e.g., material parts with an extended value 
over $50 thousand) and the attributes to be tested. 
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in the universe which represent 60% of the dollars. The remaining 310 
items/transactions or 40% of the dollars are composed of small dollar items and 
similar transactions. Therefore, in our opinion, because of the similar transaction 
types and the results of our review of the 35 items/transactions, which disclosed 
no material misstatement, we believe we have sufficiently addressed the risk in 
our review and can opine on the universe.). 

h. Auditors are to prepare working papers in electronic format to the maximum extent 
possible. The APPS incorporates working paper templates and audit report shells that must 
be used for most audit activity codes. If use of the APPS is not mandatory for a particular 
activity code, it will be indicated next to the assignment number in the APPS tab when 
entering the assignment in DMIS. 

i. Naming Conventions: 
(1) To simplify the indexing process in an electronic environment, DCAA has 

adopted a standardized file naming convention. This convention also establishes standard
ized procedures for storing in-process electronic working papers, as follows (see 4-407e. 
for naming conventions related to closing actions): 

	 Each auditor should have a folder named "Audit Working Papers" on the hard 
drive of his or her primary computer. 

	 For each assigned audit, the APPS software will establish a new folder within the 
Audit Working Papers folder. This new folder is assignment specific and will be 
given the actual assignment name, such as: 02441_2005B21000001. All in-
process electronic working papers will be stored within the appropriate electronic 
assignment folder. DCAA electronic working paper software supports this naming 
and storing convention. 

(2) Detailed and administrative file names should beginning with the actual work
ing paper reference, such as B-02a, T-04, etc. This will be followed with a brief descrip
tion or actual title of the working paper, such as Evaluation of Engineering Labor Rates or 
Determination of Current Labor Rates. The combined result will make the identification of 
electronic working papers much clearer. An example of the file naming convention is 
shown below: 

W/P Description 
08c-1 Contractor’s Explanation of Depreciation (email) 
11 Audit Acknowledgement Memo – Assignment No. xxx 
D-02 D-02 Detailed Evaluation of Labor Rates.doc 
D-02a D-02a Determination of Current Labor Rates.xls 
D-02a-1 Actual Engineering Rates to Date.doc 

To make it easier to find documents, auditors should make use of longer, more descrip
tive file names. 

j. Working papers should contain the following information: 
(1) Heading. Head each working paper with the name of the contractor, the assign

ment number, and a title or description. The title or description should convey the purpose 
of the working papers. Most working papers generated using the Agency electronic work-
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ing paper application will collect and automatically generate the appropriate headings 
based on user-supplied input. 

(2) Auditor's and Supervisor's Initials and Date. The requirement for the auditor's 
and supervisor's initials and dating applies to both hardcopy documents and electronic 
working papers. The work of all auditors contributing to the working paper content, in
cluding that of technical specialists, should be identified to the individual work product. 
The auditor who prepares or completes a working paper should place his or her initials and 
the month, day, and year the work was performed or completed on each sheet. If the audi
tor verifies a multiple-page, contractor-prepared document (e.g., bill of material), the audi
tor should place his or her initials and the date on only the first page of such document. To 
facilitate the use of electronic tools and provide a standard location for reviewers, the au
ditor normally identifies his/her work by initialing in the lower right corner of the audit 
working paper. When the software is not conducive to this location (e.g., spreadsheets) 
working paper attributes (e.g., assignment number, initials, date) should be placed in a 
prominent location. When preparing or completing electronic working papers, the audi
tor's initials will be typed in by the auditor using the bold italic font, which will set the 
auditor's initials out from the text of the working papers. 

An acceptable example: 
W.H.R. 
12/16/03 

Color fonts may also be used to further distinguish initials and dates; however, care 
should be taken in selecting colors that are easy to read, even when printed on a non-
color printer. It is not necessary for supervisors to indicate their review and approval on 
each working paper; however, supervisory guidance, review, and approval must be evi
dent in the working papers. As a minimum, to indicate final review and approval of the 
work, supervisors should initial and date the lead working papers, the top page of the 
summary working paper section, the top page of the risk assessment/preliminary review 
section, and the top page of the draft audit report. As with the auditor's initials, the su
pervisor's initials on electronic working papers should be in the bold italic font to easily 
distinguish the supervisor's initials from the audit working paper text. APPS provides 
space for auditor initials and date in the lower right corner of audit working papers, as 
appropriate. Space is also provided for supervisory approvals. Initialing these docu
ments is evidence that the working papers have been reviewed to the extent necessary 
for the supervisor to ensure the audit objectives have been accomplished and there is 
adequate evidential matter to support the audit findings (also see 2-S103.4b(4)). 

(3) References. The working paper reference scheme should follow a "top-down" 
approach. Avoid referring from lower level working papers (i.e., detailed working pa
pers) to higher level working papers (i.e., lead and summary working papers). As a min
imum, reference the following: 

	 All significant judgments, findings, conclusions, and recommendations that are 
included in the draft report. This includes: summary results and notes to the sum
mary and lead working papers; the report scope section on how the contractor’s 
internal control systems affected the scope of audit; all report qualifications; and if 
applicable, the Other Matters section of the report. 

 Information in the summary working papers to the related lead working papers. 
 Risk assessment/preliminary review working papers to the related detailed work

ing papers. 
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 The lead working papers to the detailed working papers. 
 The detailed working papers to the next lower level of supporting working papers. 

Audit working papers may follow the top-down approach using any one of the fol
lowing examples: 

 See W/P K-02a 
 Source W/P K-02a 
 W/P K-02a 

All are acceptable, provided they clearly direct the auditor to the appropriate source 
working paper. It may be preferable to provide a more detailed reference, such as: "See 
W/P L-1, line 45, column B." The level of reference detail is subject to individual audi
tor judgment and to any supervisory or FAO specific preferences. 

Electronic working papers can complicate the referencing process. Windows based 
software packages allow for electronic references to source data. Specifically, such 
functions as hyperlinks, copy and paste, linked objects, embedded objects, etc., increase 
the auditor's ability to manipulate data within and between working papers. Auditors are 
encouraged to make use of this technology; however, it is essential to maintain the re
quirement to specifically annotate the appropriate working paper reference. 

k. Stated References. Electronic working papers and the draft audit reports that are 
electronically referenced must also include a stated reference. A stated reference is an 
actual working paper reference, such as A-01, B-02a, T-04, etc. Maintaining a stated 
reference within the electronic working paper is a sound business practice. It may be 
needed if the working paper is printed at a later date. Hyperlinks are excellent naviga
tional aids, but the electronic links can be severed, making the stated reference the only 
navigational aid to the supporting documentation. Similar to the designation of auditor 
and supervisory initials, working paper references should be distinguished using the 
Bold Italic font. Color fonts may also be used to further distinguish working paper ref
erences; however, care should be taken in selecting colors that are easy to read when 
printed. There are APPS Tools (Quick Links) available to aid auditors when developing 
hyperlinks that take advantage of using stated references. These tools will also apply the 
desired attributes (bold, color, italics). 

l. Indexing. 
(1) Index each working paper as it is prepared. The Agency standard indexing 

protocol is described in Figure 4-4-1. In practice, auditor working paper packages can 
consist entirely of electronic files or include a mix of electronic files and hardcopy 
working papers. Each audit working paper package, whether in electronic or hardcopy 
form, will follow the standard indexing structure. 

(2) Every audit working paper package should include an index of the Administra
tive and Audit Working Papers. The required index is provided by APPS as working 
paper 00 Working Paper Index. It automatically generates a listing of all electronic doc
uments in the assignment folder within the Audit Working Papers folder, organized in 
accordance with the Agency standard indexing protocol as described in Figure 4-4-1. It 
also provides entries for the standard administrative working papers as described in 
Figure 4-4-2. If there is an electronic version for a particular administrative working 
paper entry, the index removes the entry and lists the electronic file. Hard copy working 
papers should be added to this index and noted in the description column. If the as
signed file name does not adequately describe the electronic file, additional narrative 
should be provided in the description column. Entries for any unused administrative 
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working papers with no electronic file should be removed at the conclusion of the audit 
using the index’s function for that purpose so that it is clear that those working papers 
are not a part of the working paper package. 

m. When the audit report has been electronically transmitted to the customer, the 
exact same file transmitted must be included in the working paper package (see 4
407e.(2)). An electronic copy of the draft audit report, cross-referenced to the working 
papers, and an electronic version of the acknowledgment letter must be retained in the 
audit working paper package. 
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Figure 4-4-1 
Standard Working Paper Format and Indexing 

Summary Working Paper, which includes: A 

 Audit Summary 

 Executive Summary 

 Results of Audit 
The following working papers are also required: 

 Planning Document, which includes: A-01 

 Subject of Audit 

 Initial Supervisory Guidance/Audit Objectives 

 Concluding Audit Steps 

 Interim Guidance/Corrective Actions A-02 

 Final Review Comments A-03 

Risk Assessment/Preliminary Review Working Paper B 

 Summary of Risk Assessment 
The following working papers are also required: 

 Audit Planning Considerations/Preliminary Audit Steps B-01 

 Documentation of Risk and Assessment of Internal Controls B-02 

 Assessment of Need for Technical Assistance/Assist Audit B-03 

Lead Working Papers C, D, etc. 

 Tailored Audit Steps for the Cost Element/Area Being Audited C-01, D-01, etc. 

 Detailed Working Papers C-02, D-02, etc. 

 Supporting Working Papers C-02a, D-02a, 
etc. 

Note: Electronic indexing of page numbers should be done using currently available 
means within the software application in which the work is performed. Hard copy in
dexing of page numbers should be done using the format: A (1/3), A (2/3), A (3/3). 
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Figure 4-4-2
 
Administrative Working Papers
 

Following are the contents of the Agency administrative working papers section and their 
sequence: 

REPORTS, LEADS, DMIS DATA 
Audit Report/Memorandum
 

01a Cumulative Allowable Cost Worksheet (CACWS)
 
02 Computation of Dollars Audited & Cost Savings
 
03 Defective Pricing Lead Sheets
 
04
 
05 Audit Leads
 

CORRESPONDENCE 
06a Entrance Conference Notes 
06b Exit Conference Notes 
07 Government Notes / Correspondence 
08 Contractor Notes / Correspondence 
09 Technical Report 
10 Assist Audit Reports 
11 Acknowledgment / Notification Letter (Original / Revised) 
12 Request For Audit/Other Engagement (Original / Revised) 

PERMANENT FILE UPDATE WORKING PAPERS
 
13 ICAPS/ICQs Sections
 
14 Contract Briefs
 

AGENCY ADMINISTRATIVE WORKING PAPERS 
15a Livelink Input Form 
16a Closing Actions 
16b Tick Marks Legend 
17 Permanent File Setup-Update 

FAO SPECIFIC WORKING PAPERS
 
18
 
19
 
20
 
21
 

CONTRACTOR’S SUBMISSION, DATA, ETC.
 
22 Contractor’s Submission, Data
 
23 Revised Contract Submission / Data
 

OTHER HEADQUARTERS GUIDANCE OR WORKSHEETS 
30 Other Audit Guidance (or worksheets) 
31 Activity Code Specific Policy Guidance (or worksheets) 
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32 Independent Reference Review 
34 Audit Specific Independence Determination 
35 Legal Guidance 

4-404 Working Papers - Agenda Sheet 

During the assignment, matters may arise that are not settled immediately either be
cause the information is not available or the auditor wishes to avoid interrupting the work 
at hand. The auditor should develop a separate agenda sheet or "To Do" sheet listing mat
ters for further examination as the audit proceeds. Before completion of the audit, each 
item on the agenda sheet should be resolved. Items which may be placed on the agenda 
sheet include: 

(1) Differences to be investigated. 
(2) Items to be discussed with contractor personnel. 
(3) Additional audit steps to be performed after preparation of an analysis or sched

ule. 
(4) Unavailable contractor records to be examined later. 
(5) Follow-up on partially completed transactions. 
(6) Items requiring discussion with or approval of the contracting officer or technical 

or supervisory personnel. 

4-405 Permanent File 

a. The permanent file on each contractor is a central repository of information gath
ered during audits that has continuing value and use to subsequent audits expected to be 
performed at the same contractor. Permanent files are useful in preparing the audit pro
gram and in determining the appropriate scope of subsequent audits. They also provide 
ready means for auditors to become familiar with the contractor's operations and any 
existing audit problems or contractor system weaknesses. While summary information 
on the contractor's organization, financial structure, and policies and procedures may 
sometimes be included in permanent files for smaller contractors, such information on 
large contractors with continuing audit activity is generally maintained in the field audit 
office at a central reference library. 

b. The third mandatory annual audit requirement (MAAR) is to maintain and update 
permanent files for new or changed contractor organizations, operations, policies, pro
cedures, internal controls, software programs, and accounting methods that influence 
the nature, level, and accounting treatment of costs being charged or to be charged to 
Government contracts. This also includes the update to documentation on the contrac
tor’s contract briefing system or auditor-prepared contract briefs. This mandatory annu
al audit requirement ensures that any of the above type information gleaned from cur
rent audit work is summarized or referenced where it is likely to have a continuing 
value to subsequent audit work. It is not necessary to establish separate audit assign
ments to gather organizational or procedural manual changes, and to file such infor
mation in the permanent files when it has no immediate or obvious influence on future 
audit assignments. In distinguishing between what is needed and all other information, 
the auditor must exercise judgment. Additional guidance for both major and nonmajor 
contractors is in the DCAA Management Information System (DMIS). 
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c. Auditors often refer to prior current audit working paper files as the permanent files. 
This is especially true with indirect cost audit files that contain audited contract cost in
formation. Accordingly, when prior audit files contain information that would likely be 
useful in the performance of future audits, and it is not practical to transfer the data to a 
separate permanent file, the auditor should maintain and properly reference the prior audit 
file as part of the permanent file. Steps should be included in each current audit to identi
fy the types of information that should be placed in the permanent file (see 4-405f). Au
ditors using the permanent file during a current audit are also expected to identify per
manent file information that is outdated or no longer considered useful for future 
assignments. The auditor should submit recommendations to the supervisory auditor for 
removal of such data from the permanent file. The supervisory auditor should consider if 
the data is necessary for supporting GAGAS audits that are being relied upon prior to au
thorizing removal. 

d. The permanent files should be maintained in a convenient, accessible manner. The 
Electronic Contractor Permanent File (ECPF) system is the Agency’s standard tool for 
maintaining contractor permanent file records. During field visits to contractor locations, 
auditors are encouraged to obtain information electronically, if possible, to facilitate stor
age and maintenance of records in the ECPF system. 

e. The structure of the ECPF uses a folder with the contractor name and DUNS num
ber, and includes 13 primary folders subordinated to it. The primary folders are lettered 
A through M, as follows: 

A-General Contractor Information
 
B-Audit Planning
 
C-Financial Capability
 
D-Financial Information
 
E-EVMS
 
F-Contract Information
 
G-Correspondence
 
H-ICAPS/ICQ
 
I-CAS
 
J-Forward Pricing
 
K-Incurred Cost-Indirect rates
 
L-Operations Audits
 
M-Miscellaneous
 

The primary folders also contain numerous subfolders, and there are versions available 
for both contractors with ICAPS and contractors with ICQs. The FAO can file at any 
level within the system of folders. Depending on the size and complexity of the contrac
tor, the FAO can file in as simple or complex a fashion as required. Instructions and 
tools related to the creation, implementation, and use of the ECPF are located on the 
DCAA website under Comp Support/File Libraries. 

f. The following items would logically be included in the permanent file as having 
continuing value in future audit assignments: 

(1) Internal control audit planning summary (ICAPS) sheets. 
(2) Internal control questionnaires (ICQ). 
(3) MAARs control log. 
(4) Disclosure statement and revisions in accordance with CAS rules and regula

tions. 
(5) CAS planning and cycling documentation. 
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(6) CAS compliance and noncompliance tracking. 
(7) DMIS CAS Tracking of Issued Noncompliance (19200) Report (After FY 

1991). 
(8) Audit lead sheets. 
(9) Internal control system planning and cycling documentation. 
(10) Historical pension cost information. At a minimum include the following 

information for each defined benefit plan by fiscal year: 
(a) For contractors not separately calculating pension costs by segment – total 

costs incurred, the contractor’s established allocation base to allocate pension costs to 
segments, and the Government’s participation in the allocation base, even if no pension 
costs were incurred for the year. 

(b) For contractors calculating pension costs by segment – for each segment: 
total costs incurred, the portion of the costs allocated to contracts subject to CAS and 
FAR Cost Principles, and the year-end pension asset balance (market value), even if no 
pension costs were incurred for the year. 

(11) Cumulative Allowable Cost Worksheet (CACWS). 

4-406 Copies of Contractor Data in Working Papers 

a. When considering the extent of the contractor's data that should be copied and 
retained in the working paper files, the auditor should use the following guidelines: 

(1) The audit file should contain copies of the contractor’s records as part of the 
audit documentation if they are needed to enable an experienced auditor to understand 
the work performed, the evidence obtained and its source, and conclusions reached. The 
auditor should consider the continuing availability of source documents and contract 
data retention requirements when deciding whether to reference or reproduce contractor 
source documents. 

(2) Where a particularly sensitive or material audit conclusion hinges on key 
source documents and referencing would not provide sufficient evidence of the content, 
copies should be included in the working papers. This same consideration applies when 
the audit results can give rise to a Government claim against the contractor, such as an 
assertion of defective pricing or an allegation of CAS noncompliance. In these situa
tions, the contractor data should be retained in the working paper files for consideration 
by the contracting officer in his/her decision making processes. More routine audit con
clusions may be sufficiently documented by reference and extraction of pertinent infor
mation. 

(3) The auditor should recognize contractor concerns about reproducing copies of 
sensitive financial or other operating information. Instead of making copies, the auditor 
should take notes or extracts if this will satisfy the Government Auditing Standards (see 
above) and the needs of the contracting officer can be accomplished with a reasonable 
expenditure of audit effort. 

b. The contractor must provide reasonable access to all records and corroborative 
documentary evidence necessary to achieve the audit objective. Auditors who are pre
cluded from performing procedures considered necessary and material in the circum
stances, including reproducing contractor records and documents, should follow Agency 
access to records guidance (see 1-504). 

c. Scanned Documents. The decision to transfer hardcopy documentation to electron
ic form (scanning) is a matter for auditor judgment. When presented as evidence in liti-
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gation, the courts will treat a document reproduced from electronic format as an origi
nal. Documents which might be scanned include correspondence, invoices, travel vouch
ers, quotes, and similar records. Special care must be taken to avoid any alteration or 
appearance of alteration of the data. DCAA scanner software will default to saving 
scanned documents as image files, which cannot readily be modified. The software also 
has the capability to convert a scanned document to Optical Character Recognition 
(OCR) form. OCR scans are subject to transcription error and may easily be changed in 
word processing and spreadsheet programs.. Agency policy requires scanned documents to 
be saved in PDF image format. 

4-407 Computer-Aided Working Papers 

Agency standard naming conventions (see 4-403i) should be carried throughout the audit 
working paper package, including storage of the completed assignment official records and 
the corresponding audit report. As with any audit assignment, the integrity of our audit work
ing papers must be maintained; this is vital with electronic audit files. During an audit, many 
interactions take place between an auditor, other team members, technical specialists, the 
supervisory auditor, and the FAO manager. The following requirements apply to the audit 
workflow process and incorporate standard procedures to protect working paper integrity, 
specifically the integrity of the official electronic working papers. 

a. Working Paper Creation: In order to obtain the latest available guidance, the auditor 
must first set up an assignment in DMIS and then generate working papers using the APPS 
functionality in DMIS. 

b. Work-In-Process Procedures (Interim): During the performance of an audit, working 
papers should be generated using the APPS User Interface. In particular, the report shell 
initially generated should be used as a starting point for drafting reports. In addition, the au
ditor must coordinate his/her work with the audit supervisor. This includes interim guidance 
as well as obtaining supervisory review and approval of individual working papers. This 
requires that electronic files be accessible to audit supervisors and others. Although there are 
many methods of transmitting electronic files between parties (common drives, physical 
delivery, e-mail, intranet, etc.), the primary methods facilitated by the APPS software are the 
use of the common LAN X: drive and e-mail for “off-line” connectors. The APPS software 
incorporates import and export functions to facilitate the transfer of files between personnel. 
When electronic audit files are returned to the auditor after supervisory review, the auditor is 
responsible for ensuring that only the most current audit files, i.e., the reviewed files, are 
included in the audit package. The APPS software facilitates this goal when the ex
port/import functions are used, but it is still possible to overwrite a newer file with an older 
version in other software applications (e.g., Windows Explorer). In addition to the daily 
backup, the backup function should be performed just prior to performing an export. This 
provides a temporary backup, until the approved file is returned. In most cases, work should 
cease until the next import is initiated. However, if work must be performed, it should be 
tracked, approved, and updated after the file is imported. 

c. Work-In-Process Backup: The most important computer proficiency discipline is the 
daily backup of current work in-process files. Files can be lost or destroyed, hard drives fail, 
and entire computers are sometimes stolen. Such occurrences could result in loss of the en
tire in-process electronic working paper package. To minimize such disruptions, the follow
ing procedures should be followed. 
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(1) A backup copy of in-process electronic audit files will be made at least daily. The 
APPS software utility functions allow auditors to easily backup their work to a location of 
their choosing (i.e., common drive, removable medium, etc.). The utility notifies the user 
when there are three or more backup files detected in the backup location for the selected 
audit. If the user chooses to view the list, a window is displayed with the list of backup files 
that can be selected to delete. Since two backups should be more than adequate, particularly 
if they are stored to a LAN drive, auditors should normally delete any backups that are older 
than the two most current backups. 

(2) Auditors using portable laptops must ensure that backup files are not stored with 
the laptop computer (i.e., in the carrying bag) to avoid both being concurrently lost. The 
backup copy(s) should be stored in a location where loss or damage is unlikely to occur. 

(3) An in-process backup set of all assignment audit files will be maintained until the 
entire audit and review is completed and the final electronic working papers have been 
stored and backed up. 

d. Preparing the Completed Working Paper Package for Final Supervisory Review: The 
auditor should perform the following procedures when an audit has been completed and the 
working papers are ready for final supervisory review. 

(1) A hardcopy folder will be established to consolidate and store assignment working 
papers. Working papers include electronic media, as well as hardcopy working paper docu
ments that are not practical to store electronically. The hard copy folder will house the offi
cial hard copy files and the final backup electronic files on CD. In making a decision wheth
er or not it is practical to scan hardcopy items, rather than maintain paper copies, the 
following factors should be considered: how long it will take to scan the hardcopy items; 
how often the item will be used; and any scanning preferences or guidance provided by the 
supervisor, FAO, or region. 

(2) Electronic files should be maintained in efficient formats. As audit working files 
are backed up or archived, individual files and sizes comprising the backup can be viewed 
using WinZip. When creating the final backup, the auditor should use WinZip to identify 
files appearing inordinately large compared to their content. The intent of this review is to 
identify and remedy poor file creation techniques that contribute to unnecessarily large over
all file size. The supervisory auditor should perform a similar review as part of the final re
view process. To aid in this review process, a File Size Review Tool is available on the 
DCAA Intranet as part of Other Audit Guidance. Files that directly support audit conclusions 
should never be removed from a backup or archive simply because they are large. 

(3) All electronic working papers will be backed up just prior to performing the export 
for supervisory review. The APPS software removes original files from the personal com
puters and places them on the LAN X: drive for importing and eventual archiving. The audi
tor will maintain the backup files until a final permanent backup is created from the original 
files during the closing actions (4-407e), after which all interim backup files should be delet
ed. 

(4) The electronic files on the LAN X: drive are the official audit working papers; any 
copies of these files maintained on the auditor's hard drive or on LAN drives accessible by 
the FAO staff must be renamed or otherwise designated as back up or nonofficial copies. 

(5) The auditor is responsible for populating the title, author, and keywords fields of 
the file properties in the audit report. File properties are only necessary for the audit re
port/memorandum and not for all other files contained within the APPS exe file. 

(6) The package is then exported, and notification is provided to the supervisory audi-
tor/FAO manager for final review and completion of the associated audit report. 
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(7) Only four copies of the audit report should be retained in the official file, as fol
lows: 

(a) Final, cross referenced draft in Microsoft Word 
(b) Final report ready for signature in Microsoft Word 
(c) Final report left unsigned and unsecured in PDF format 
(d) Final report, signed and secured in PDF format 

(8) Printed copies of electronic working papers and the audit report are not required for 
inclusion in the package and should be rare. In cases where a determination has been made 
(and documented) to maintain hard copy when an electronic version is available, the hard 
copy included in the package must match the electronic version. 

e. Closing Actions: The final closing actions should be completed as soon as possible 
after report issuance and, except for very unusual situations, within ten working days of re
port issuance. Each FAO must have written closing action procedures to ensure that appro
priate Agency software is used to save and back up all final electronic working papers. The 
procedures should identify what types, if any, of electronic working papers will be made 
available for routine unofficial use and when they will be deleted, and should ensure the 
backup copy (copy stored on CD in the hard copy folder) is included with the working paper 
package when it is sent to storage. The procedures should also include the following ele
ments. 

(1) The Microsoft Word version of the draft audit report (containing all changes to the 
draft, except removal of the cross references and final spelling and format changes) must be 
cross-referenced (see 4-403j.(3) & 4-403k.) to the working papers and included in the work
ing paper package. A table at the top of the cover sheet is provided for inserting supervisory 
approval. Previous versions of draft audit reports should not be retained in the current audit 
working paper file. 

(2) The Microsoft Word version of the final audit report must be stored with the work
ing papers. The APPS software generates a copy of the draft audit report for final processing. 
The copy created by APPS is named “01 DCAA Report [RORG-ASSIGNMENT NO.].doc.” 
This file is processed to accept/reject tracked changes, remove the table at the top of the cov
er sheet, remove cross-references and comments, remove hyperlinks to other documents, and 
make final formatting changes. The electronic file should then be renamed to uniquely iden
tify that file as the final report according to the convention “01 DCAA Report [RORG
ASSIGNMENT NO.]-Final.doc”. For audits closed with documents other than reports, re
place “Report” with the type of document issued (i.e., MFF, MFR, Letter, etc.) as appropri
ate for the draft and final. For supplements or revisions, add the designator –S1 or –R1 after 
the –Final designator, as appropriate. 

(3) Once the final Microsoft Word report is ready for signature, the administrative 
staff will convert the Word document to PDF using Adobe Acrobat software. The admin
istrative staff will then save the report in the PDF format and will name that report accord
ing to the convention “01 DCAA Report [RORG-ASSIGNMENT NO.]-Final
Unsigned.PDF.” Once the unsigned report has been reviewed for formatting errors and is 
ready for signature, the administrative staff will save the report again in the PDF format 
and will name the second PDFreport according to the convention “01 DCAA Report 
[RORG-ASSIGNMENT NO.]-Final-Signed.PDF.” The version marked “Signed” will be 
the version that the FAO Manager will sign and secure. Only the signed and secured PDF 
version of the final report should be transmitted or otherwise used to support future actions 
related to this assignment. 
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(4) For reports sent to customers via e-mail, the transmission e-mail must be retained 
in the official files (see 10-203.10(c) for e-mail content). For audit packages, the transmis
sion e-mail should be named “RORG-ASSIGNMENT NO-email.txt.” The transmission e
mail should be included separately in the Livelink folder, as well as on the CD containing the 
APPS-generated executable file. To eliminate another copy of the report in the working pa
per package, the transmittal e-mail should be saved in a .txt format. For supplements or revi
sions, add the designator –S1 or –R1 after the –email designator as appropriate. 

(5) The following copies of the final electronic working papers (which should include 
the APPS generated executable file, a separate uncompressed copy of the unsigned audit 
report in PDF format, a separate uncompressed copy of the signed and secured final audit 
report in PDF format, and the transmission e-mail) are required: 

(a) The Official Working Paper Electronic Files (compressed as required, 
read-only, and self-extracting) will be stored in Livelink under the appropriate file code. 
A separate folder will be created for each assignment. Official copies of re
vised/supplemental working papers and revised/supplemental reports will be stored in 
the same Livelink folder as the original files. The file naming convention for the Offi
cial Working Paper Electronic Files is encoded by the Archive function in the APPS 
software using an 8-digit date format (e.g., 
01701_2003A10100001_Archive_20080927.zip). APPS does allow for a custom label 
at the end of the naming convention. Since the file name is already 40 characters long, 
this function should be used sparingly in conjunction with the archive function. Howev
er, the custom label function can and should be used for valid descriptors (e.g., can-
celled) on archive files. It can also be used routinely to distinguish multiple copies of 
backups. For supplements, the designator S1 should be placed after the eight digit date. 
The S1 can be added using the custom label function. 

(b) The FAO Backup Working Paper Electronic files will be stored on a single 
session CD in the hard copy folder. The backup copy of the electronic working paper files 
must be maintained as long as the original. This copy is to be used only if the original files 
in Livelink become lost or damaged. The naming convention for the backup copy should 
match exactly the Official copy. 

(6) Any temporary files (recognized by the “~$” or “~WRL” characters that begin the 
file name) and concatenated audit programs (working paper B-99) in the audit working paper 
package must be deleted during the closing actions. These files are duplicates which are used 
for recovery and review purposes. Saving them in the final audit working paper package 
could confuse personnel that use or review the work in the future. 

(7) The following process shall be used to create the archive copies: 
	 The end user accesses the audit working paper files using APPS. This could be 

any member of the DCAA work force. It is critical that whoever is assigned this 
responsibility be appropriately trained, including training in APPS. 

 Select the Utilities Function within APPS and use the Import Utility to import the 
selected assignment to the local machine. 

 Use the Backup Utility to backup the file before proceeding. This file should be 
saved in a temporary location until the archive function is complete. 

	 Use the Export Utility Function (select “Archive” as the Type of Review) to ex
port the selected assignment to the LAN X: drive. This will create the final offi
cial zip file (e.g., 01701_2003A10100001_Archive_20093003.zip) that is stored 
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in Livelink and backed up in the hard copy audit folder on a CD. After the official 
file is created, complete (a), (b) and (c) below. 
(a) Collect all the files created in the closing process (APPS generated zip file, 

a separate uncompressed copy of the final audit report, the transmission e-mail and the 
scanned signature page) in the assignment subdirectory on the X: drive. 

(b) Follow the instructions in the Livelink User Guide to file all the appropri
ate official files in Livelink in a separate folder under the appropriate file code. 

(c) Copy all files from the LAN X: drive to a temporary location on the C: 
drive to prepare for the CD burning process. Make a copy of the APPS generated zip 
file (*.zip), final audit report file, transmission e-mail, and the scanned signature page 
file on a single session CD-ROM (type CD-R). Using the CD writing software, assure 
that the files are burned in the “Data CD” format, data is tested as it is recorded, and 
that the CD is closed at the end of the session. This will be the Backup Electronic File. 
After the electronic working paper backup copy is created, it must be opened and read 
to ensure it was not corrupted during the copying or compressing process. This test must 
be performed on another machine. Label the CD with, at a minimum, the following in
formation: 

 The word “tested” and the initials of the person who performed the test.
 
 The complete assignment number.
 
 A brief assignment description, such as:
 
Tested: XXX
 
2441-2004B21000001
 
Audit of XYX Proposal for Multicolored Widgets
 

(8) Ensure the backup electronic files (stored on single session CD-ROM’s) are 
securely enclosed in the working paper hard copy folder. The use of sleeves or other 
appropriate techniques should be employed to ensure the final electronic files are not 
separated or lost from the working paper package and the copies are kept in good condi
tion. Each FAO should ensure strong controls are in place to protect the integrity of the 
official records/files as well as their physical security. The completed folder will then be 
stored consistent with standard FAO procedures. 

(9) If the auditor receives or prepares supplemental documents/correspondence 
(e.g., price negotiation memorandum, documentation related to negotiations (15-404), 
attending a Board of Review (1-403.4), or circumstances described in 4-409) that are 
directly related to an assignment that has already been finalized, stored and archived, 
the auditor should use compression software when appropriate and create appropriately 
named files (e.g., “RORG-Assignment No.–PNM Data”). The new files should not be 
incorporated directly into the original APPS package. They should be filed in Livelink 
in the same folder with the original official files, but the original APPS files should not 
be opened to add the supplemental documentation. The new files should also be copied 
to a new single-session CD and stored with the backup CD for the original APPS files. 

(10) Records discovered to be missing, lost, or destroyed prior to the date that they 
are eligible for destruction (and which cannot be recreated) must be reported in accord
ance with DCAAM 5015.1, Chapter 4, paragraph C.

f. Sensitive Audits and Files: Most sensitive audits and files are closed using proce
dures provided in 4-407e and are archived in Livelink. Sensitive audits and files include,
but are not limited to, classified work, suspected irregular conduct, hotline or DCAA
Form 2000. However, Rule 6e suspected irregular conduct (i.e., Grand Jury Criminal In
vestigations) and classified audits require special closing actions as follows: 
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(1) Rules 6e suspected irregular conduct working papers and files will not be filed in
LiveLink. Return the files and documents to the appropriate investigative agency. 

(2) Audits related to classified work will not be filed in Livelink. Instead, the official 
and backup copy files will be stored on separate compact discs (CD/DVD). The archiving 
procedures provided in 4-407e(7) should be modified as necessary in recognition that sen
sitive files are not stored on an “X” drive and official/backup copies of the files are to be 
made. The file naming convention used in APPS for audit packages should be used in 
conjunction with a custom label for the “official” and “backup” copies. The official audit 
file name will include the custom label “_Official”; and the backup file will include 
“_Backup”. The custom label is added after the eight digit date (e.g. 
01020_20xxA10100001_Archive_YYYYMMDD_Official.exe). APPS is used to create 
the official file. The backup file can be copied from the official file and the custom label in 
the backup audit file name be renamed from “_Official” to “_Backup”. Additional discus
sion of file naming convention is provided in 4-407e(5)(a). The Official electronic files 
must be stored in the hard copy folder. The Backup CD for classified audits must be 
stored separately from the Official Working Paper Electronic Files, in a controlled or 
locked file. 

4-408 Computer-Aided Audit Applications 

a. A computer-aided audit application is any audit task that has been automated us
ing a software program. Any application that is developed must be tested before it is 
used. The extent and type of testing should be based on the complexity of the applica
tion and the inherent risk when relying on the results generated. 

b. Audit applications done with a computer must fully satisfy the requirements of 2
307 and 4-402b. Thus, working papers prepared with the aid of a computer should be 
documented in the same manner as those prepared manually. They should clearly de
scribe the data and procedures employed in the computer application. 

c. The amount of documentation will vary depending on the particular computer 
application employed; however, the data and procedures used in the application must be 
sufficiently documented and properly retained to satisfy the requirements of 4-402b and 
to facilitate the re-creation of the application. Examples of matters that may need to be 
documented to fully explain the computer-aided audit work are: 

(1) the basis for formulas used in spreadsheet-type applications or in calculated 
columns of tabular schedules, 

(2) detailed schedules supporting summary schedules, and 
(3) the input data if it is not shown in the output. 

Depending on the application, the required documentation may be in the form of sup
plementary printouts from the computer application program or explanatory annotations 
by the auditor. 

d. Proper training, planning, and testing are important factors in ensuring that com
puters are effectively used and in minimizing the risk of generating inaccurate results. 
However, just learning about proper design methods and good construction techniques in 
developing an audit application provides no guarantee that the results will be error-free. 
Adequate control features need to be identified, designed, and incorporated into the docu
mentation, data entry, processing, and output portions of an audit application. For exam-
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ple, the following control activities could be used for spreadsheet applications, where ap
propriate: 

(1) Retain a listing of the formulas and their relationships. 
(2) Attach instructions and identification data with the spreadsheet application. 
(3) Create back up files. 
(4) Use the software protection/locking features to protect formulas and overall 

structure. 
(5) Use record counts, data totals, hash totals, or other control totals. 
(6) Calculate key balances using two alternative methods and then compare the 

results to make sure they are equal. 
(7) Use range and reasonableness check numbers to confirm totals. 
(8) Run test data and review the output for accuracy. 

e. Store the data supporting a computer-aided audit application on reliable computer 
media (i.e., single session CD-ROM, magnetic tape, etc.) labeled with the appropriate 
audit assignment number. Take necessary precautions to adequately store and protect the 
electronic files. 

f. Auditors should not create electronic files that are so large that they are difficult to 
store, e-mail, or otherwise handle. When scanning or otherwise obtaining electronic files, 
the auditor should obtain and retain only necessary data, and should properly prepare audit 
reports and working papers. When it is necessary to retain electronic copies of contractor 
data or documents (see 4-406), it should be in an efficient format. Pages scanned in ac
cordance with Agency guidance will usually be less than 100 kilobytes in file size; how
ever, if the settings are incorrect, a single page can take up several megabytes (e.g., when 
saved as a .BMP file rather than a .PDF file). A document saved in an .RTF format can be 
several times larger than the same document saved in a .DOC format. All overly large files 
should be reviewed to ensure they are in the most efficient format and do not contain un
necessary images or data. Significant amounts of data can be embedded or imported into a 
document or spreadsheet without realizing the significant impact on file size. Images may 
be pasted into a document as a .BMP file which can make the document very large, but 
which may not be easily identified because they are embedded in the document and the 
auditor cannot see the portions that are in the .BMP format. Similarly, Excel workbooks 
shall not be embedded into audit reports (see 10-203.15), although that process can be 
used in working papers. When issuing audit reports, a good rule of thumb is that the file 
size should be about 50 to 100 kilobytes per page. If the report is significantly larger, it 
should be checked. There is a File Size Review Tool available on the DCAA Intranet to 
assist auditors and supervisors in identifying files with size problems. Regional RSA staff 
can provide assistance if needed. 

g. Supervisory review to ensure compliance with the auditing standards applies to 
computer-aided audit applications, just as it applies to any other type audit application. 
The reviewer must evaluate each application based upon its objectives and the relative 
sensitivity of the audit conclusions. 

4-409 Documentation of Differences of Opinion on Audit Issues 

GAGAS Appendix 1, paragraph A.310b.(6) requires audit organizations to maintain 
“procedures for resolving difficult or contentious issues or disagreements among team 
members, including specialists”. Examples of differences of opinion on audit issues may 
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include disagreements on the audit opinion, the sufficiency and/or appropriateness of audit 
evidence, or the nature and extent of audit procedures necessary to meet the audit objec
tives. 

(a) Due to the complex nature of our work, it is not uncommon for differences 
of opinion on audit issues to arise between two or more members of the team during the 
performance of an audit. In most instances, the audit team can resolve the difference of 
opinion through discussion of the issue and should strive to do so at the lowest level pos
sible. When differences of opinion occur, it is imperative that the team act in a manner 
which reflects our core values of teamwork and mutual respect. The audit team should 
make every effort to reconcile differences of opinion on audit issues before issuing the 
audit report. If any members of the audit team (auditors, technical specialist, FAQ, super
visor, FAO Manager, RAM) involved in the performance of the audit disagree with other 
members of the audit team on a significant audit issue, the audit team should meet to dis
cuss and attempt to resolve the issues. Since effective communication is essential to re
solving differences of opinion, as an issue is elevated, the discussions should include all 
parties involved. 

(b) If the audit team members involved cannot resolve the difference of opinion, 
the issue should be elevated to the next highest level of management. It is the responsibil
ity of the highest level audit team member involved in the disagreement to elevate the 
issues to the next highest level. For example, if an auditor and his/her supervisory auditor 
have a difference of opinion, the supervisor is responsible for elevating the audit issue to 
the FAO manager. Prior to elevating the issue to the RAM, the FAO should prepare a brief 
summary of the difference of opinion and be prepared to discuss the issues in detail. If the 
RAM is unable to reconcile the difference of opinion, he/she is responsible for elevating 
the issues to the Deputy Regional Director. If the Deputy Regional Director is unable to 
reconcile the difference of opinion, he/she will make a final decision. 

(c) If the disagreement is not resolved to the satisfaction of an audit team mem
ber, they may, at their discretion, write a dissenting opinion and place the documentation 
in the “Documentation of Audit Disagreements” folder generated by APPS. The documen
tation should include the specific basis and facts for the disagreement. Additionally, if the 
unreconciled difference of opinion results in differing questioned, unsupported, or unre
solved costs, the documentation should include information of the dollar impact. Docu
mentation is generally only required when the difference of opinion could significantly or 
materially affect the audit conclusions. As auditing standards require the audit report be 
fully supported by the working papers, the final working papers must represent the final 
conclusions reached as contained in the audit report. 

(d) The name of the audit team member who has documented an unreconciled 
difference of opinion may be excluded from the “DCAA Personnel” section of the appli
cable audit report if the member so chooses. The audit team must follow the guidance 
above for unreconciled differences of opinion on significant audit issues even if an as
signment is subsequently cancelled. 

4-410 Supplemental Revisions to the Audit Working Papers after the Audit Report is 
Issued 

a. Audit documentation in the official files must not be altered, deleted or discarded 
after the report issuance date. This includes the original official electronic APPS package; 
the files on the backup CD, and hard copy working paper files. However, circumstances 
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may require additions to audit documentation after the report release date. In all cases, the 
original file must be left intact (see 4-410b). Under the AICPA auditing standards, addi
tional audit procedures and supplemental working papers may be necessary after audit 
report issuance when, subsequent to the date of the audit report: 

(1) The auditor concludes that one or more procedures considered necessary at the 
time of the audit, in the circumstances then existing, were omitted. 

(2) The auditor becomes aware that additional facts regarding the subject of audit 
may have existed at the report date, and such facts might have affected the report. 

(3) Relevant and material developments or events have occurred (e.g., final determi
nations or resolutions of contingencies or other matters disclosed in the audit report or 
which had resulted in a departure from the auditor's standard report). See 10-214.1 for 
guidance on supplemental audit reports in this situation. 
The auditor should supplement working papers and issue a supplemental report only when 
necessary under circumstances 1 through 3 listed above, or if a supplemental report would 
be useful to the requestor or other likely report users. For example, the audit issues are still 
outstanding/being negotiated or there is a possibility that the audit may be used to settle 
disputes. When working papers are supplemented, they should contain a concise explana
tion of the circumstances, and resolution of the issues involved. Guidance on supplemental 
audit reports is contained in 10-214. 

b. When additional audit procedures and/or supplemental working papers are needed 
after the audit report has been issued due to application of previously omitted procedures, 
additional facts, or to address subsequent events, the supplemental working papers should 
be created as a separate set of files and electronic files should be stored following the pro
cedures in 4-407e(9). If there are hard copy working papers for the assignment, care must 
be taken to ensure that the original set which existed at report issuance/assignment closure 
are not altered in any manner. The auditor should take prudent measures to ensure that the 
supplemental working papers will not be mistaken for part of the original official working 
paper package. Supplemental working papers should contain a concise explanation of the 
circumstance under which they were created. The auditor should ensure that the supple
mental working papers: 

 are clearly distinguished from the original content; 
 fully document the circumstances leading to the additional effort; 
 contain a lead schedule summarizing the cost elements/areas evaluated; 
 contain structured notes or on-page notes as appropriate (see 4-403.g); and 
 properly reflect who performed the additional procedures and the dates that the 

additional procedures were performed. Working papers must meet Agency docu
mentation standards discussed in 4-403. 

The Supplemental W/P A and the supplemental lead schedules for the changed cost ele
ments/areas evaluated should be annotated with the updated recommenda
tions/conclusions, if any, and cross-referenced to the working papers supporting the up
date. Supplemental working papers will be separate from the documentation in the original 
audit files. 

c. Consideration of Omitted Procedures After the Report Date. 
Additional audit procedures are necessary when an auditor concludes that a procedure 
considered necessary at the time of the audit in the circumstances then existing was omit
ted. 
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(1) The auditor should assess the importance of the omitted procedure to his/her 
present ability to support the previously expressed opinion or conclusions regarding the 
audit taken as a whole. The following procedures may be helpful in making an assessment 
of the importance of the omitted audit procedures: 

 review the working papers; 
 discuss the circumstances with the personnel involved in the audit (i.e., superviso

ry auditor, requestor, contracting officer), and others; and 
	 reevaluate the overall scope of the audit. For example, the results of other proce

dures that were applied may tend to compensate for the procedure omitted or 
make its omission less important. Also, subsequent audits may provide audit evi
dence in support of the previously expressed opinion. 

(2) If the auditor concludes that the omission of a procedure considered necessary at 
the time of the audit report in the circumstances then existing: 

 impairs his/her present ability to support the previously expressed opinion or con
clusions regarding the audit, and 

	 the auditor believes there are persons currently relying, or likely to rely, on the re
port, the auditor should promptly undertake to apply the omitted procedure or al
ternative procedures that would provide a satisfactory basis for the opinion or 
conclusions. 

(3) If the previously omitted procedure or alternative procedures cannot be applied, 
the auditor should discuss this matter with the supervisor and/or FAO manager to deter
mine an appropriate course of action concerning responsibilities to the requestor, contract
ing activities, or other individuals who may rely on the report. 

(4) If the additional procedures disclose that the report opinion, conclusions, or rec
ommendations must be updated, follow the reporting guidance in 10-214. If no report re
vision is necessary, annotate the working papers to explain why this is the case. 

d. Subsequent Discovery of Information Affecting the Audit Report Results. 
(1) If, subsequent to issuance of an audit report, the auditor becomes aware of facts 

or events that would have been evaluated during the course of the audit, had they been 
known at the time, the auditor should promptly: 

	 undertake to determine whether the information is reliable, and 
 assess whether its impact may be material. 

The information at issue may have come into existence either before or after the audit 
report date. In any case, the auditor should discuss the matter with the contractor at any 
management level deemed appropriate, and request cooperation in whatever evaluation 
may be necessary. 

(2) When the subsequently discovered information is found to be reliable, the audi
tor should take action in accordance with the procedures described in the subsequent para
graphs if the nature and effect of the matter are such that: 

(a) the report would have been affected if the information had been known at the 
date of the report and had not been reflected in the audit; and 

(b) the auditor believes there are persons currently relying or likely to rely on the 
audit report who would attach importance to the information. 

Consideration should be given, among other things, to the time elapsed since the audit 
report was issued. When the auditor has concluded, after considering (a) and (b) above, 
that action should be taken to amend the opinion, conclusions, or recommendations in the 
original report, a supplemental report should be issued in accordance with 10-214. 

DCAA Contract Audit Manual 



446 July 22, 2016 
4-410 

(3) If the effect on the audit report of the subsequently discovered information can
not be determined without a prolonged evaluation, the issuance of a supplemental audit 
report will necessarily be delayed. When it appears that the information will require a sup
plemental report, appropriate disclosure would consist of notification to the requestor and 
any other persons who are likely to rely on the audit report that supplemental work is be
ing performed and a supplemental report will be issued upon completion of the evaluation. 
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4-500 Section 5 --- Using Information Technology (IT) in Contract Auditing 

4-501 Introduction 

a. This section describes how IT can assist in audit of contract costs being estimated 
and/or incurred by contractors (to include internal control audits), and ways available to 
obtain related audit assistance. It includes policy and procedural guidelines for using 
both DCAA and non-DCAA IT resources for technical audit applications. 

b. Sections 5-400 and 5-1400, along with the Information Systems (IS) Auditing 
Knowledge Base, available on DCAA’s Intranet, include general background and orientation 
material on IT, Information Systems (IS), and related terminology. More specific guidance 
on contract audit objectives related to IS includes: 

(1) Evaluating IS General Internal Controls (5-400). 
(2) Evaluating IS Application Internal Controls (5-1400). 
(3) Auditing the economy and efficiency of contractor IT operations (C-400). 

4-502 Policy on Use of IT 

4-502.1 General Criteria for Using IT in Audit Applications 

a. Auditors are capable of performing many audit tasks using IT, and DCAA strives to 
take full advantage of this capability. The growing cost and scarcity of auditor time, coupled 
with increasing economy and efficiency of IT, can make the choice of using it increasingly 
cost-effective. 

b. IT resources available to DCAA auditors include any computer system and software 
from: 

(1) the contractor that has submitted the data, 
(2) DCAA regional and field audit offices, and 
(3) the Technical Support Branch (OTST) of the Technical Audit Services Division 

in Memphis, TN. 
If the data is written or copied to any electronic media, it can be accessed by any one of a 
number of data manipulation software tools. Due to the transportability of data, processing 
can take place at the contractor site or at any other processing site available to DCAA. Assis
tance in requesting and obtaining contractor data is available from regional and OTST com
puter specialists. 

c. Documents used to enter information into the computer for processing, certain com
puter files, or other evidential matter required by the auditor may exist only for a short period 
or only in electronic form. In some computer systems, input documents may not exist at all 
because information is directly entered into the system. A contractor’s data retention policies 
may require the auditor to request retention of some information for his/her evaluation or to 
perform audit procedures when the information is available. In addition, certain information 
generated by the computer for management’s internal purposes may be useful in performing 
analytical tests (e.g., system management facilities and statistical analysis system data). 

d. Using IT may also provide an opportunity to apply certain procedures to an entire pop
ulation of accounts or transactions rather than performing sampling. In addition, in some 
accounting systems, it may be difficult or impossible for the auditor to analyze certain data 
or test specific control activities without using IT resources. 
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e. When performing an audit, the auditor should employ an appropriate combination of 
both manual and IT related audit techniques. In determining whether to use IT, the auditor 
should consider such factors as: 

(1) the auditor’s expertise, knowledge and experience with IT, 
(2) the availability of suitable IT resources, 
(3) the efficiency and effectiveness of using IT related techniques over manual ones, 
(4) time constraints, 
(5) integrity of the contractor’s information system and IT environment, and 
(6) level of audit risk. 

f. Certain planning steps should be taken in preparing for the application of selected IT 
related audit techniques such as: 

(1) setting objectives for using IT, 
(2) determining the accessibility and availability of IT resources and data, 
(3) defining the procedures to be taken (e.g., statistical sampling, recalculation, con

firmation, etc)., 
(4) defining output requirements, 
(5) determining resource requirements, and 
(6) documentation of IT used including objectives, high-level flowcharts, and any op

erating instructions. 
g. Data files, such as detailed transaction files, are often retained for only a short period 

of time; therefore, the auditor should make arrangements for the retention of the data cover
ing the appropriate audit time frame. If the auditor plans to access the contractor’s IT re
sources and data, arrangements should be made well in advance of the needed time period in 
order to minimize the effect on the contractor’s IT environment. The auditor should also 
assess the effect that any changes to the IT environment may have on the use of IT in any 
audit applications. In doing so, the auditor should consider the effect of these changes on the 
integrity and usefulness of IT, as well as the integrity of any data used. 

h. The auditor should obtain reasonable assurance of the integrity, reliability, usefulness, 
and security of IT through appropriate planning, design, testing, processing and evaluation of 
documentation. This should be done before reliance is placed upon the IT. The nature, tim
ing and extent of testing is dependent on the availability and stability of any IT resources 
used. 

i. The use of IT should be controlled to provide reasonable assurance that the audit objec
tives and the detailed specifications of the IT related audit activity have been met. Certain 
tests should be performed such as: 

(1) a reconciliation of control totals, 
(2) a review of output for reasonableness, 
(3) a review of the logic, parameters or other characteristics of the IT, and 
(4) a review of the contractor’s IT general controls which may contribute to the integri

ty of the IT (e.g., program change controls and access to system, program, and/or data files) 
before the auditor relies upon system outputs. 

j. Use of IT for audit applications should be sufficiently documented to provide adequate 
audit evidence. Specifically, workpapers should include a description of the IT related audit 
activity, its planning and execution, and any output produced along with conclusions 
reached. 
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4-502.2 Use of Contractor IT 

a. With some computerized applications, access to contractor IT and data may be clearly 
essential for proper audit of costs incurred or proposed. 

b. When possible, meet audit needs through adjustments to normally scheduled contrac
tor computer runs rather than by special runs solely for contract audit purposes. Consider 
using reports or other records that are otherwise available before requesting special reports. 
This requires knowledge of the usefulness of available contractor output. Be receptive to 
suggestions of the contractor’s personnel, so long as audit objectives are achieved effectively 
and efficiently. 

c. In many applications the value of the audit benefit received will far exceed the net cost 
to the contractor. Often, added IT costs are more than justified by benefits accruing to the 
contractor, such as accelerated cash flow resulting from timely processing of progress pay
ment requests or public vouchers, greater assurance of the accuracy of records, and reduced 
administrative support to contract audit requirements. Sample selections, cost reconciliations, 
and special analyses requested by the auditor often save the contractor other significant 
audit support efforts; and the audit data can often be used by the contractor’s operating 
personnel to improve performance of their assigned tasks. 

4-502.3 Cooperation with Internal and Independent Auditors 

Obtaining cooperation from the contractor’s internal audit staff and/or independent 
auditors can facilitate the use of IT in auditing contract costs. These groups normally 
perform reviews of the company’s IS and the data processed. They may often be aware 
of computer listings and/or general purpose computer programs within the system which 
will provide the specific information needed by the auditor. Obtain and use this assis
tance following the guidelines in 4-202 and 4-1000. 

4-503 Organizational Support of Auditing Using IT 

DCAA maintains a complete network of regional and Headquarters resources to help 
the field auditor determine the feasibility of using IT resources for audit applications 
and implementing those that are appropriate. (These resources are, for the most part, the 
same as are available to assist the field auditor plan and/or perform the types of audits 
noted in 4-501b.) 

4-503.1 Regional IS Auditors and Computer Specialists 

One or more auditors in the regional special programs offices are responsible for 
coordinating the overall implementation of auditing using IT policy and programs with
in the regions. These auditors provide technical guidance and assistance in performing 
audits using IT resources. 

4-503.2 Technical Support Branch 

a. OTST provides guidance and assistance for audit applications using IT resources. 
In addition, OTST is responsible for coordination and control of computer program de
velopment to ensure adequate dissemination of new and/or refined IT audit techniques 
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b. OTST provides technical guidance, support, and assistance for all aspects of audit 
applications using IT including internal control evaluations, information access, retriev
al, displaying, and reporting; capacity planning; computer performance evaluation; and 
system tuning. OTST also provides direction and assistance in using generalized data 
management and data manipulation software packages (both commercially available 
and OTST developed) such as SAS, FOCUS, SQL, MSAccess, and VisualBasic. 

c. OTST provides guidance and assistance involving statistical sampling, correlation 
analysis, and improvement curves (EZ-Quant); use of economic data; Flexible Progress 
Payments; and the computations used to determine if a lease should be classified as an 
operating lease or a capital lease in accordance with GAAP. In addition OTST provides 
onsite and written directions for complex applications of statistical sampling (Variable 
and Attribute Sampling Guidebooks), correlation analysis (Graphic & Regression Analy
sis Guidebook), and improvement curves (Improvement Curve Analysis Guidebook). 

4-503.3 IT Related Training 

DCAA’s general auditor training and career development plan includes courses de
signed to provide a basic understanding of Information Systems and Information Tech
nology and the audit concerns associated with this environment. The courses are offered 
through the Defense Contract Audit Institute (DCAI) and conducted by OTST. More 
specialized courses, offered through both Government and non-government sources, are 
available on an as-required basis. 

4-504 IT Audit Tools 

4-504.1 Generalized Audit Software 

Generalized audit software is a computer program or series of programs designed to per
form certain automated functions. These functions include reading computer files, selecting 
data, manipulating data, sorting data, summarizing data, performing calculations, selecting 
samples, and printing reports or letters in a format specified by the auditor. This technique 
includes software acquired or written for audit purposes and software embedded in infor
mation systems. When using generalized audit software, the auditor should take appropriate 
steps to protect the integrity of the contractor’s data. 

4-504.2 Application Software Tracing and Mapping 

Application software tracing and mapping is the technique of using specialized tools to 
analyze the flow of data through the processing logic of the application software and docu
ment the logic, paths, control conditions, and processing sequences. Both the command lan
guage or job control statements and programming language can be analyzed. This technique 
includes program/system: mapping, tracing, snapshots, parallel simulations, and code com
parisons. When using application software tracing and mapping, the auditor should confirm 
that the source code being evaluated generated the object program currently being used in 
production. The auditor should be aware that application software tracing and mapping only 
points out the potential for erroneous processing; it does not evaluate actual data. 
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4-504.3 Audit Expert Systems 

Audit expert systems or decision support systems are tools that can be used to assist audi
tors in the decision-making process by automating the knowledge of experts in the field. This 
technique includes automated risk analysis, system software, and control objectives software 
packages. When using audit expert systems, the auditor should be thoroughly knowledgeable 
of the operations of the system to confirm that the decision paths followed are appropriate to 
the given audit environment/situation. 

4-504.4 Test Data 

Test data are simulated transactions that can be used to test processing logic, computa
tions and controls actually programmed in computer applications. Individual programs or an 
entire system can be tested. This technique includes Integrated Test Facilities (ITFs) and 
Base Case System Evaluations (BCSEs). When using test data, the auditor should be aware 
that test data only point out the potential for erroneous processing; this technique does not 
evaluate actual data. The auditor also should be aware that test data analysis can be extreme
ly complex and time consuming, depending on the number of transactions processed, the 
number of programs tested, and the complexity of the programs/system. Before using test 
data the auditor should verify that the test data will not affect the contractor’s live system. 

4-504.5 Utility Software 

Utility software is a computer program often provided by a computer hardware manufac
turer or software vendor and used to support running the system. This technique can be used 
to examine processing activity; test programs, system activities, and operational procedures; 
evaluate data file activity; and analyze job accounting data. When using utility software, the 
auditor should confirm that no unplanned interventions have taken place during processing 
and that the utility software has been obtained from the appropriate system library. The audi
tor should also take appropriate steps to protect the integrity of the organization’s system and 
files since these utilities can easily damage them. 

4-600 Section 6 --- Audit Sampling and Other Analytical Procedures 

4-601 Introduction 

Auditors should make optimum use of all audit techniques which will increase the 
efficiency and effectiveness of the audit. The appropriate use of audit sampling and other 
analytical procedures will assist the auditor in reaching this goal. Audit sampling includes 
both statistical and nonstatistical sampling. Other analytical procedures include the use of 
correlation, regression and improvement curve analysis. The use of these techniques help 
to ensure the effective use of resources while improving audit quality. These techniques 
are further optimized when data is obtained in electronic format from the contractor to 
facilitate the use of the Agency developed EZ-Quant software. 

4-602 Audit Sampling 

This section provides guidance for planning, performing, and evaluating audit samples. 
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4-602.1 Selection Methods That Are Not Sampling – Judgmental Selection 

Auditors employ multiple selection methods to assist in obtaining sufficient and appro
priate audit evidence. However, many of these methods are not sampling by definition. For 
clarification, certain common selection methods which do not meet the definition of audit 
sampling include: 

(1) selection of 100 percent of the items within a population, 
(2) selection of all items within a population which have a particular characteristic (for 

example, all items over a certain dollar amount – high dollar items only or specific sensitive 
transactions such as Executive Airfare in a G&A travel account), or 

(3) a decision not to select any items (i.e., no auditing procedures applied due to low 
risk or immateriality of items). 

Since the items were not selected on a basis that was expected to be representative of the 
population, and the audit objective was not to draw an inference on the population as a 
whole; these are not sampling applications. These techniques are nonsampling procedures; 
reflecting nonrepresentative selections. DCAA uses the terms "Judgmental Selection" to 
classify this type of selection method. Judgmental selection of items for audit examination 
may be a viable alternative to sampling, especially when dealing with a small universe, or 
where a small number of transactions represent a significant portion of the universe value. 
The judgmental selection findings only apply to the specific items selected for examination 
and must not be projected to the portion of the universe not tested. This is a key distinction 
between sampling versus judgmental selection. Judgmental selection may be used to gain an 
understanding of the types of transactions in an account, determine the types or quantities of 
errors as an initial risk assessment tool, help to gain a sufficient understanding of an account 
to develop a sampling plan, or to render an opinion on the account balance if the selection 
result in adequate audit coverage of the universe to meet the audit objectives. See CAM 4
403 g. (4) for guidance addressing required working paper documentation for a judgmental 
selection. 

4-602.2 Sampling 

a. The Statement on Auditing Standards (SAS) No. 39, Audit Sampling (AICPA, Profes
sional Standards, vol. 1, AU sec. 350), states that audit sampling is “the application of an 
audit procedure to less than 100 percent of the items within an account balance or class of 
transactions for the purpose of evaluating some characteristic of the balance or class.” Simp
ly stated, audit sampling involves examining less than the entire body of data to express a 
conclusion about the entire body of data. 

b. Sampling represents an important tool for the auditor to gain information and to draw a 
conclusion about the population without the need to examine the population in its entirety. A 
key expectation is that the sample items reviewed will be representative of the population 
taken as a whole (i.e., reflect the same characteristics that occur in the population). Sampling 
is used by the auditor to obtain sufficient appropriate evidential matter and is performed be
cause it is generally more efficient than testing 100 percent of a population. Some important 
advantages of audit sampling include: 

(1) saves audit time, 
(2) more effective and efficient way of auditing large complex populations, and 
(3) meets the audit objective and can provide defensible audit results. 
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4-602.3 Statistical and Nonstatistical Sampling 

a. Auditors can use statistical or nonstatistical sampling in their audits. The method se
lected depends on which is the most effective means of satisfying the audit objective and 
supporting favorable resolution of any reported conditions. Statistical sampling is preferred 
because of its advantages, which include: 

(1) Sample selection is objective and thereby defensible, 
(2) Sample results can be projected to the universe, 
(3) Sample may provide better coverage with less audit effort, and 
(4) Sampling results provide for a statistical measurement of sampling reliability 

and/or sampling error (precision at a particular confidence level). 
b. The requirements for a statistical sample include a random sample selection and the 

use of probability theory to both evaluate sample results and measure sampling risk. A ran
domly selected sample is one in which each item in a stratum has a known probability of 
being selected. More broadly, a statistical sample is one for which each sampling unit within 
a stratum has a known and equal chance for selection. The manner of selection of the items 
must preclude any personal influence as to which items are included in the sample. 

c. Sample reliability and accuracy cannot be statistically evaluated in a nonstatistical 
sample (i.e., precision at a particular confidence level cannot be mathematically computed in 
a nonstatistical sampling application). A nonstatistical sample may be selected using a ran
dom selection technique, a haphazard approach, or using most any other approach provided 
the sample items are selected in a way the auditor expects to be representative of the popula
tion, and all items in the population should have an opportunity to be selected. Since sample 
reliability and accuracy (precision at a particular confidence level) cannot be statistically 
measured in a nonstatistical sampling application, sample sizes should be at least 25 percent 
larger than sample sizes for statistical sampling applications. Without application of statisti
cal concepts, there is greater risk a nonstatistical sample will not be representative of the 
universe (i.e., reflect the same characteristics that occur in the universe such as similar ques
tioned ratios); therefore, at least a 25 percent increase in sample size is necessary in order to 
subjectively draw conclusions. Increasing the sample size by at least 25 percent provides 
greater assurance the sample results will be representative of the universe. 

Nonstatistical sampling must not be used to make monetary projections of sample results 
to the sample universe, i.e., to determine projected questioned cost. Nonstatistical sampling 
may be appropriate when used to make an audit judgment or conclusion when testing a 
nonmonetary characteristic. By policy, DCAA audits will not use nonstatistical sample re
sults to extrapolate sample results into monetary projections of the sample population. 

4-602.4 Scope and Degree of Testing 

a. The scope and degree of testing is a matter of professional judgment by the auditor. 
The decision will be influenced by prior experience, materiality, sensitivity, and other fac
tors, including recognition that only a statistical sample can be defended as truly objective. 
Application of audit sampling recognizes that a complete review of all the transactions which 
support a proposal, claim, or other form of financial representation generally is unnecessary 
or impractical. It is possible to support a professional opinion regarding a contractor's repre
sentation by reviewing transactions on a sampling basis. Review of all representations may 
be required when a few transactions or items of large amounts are involved or when it is 
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necessary to develop detailed information devoid of sampling error, such as in the case of 
support for legal action. 

b. In selecting the items to be tested, and in determining the extent of the examination, 
the auditor must have an understanding of the control or account to be tested. To obtain this 
level of understanding, the auditor may need to conduct a preliminary nonstatistical proce
dure of only a few items to gain an understanding of the transaction(s) or process flow, con
trols applied, and types of supporting documentation available. In addition, it is important to 
profile the account transaction detail to gain an understanding of the type of transactions it 
contains; both in characteristics as well as transaction dollar values. (For example, the ac
count may include credits, accruals, reversals, and zero dollar items.) The following guide
lines should be considered: 

(1) Examination of all large transactions (the meaning of "large" will vary; thus, a 
$1,000 item in a $10,000 claim would deserve attention, but the same item would not be 
"large" in a $10 million indirect cost pool in which the Government shares a small percent
age). 

(2) Review of all transactions of an unusual or sensitive nature. 
(3) More extensive tests in areas where procedures or internal controls are known to be 

weak or where deficiencies were disclosed in previous audits, where errors or items of a 
questionable nature are more likely to occur in certain departments or in records produced by 
certain categories of employees, during certain periods of reorganization, or where personnel 
are assigned unfamiliar tasks. 

(4) Lapse of time since previous tests. 
(5) Special attention to those areas where incorrect charges would have the greatest 

effect on the costs to the Government. 
(6) Trend information from previous audits. 
(7) Testing of other transactions where the total amount may be significant in the ag

gregate 
c. There exists an interdependence of audit sampling and the other audit techniques that 

serve as sources of reliance for audit conclusions and recommendations. Seldom is an audit 
recommendation based solely on the evaluation of the sample only. In the examination of 
contract costs, the auditor's objective is to report an informed opinion on the propriety of the 
contractor's cost representations. In expressing an opinion, the auditor does not require com
plete certainty (which may not be practical to obtain) regarding the contractor's representa
tions. The auditor only needs reasonable assurance that the audit conclusions are substantial
ly correct. An understanding of this relationship is essential to the effective application of 
audit sampling to contract auditing. It is this relationship and understanding that guides the 
auditor’s judgment in formulating an effective sampling plan that meets the audit objective. 

4-602.5 Use of Information Technology to Assist in Sample Selection 

a. DCAA has available a number of automated tools to assist auditors in statistical and 
nonstatistical sampling as part of the EZ-Quant application. EZ-Quant is a collection of 
quantitative methods for which Agency developed software has been written to perform 
quantitative analyses such as statistical sampling, regression analysis, and improvement 
curves. EZ-Quant applications will be used by auditors for both attributes and variables sam
pling applications. 

b. The EZ-Quant software has been designed to operate directly with data files created by 
MS Excel, MS Access, and simple text data files. In addition, EZ-Quant features assist the 
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auditor in preparing and documenting procedures applied into standard audit workpapers. 
Auditors should not use other sampling software applications. The use of EZ-Quant applica
tions is paired with the expectation that auditors take full advantage of contractor automated 
systems and electronic files. 

4-602.6 Sampling Applications 

a. The sampling procedures applied will be controlled by the audit objective. Audit sam
pling can be used to conduct compliance tests to determine whether certain controls or pro
cedures are complied with, or substantive tests to determine an amount or value of an ac
count. This is sometimes referred to as a dual purpose test. 

b. Generally, the auditor will use attributes sampling for compliance testing and variables 
sampling techniques to conduct substantive testing. These two sampling techniques are fur
ther distinguished as either acceptance or sampling for substantive tests of details. The pur
pose of acceptance is simply to either accept or reject a statement of condition, whereas 
sampling for substantive tests of details provides an answer to the question of either how 
many or how much. 

4-602.7 Attributes Sampling 

Attributes sampling is performed when there are only two possible outcomes from the 
evaluation of a sample item: the sampled attribute(s) either is or is not in compliance with the 
law, regulation, or internal control being tested. An attribute test is built around questions 
answerable by either "yes" or "no.” Each attribute is tested separately and error rates are 
evaluated separately for each attribute. Attributes sampling can be classified into the two 
approaches of acceptance and estimation sampling. Their use depends on audit objectives. 
With acceptance sampling, the goal is usually to either accept or reject the universe. With 
estimation sampling, the goal is to estimate the actual error rate in the universe. 

a. Attributes acceptance sampling is typically used for evaluating a contractor's internal 
controls. This includes the evaluation of policies, procedures, and practices to determine the 
adequacy of internal controls or operational efficiency. Since perfection is seldom expected, 
there is some level of noncompliance that can be tolerated without altering the planned, as
sessed level of control risk. Attributes acceptance sampling is designed to discern whether 
noncompliance is within tolerable limits. In acceptance sampling, the minimum sample size 
can be determined to distinguish between tolerable and intolerable conditions. The tolerable 
level of noncompliance or critical error rate is specified in advance and documented in the 
sample plan. Acceptance sampling is not designed to estimate questioned costs. Instead, poor 
compliance revealed by an acceptance sample would normally prompt recommendations for 
system changes. Examples of acceptance sampling applications include discovery sampling, 
acceptance one step sampling, and acceptance two step sampling. 

b. An attributes estimation sample is designed to estimate the frequency of a specific type 
of error in a universe. A sample size is determined that provides a desired level of assurance 
(or confidence) that the error rate is estimated with a desired degree of precision. In contrast 
with acceptance sampling, estimation sampling is designed to estimate the noncompliance 
rate with a level of precision specified by the auditor. Attributes estimation sampling is gen
erally applicable to audits where compliance of the universe is being estimated as opposed to 
being subject to a pass/fail test. Estimation sampling is appropriate when the audit objective 
is to estimate an adjustment (impact) based on a statement of error conditions. 
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4-602.8 Variables Sampling 

a. Variables Sampling is generally used to verify account balances of cost elements and 
estimate any differences between the contractor’s claimed or proposed amounts and those 
supported by the audit evaluation. The audit sample universe (e.g., accounts, vouchers, or 
bill of material) represents the entire grouping of items from which a sample will be drawn. 
Examples where variables sampling can be applied to proposals, incurred costs, progress 
payments, forward pricing rates, and defective pricing. 

b. An important objective of variables sampling is to estimate a particular universe char
acteristic such as total unallowable costs (or questioned cost). The estimated questioned cost 
is commonly known as the “point estimate.” A point estimate strikes a balance between po
tential understatement (considering both likelihood and amount) and potential overstatement 
of the true universe amount. In statistical sampling, “confidence level” and “precision” are 
used to measure the reliability and accuracy of the point estimate. The confidence level deals 
with “sureness” (or assurance) while precision deals with “closeness” (or accuracy). All ini
tial statistical sampling evaluations will be performed using at least a 90 percent confidence 
level. As explained in 4-602.9b, auditors may consider evaluating the sample using a lower 
confidence level such as 80 or 85 percent if the level of control risk and/or inherent risk sup
ports this or other procedures were performed which support the sample results. 

c. Statistical sampling for variables can be performed in two ways, depending on selec
tion probabilities for individual sampling units. These are Physical Unit Sampling (PUS) and 
Dollar Unit Sampling (DUS). With physical unit sampling, each item (physical unit) in the 
sample universe has an equal chance of being selected. Physical unit sampling is often re
ferred to as classical variables sampling. Dollar Unit Sampling also known as Monetary Unit 
Sampling, uses probability proportional to size sampling (PPS), in which each item has a 
selection probability that is proportional to its dollar (absolute value) size. This translates to 
an equal chance of selection for each dollar in the sample universe. 

(1) In physical unit sampling, sample items (invoices, timecards, travel vouchers, etc) 
can be selected either manually or by using EZ-Quant. In applications of physical unit sam
pling, the auditor will commonly employ stratification to enhance sampling reliability and 
accuracy. A statistical sample requires that sampling units within a stratum be randomly 
selected and all units within the stratum should have an equal chance for selection. The audi
tor then evaluates the sample items and determines any cost that should be questioned. Strati
fication is decided as part of the sample plan and while it is usually based on dollar value it 
may also use other characteristics. 

(a) Data stratification for audit purposes is the partitioning of the sample universe 
into smaller groups according to a scheme that suits audit purposes. Stratification does not 
change the audit universe, but merely breaks it down for sampling and then combines the 
results. Stratification is primarily used in variables sampling, and is rarely used in attributes 
sampling. 

(b) The usual purpose of stratification in contract audit sampling is to improve 
sampling precision. The most common single basis for stratification in contract audit sam
pling is the recorded dollar amount of the individual universe items. Other bases for stratifi
cation are possible, either instead of or in conjunction with dollar based stratification. In 
many situations, the auditor may believe that other characteristics of the universe items sig
nificantly affect the probability or amounts of errors. For example, unallowable costs may be 
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more frequently encountered in vouchers that relate to certain types of transactions, depart
ments, or payees. 

(2) Dollar unit sampling is a substitute for stratification by dollar amount. Its selection 
probability proportional to size (PPS) feature concentrates the sampling evaluation toward 
larger items much the same as stratification does for physical unit sampling. DUS does have 
an advantage over PUS in dealing with selected items that prove to be clusters of smaller 
physical units. Dollar interval selection is used to select DUS samples. An interval is deter
mined, and items with an absolute value exceeding the interval are automatically selected for 
evaluation and removed from the sample universe. The remaining items comprise a single 
sampling stratum. A starting value less than the interval is randomly determined. It becomes 
the first “dollar hit”. Subsequent hits are determined by adding the value of the sampling 
interval to the prior dollar hit until the process has stepped through the entire sampling stra
tum. The sample items are those containing the dollar hits. DUS is not suitable to sample for 
understatements or items with zero dollar value. With DUS, universe items with understated 
values may not have an equitable selection probability, and zero value items will not be se
lected in the sample. If the point estimate is not reported due to an inadequate precision val
ue, an additional advantage of DUS is generally a greater proportion of the sampling uni
verse dollars are examined because of the tendency to select higher dollar items for 
examination. 

4-602.9 Sampling Plan Design and Documentation 

The successful audit application of sampling begins with the design of the sampling plan. 
Sampling plans are required for audit applications of both attributes sampling and variables 
sampling. Both statistical and nonstatistical sampling applications require a well documented 
sample plan. The auditor should seek to develop a sampling plan that will provide maximum 
support for conclusions in return for the time spent in the selection, examination, and evalua
tion of the sample. Sampling plans must be documented in the audit working papers in suffi
cient detail to meet the requirements of the GAGAS Attestation Standards. 

Detailed elements of a sample plan are: 
 Identify audit and sampling objectives; 
 Describe the audit universe, sampling universe, and the sampling unit; 
 Describe the sampling frame; 
 State the sampling technique to be applied; 
 For attributes sampling, establish the desired sampling reliability parameters; 
 Determine a sample size consistent with the audit objective and identified audit 

risk; 
 Describe the sample selection method; and 
 Describe how sample results will be evaluated. 
a. Identify Audit and Sampling Objectives. A prerequisite to the application of any sam

pling process is the need to identify the specific audit objectives to be attained by examina
tion of the area under evaluation. Prior to initiation of the sampling process, the auditor 
should definitively set forth in the sampling plan the characteristics and values to be exam
ined during the audit. The auditor's sampling objective should satisfy the audit objectives of 
the area being audited. The precise type of errors, occurrences, or values being audited must 
be defined in order to design an economical or efficient sampling plan. The objective should 
define what specific audit procedures will be applied. To define the objective, the auditor 
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needs to have knowledge or understanding of the audit area to be evaluated. This knowledge 
can be obtained from prior audit history or other applied analytical procedures, and may 
require the review of a nonstatistical sample or judgmental selection of items to obtain the 
necessary knowledge to properly frame an effective audit sample. 

b. Describe the Audit Universe, Sampling Universe, and the Sampling Unit. A universe is 
a group of items or transactions from which information is desired and includes all items 
which could potentially be examined. The audit universe includes all items selected for 100 
percent review and all items with a chance to be examined through random selection. The 
sampling universe is a subset of the audit universe and consists of items remaining after the 
large dollar or sensitive transactions have been stratified for complete (100 percent) review 
or other items where no review will be made based on risk or materiality. The sampling uni
verse is a group of items from which a sample will be selected through random selection. 
The sampling unit is the basic element that will be examined taking into consideration the 
use of physical or dollar unit selection. A sampling unit may be a document or record, such 
as a purchase order or travel voucher, or may be an item reflected on the document or record. 
The auditor should determine the completeness of the universe before sampling and the 
working papers should include evidence of reconciliation among the audit universe, sam
pling universe, and selected items for examination. 

c. Describe the Sampling Frame. The sampling frame is the physical (or electronic) rep
resentation of the sampling units from which the sample is actually selected. The sampling 
frame may or may not be synonymous with the sampling universe. For example, the sam
pling frame may be an electronic file of the contractor's general ledger containing the trans
actions for all accounts. The auditor should reconcile the universe, the sampling frame, and 
the sampling universe and document any required adjustments in the audit working papers. 

d. State the Sampling Technique to be Applied. Document the type of sampling applica
tion to be applied. The auditor must state whether statistical or nonstatistical sampling proce
dures are being applied. For variables sampling, the auditor shall select physical unit or dol
lar unit. For attributes sampling, the auditor shall identify either acceptance or estimation 
sampling. 

e. For Attributes Sampling, Establish the Desired Sampling Reliability Parameters. As 
part of the sample plan for attributes sampling, auditors need to establish reliability parame
ters which provide a minimum acceptable level at which the auditor is willing to express an 
audit opinion. For variables sampling, the sample plan will not include a goal for sampling 
accuracy (i.e., precision goal). For attributes estimation sampling, the sampling reliability 
parameters are the desired precision range and the desired confidence level. For attributes 
acceptance sampling, the parameters include the critical error rate (CER), government risk 
(GR), false alarm error rate (FAER), and false alarm risk (FAR). The CER and GR measure 
government risk or the chance of incorrectly accepting the findings of an attribute. While 
FAER and FAR measure contractor risk or the chance of incorrectly rejecting the findings of 
an attribute. 

f. Determine a Sample Size Consistent with the Audit Objective and Identified Audit 
Risk. Sample sizes should be risk based and sufficiently large enough to reasonably provide 
sample results reflective of the true universe results. The auditor should consider the follow
ing in establishing the necessary minimum sample size. 

(1) Variables sampling. For universes greater than 250 items, the sample size selected 
depends on an assessment of two risk related variables: 

 tolerable misstatement, and 
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 expected error rate or estimated variability in questioned ratios. 
The table below should be used to determine the appropriate, minimum sample size: 

Tolerable Misstatement 
Expected Error Rate or Estimated Variability in 

Questioned Ratios High Moderate Low 
Low 47 58 77 

Moderate 69 86 114 
High 87 109 145 

The sample sizes in the above table reflect only the minimum number of sample items and 
cannot be allocated between sample items and high dollar selections. Any high dollar selec
tions would be in addition to the sample sizes shown in the table. The above table uses a risk 
of incorrect acceptance of 10 percent or a confidence level of 90 percent. The sampling 
plan must document the rationale considered to assess the sample size variables and de
termine the associated minimum sample size. For sampling universes of 50 to 250 items, 
as a general rule, at least 20 percent of the items, or at least 30 items, whichever is greater, 
should be selected for examination. The auditor should consider the following in selecting 
the appropriate risk levels for the two sample size variables. 

(a) Tolerable misstatement. Tolerable misstatement is a planning concept and is 
related to the auditor’s determination of materiality. Tolerable misstatement is the maximum 
error in the population (i.e., the account) the auditor is willing to accept (tolerate). The audi
tor must select a rating of: low, moderate, or high. When planning a sample for a test of de
tails, the auditor should consider the amount of monetary misstatement in the related account 
balance that may exist before the account balance is considered materially misstated. The 
total potential misstatement represents the sum of those misstatements found in the sample, 
misstatements found through the examination of High$ items, and misstatements found 
through other tests outside of the sampling application. This maximum monetary misstate
ment the auditor is willing to accept for the balance or class of transactions is called the tol
erable misstatement. 

When an auditor determines very little error or misstatement can exist in the account 
balance before an adjustment of the account balance would be necessary, the auditor 
would set the tolerable misstatement as low. As a result, a larger sample size is required in 
order to ensure misstatements will be identified. For example, if two proposals were of 
equal value, we would typically have a higher tolerable misstatement for an audit of a cost 
type proposal versus an audit of a firm fixed price (FFP) proposal. If the cost type pro
posal had a proposed fee of 10 percent and the auditor found $100,000 of questioned cost, 
the impact of the misstatement or questioned cost would be $10,000. Using the same sce
nario with a FFP proposal, the impact would be $100,000 plus applicable profit. As a re
sult, the level of misstatement in the cost type proposal would have to be substantially 
higher before it approached the same impact to the Government as in the FFP proposal 
example. Consequently, a higher degree of error is tolerable on a cost type proposal than 
on a fixed price proposal, and larger sample sizes would be expected for a fixed price pro
posal. In an incurred cost audit, the level of tolerable misstatement would be higher for a 
contractor with low Government participation versus a contractor with 100 percent Gov
ernment participation. 

In establishing whether the tolerable misstatement level should be set at high, moder
ate, or low, the auditor should consider the expected total amount of known and likely 
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misstatements (i.e. questioned costs), and whether separate audit procedures exist which 
will be used to help formulate an audit conclusion on the account balance or class of trans
actions. If no or few other audit procedures are performed on this cost element, then the 
tolerable misstatement should be assessed as low. The greater the number of misstate
ments or questioned cost that is expected leads to a lower assessment of the tolerable mis
statement. A graphical illustration of the relationship between the Tolerable Misstatement 
and sample size is presented below. 

(b) Expected error rate and expected variability in questioned ratios. In determining 
a minimum sample size, using the column titled “Expected Error Rate or Expected Variabil
ity in Questioned Ratios” the auditor must also select a rating of low, moderate, or high. This 
column represents the auditor's expectation that audit findings, in terms of costs questioned 
will represent a low, moderate, or high level. An assessment set at low results in a smaller 
sample size reflective of the auditor's expectation of few misstatements. An assessment set at 
high would reflect the auditor's expectations a large number of errors exist in the account. 
For example, contractor controls to identify unallowable costs are poorly designed or not 
operational. If it is anticipated that the expected error rate (total cost questioned divided by 
universe amount) is substantial, then the assessment should move towards “high.” 

If significant variability is expected in the individual sampled items’ cost questioned 
ratios (cost questioned/sample item’s value), then the assessment should also move to
wards “high.” For example, if it is anticipated that the cost questioned ratios will vary 
greatly (i.e., sample item 1 – questioned 20 percent; sample item 11 – questioned 80 per
cent; sample item 25 – questioned 5 percent, etc.) from sample item to sample item then 
the assessment should move towards “high.” Larger sample sizes are necessary when the 
auditor anticipates significant variability in the sample items questioned ratios. A graph
ical illustration of the relationship between the Expected Error Rate or Expected Variabil
ity in Questioned Ratios and sample size is presented below. 
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(c) Auditors must consider the Tolerable Misstatement and Expected Error Rate 
or Expected Variability in Questioned Ratios in determining the sample size. Each sam
pling application requires its own unique, tailored and documented assessment based on 
the performing auditor's judgment. Considering both tolerable misstatement and the ex
pected error rate or expected variability in questioned ratios will assist the auditor in se
lecting a sample size appropriate for the audit; balancing materiality and audit risk. If the 
auditor has no knowledge regarding the tolerable misstatement, expected error rate, or the 
expected variability in questioned ratios, the auditor should assess these items using the 
most conservative assessment possible (i.e., using the largest resulting sample size). 

(d) All rationale used in assessing the level of tolerable misstatement and the 
expected error rate or expected variability in questioned ratios should be adequately doc
umented in the sampling plan. The risk criteria assessment used to determine the sample 
size must be consistent with conclusions reached in the audit’s risk assessment section of 
the working papers (i.e., working paper section B). 

(e) The minimum sample size table is based on sampling theory from monetary 
unit sampling (i.e., dollar unit sampling), which is the Agency’s preferred method of sta
tistical sampling. The table can also be used for physical unit sampling; however, physical 
unit sampling generally requires the universe be stratified and larger sample sizes (perhaps 
10 to 20 percent larger) may be necessary. Should the auditor choose to use the Sample 
Sizer option in EZ-Quant, a 90 percent confidence level must be used to establish the 
sample size and it must be no less than the sample size indicated in the table shown in 
paragraph 4-602.9 f. (1). 

(2) Attributes Sampling. Attributes sample size can be determined manually from 
published sampling tables, or auditors can use the EZ-Quant software (highly recommend
ed) to compute sample sizes for acceptance sampling procedures. The auditor should rank 
the attributes according to their relative importance. Normally, the most critical attribute 
will require the largest sample. For each attribute, the required sample size should be de
termined using the appropriate EZ-Quant acceptance sampling size option. The maximum 
number of items to be selected will be the largest of all the sample sizes determined for 
individual attributes. 

All attribute(s) sample planning will use a 90 percent confidence level to establish 
sample sizes and evaluation of sample results. This applies to discovery, acceptance, and 
estimation sampling. The desired assurance, or confidence level (CL), represents the relia-
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bility an auditor wishes to place on the sample results. Since it is often easier to think in 
terms of risk, the complement of the confidence level (100 - CL) is sometimes used in the 
EZ-Quant software. This risk term is defined as the “Government's Risk” (GR). The GR 
shall be set at 10 percent or less when performing an attributes sample, which provides a 
CL of 90 percent. For Discovery and Acceptance Sampling applications, the auditor must 
also establish a critical error rate (CER). The CER represents the maximum error rate in 
the universe considered acceptable by the auditor. For attributes sampling, the CER shall 
not be set above 10 percent. CERs in excess of 10 percent generate extremely small sam
ple sizes, which are too small to draw reliable conclusions about the effectiveness of inter
nal controls. Generally, the CER should be set at 5 percent or less, particularly if no other 
testing is being performed to formulate a conclusion about the reliability of the internal 
control being tested. The CER and GR measure risk of incorrect acceptance or the chance 
of incorrectly accepting the findings of an attribute. In summary, the following parameters 
should be used when establishing the CER and GR: 

Risk of Incorrect Acceptance 
Type of Sampling Critical Error Rate Government Risk 
Discovery ≤ 10 % ≤ 10 % 
Acceptance: One-Step ≤ 10 % ≤ 10 % 
Acceptance: Two-Step ≤ 10 % ≤10 % 

g. Describe the Sample Selection Method. The sample plan must document how the 
sample items were selected. A statistical sample requires that sample items be randomly 
selected and all items must have an equal chance for selection. The auditor may select 
sample items using a manual process or by utilizing the EZ-Quant sampling software to 
select sample items. The sample plan must document the process used by the auditor to 
select sample items. The documentation must be sufficiently detailed to allow for the se
lection process to be duplicated. This includes documenting the process for stratification, 
if used. Proper implementation of the auditor's sampling plan requires that: 

(1) the required number of sample items, as established in the sampling plan, be 
drawn (randomly for statistical sample) from the sample universe, 

(2) each sample item must have an equal chance for selection, and 
(3) each item be evaluated for compliance in the aspects of audit concern (attributes) 

or that each item be evaluated for acceptability of the recorded cost (variables). 
h. Describe How Sample Results will be Evaluated. The documented sample plan 

should identify by name, the specific software application used for sample evaluation or 
other manual method applied to evaluate the sample results. Use of EZ-Quant software is 
strongly recommended for all sampling applications. Not only is the software technically 
sound, but it also assists the auditor in documenting the entire sampling process, from 
sample planning to sample result evaluation. 

4-602.10 Sampling Guidelines 

To achieve a desired level of consistency in sampling applications throughout the 
Agency, the following practice statements and guidelines have been established. 

a. As part of variables sampling, any items stratified for detailed or more intensive 
examination will not be considered part of the sample area (sample universe); hence, the 
results will be appraised separately from the statistical evaluation of the sample result. 
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This would include high dollar items, other sensitive items removed from the sample uni
verse for separate review, and items that will not be reviewed based on an audit decision 
of low risk or immateriality. 

b. For all statistical sampling applications for variables, initial sample evaluation will 
be based on a 90 percent confidence level. During sample evaluation, in order to deter
mine if the sample results reflect the true conditions of the universe, the auditor must con
sider all sources of reliance available and what has been tested in the audit. If no other 
testing has been performed, the sample results should reflect a greater degree of reliability 
and accuracy than if other testing has been performed that can corroborate the sample 
results as being reasonably representative of the true results of the universe. Therefore, the 
level of acceptable sampling error, measured by precision at a particular confidence level, 
should be lower if no other testing exists to support the sample results. 

c. As part of the sample evaluation, the auditor will determine whether the sample re
sults are representative of the universe and should be projected (i.e., determine if achieved 
precision at a particular confidence level is sufficiently low enough to conclude the sample 
results reasonably reflect the true results of the universe). The following factors should be 
considered during the evaluation process: 

	 Materiality of the precision amount. In reviewing the achieved precision amount in 
terms of dollars, the auditor should consider what dollar amount would be consid
ered as tolerable or immaterial. The precision amount can be compared to a materi
ality threshold because the precision amount is a measure of how much the sample 
point estimate might understate or overstate the actual universe amount. 

	 Relationship between precision and point estimate. Auditors should calculate the 
achieved precision error percentage (Precision Amount/Point Estimate) and com
pare it to the point estimate. If the achieved precision error percentage is 25 percent 
or less, the sample is generally considered acceptable for projection purposes and 
inclusion in the audit recommendation. If the precision percentage is less than 40 
percent, the sample results may still be acceptable for projection given other con
siderations such as the risk associated with the audit, the sampling universe, and 
other tests performed related to the sampling universe. 

	 Other tests performed. The auditor should consider what other tests were performed 
supporting the findings of the sample. If other tests are consistent with the sample 
results, then a larger achieved precision error percentage may be acceptable. 

	 Risk associated with audit and sampling universe being tested. If more risk is asso
ciated with the sample (based on assessments of control risk, inherent risk, overall 
risk associated with type of audit, etc.), less sampling error, and, therefore, a small
er achieved precision error percentage should be required. 

	 Qualitative aspects of misstatements or questioned costs. The auditor should care
fully consider the qualitative aspects of the misstatements or questioned costs. Ex
ceptions can be due to errors, potential fraud, anomalies, or they may reflect recur
ring exceptions due to internal control/business system deficiencies. Exceptions 
related to errors or that are anomalies are of less risk, and the auditor should be able 
to accept more sampling error or precision. Exceptions due to recurring misstate
ments, potential fraud, etc. require that the level of acceptable sampling error (pre
cision value) be lower. 

	 Appropriateness of 90 percent confidence level for evaluating sample results. If the 
confidence interval is very large (relative to the point estimate), the auditor should 
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consider increasing the sample size or consider acceptance of a reduced confidence 
level. Using the initial target 90 percent confidence level may have resulted in an 
excessively wide confidence interval. The auditor could consider evaluating the 
sample using a lower confidence level such as 80 percent if the level of control risk 
and/or inherent risk supports this. For example, if control risk was assessed as 
“Low” or the account under review is not of a sensitive nature, or we have had few 
findings in the past and/or the audit type is considered to be low risk, a lower con
fidence level may be acceptable. Furthermore, if a 90 percent confidence level re
sults in a negative lower precision limit, the auditor should consider evaluating the 
sample with a reduced level of confidence. This does not change the point estimate 
but does provide a narrower confidence interval associated with the lowered confi
dence. 

	 The use of a confidence level below 80 percent is not recommended when the sam
pling test is the sole basis for supporting an audit position. Sampling applications 
using less than an 80 percent confidence level should be supplemented with addi
tional audit tests of the same assertion, that when combined provide the auditor 
with sufficient appropriate audit evidence to afford a reasonable basis for an opin
ion. 

d. All rationale used in determining whether a sample result is acceptable for projec
tion purposes should be thoroughly documented in the audit working papers. If the auditor 
determines that sample reliability is insufficient to project sample results to the universe 
(i.e., achieved precision is too high to provide a reasonable level of confidence that the 
sample results reflect the true results of the universe), the auditor must determine what 
additional steps are required in order to render an opinion regarding the subject costs. The 
auditor has the option of expanding the sample (increasing the sample size may result in a 
lower precision amount and precision error percentage), abandon the sample projection 
and report the results only for the specific items reviewed, or select additional items of 
interest based on the nature of audit findings and potential for additional questioned cost. 
The auditor must also consider reporting any other qualitative concerns based on the sam
ple results. For example, if the sample disclosed a CAS non-compliance or system defi
ciency, the sample results could be used as support for an estimate of the general magni
tude of the cost impact in the resulting CAS non-compliance or flash estimating report. 

e. To increase the likelihood of achieving acceptable precision results in physical unit 
sampling, the auditor should stratify the sampling universe. When stratification is used, 
the minimum number of sample strata will be three and each stratum should have at least 
15 sample items. The use of three strata is related to the nature of accounting data, which 
tends to include a few very large amounts, a number of moderately large amounts and a 
large number of small amounts. Stratification typically decreases the level of sampling 
error (reduced precision value) by reducing the range of variability in the sample results in 
each stratum. Thus, stratification may result in a smaller sample size to meet the audit 
objective and achieve acceptable precision. 

f. In conducting variables sampling – both DUS and PUS, the sampling universe 
should consist of costs that are essentially alike, or homogeneous. The auditor is more 
likely to achieve acceptable sampling results that are reliable, accurate, and more easily 
sustained when the sampling universe contains homogeneous costs. Therefore, during 
sample planning the auditor should determine if the intended sampling universe consists 
of transactions that are sufficiently homogeneous to produce acceptable sampling results. 
The auditor should especially be concerned with the homogeneity of costs if considering 
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combining different indirect cost accounts, costs from one indirect account spread over 
multiple cost pools, cost centers, or business segments, or direct costs from multiple con
tracts into one sampling universe. In evaluating the homogeneity of the potential sampling 
universe of indirect costs, the auditor should consider such items as: 

	 Are control and inherent risk approximately the same across the sampling universe? 
	 Are the contractor’s policies and procedures governing the costs approximately the 

same across all pools, accounts, business segments, etc. that might be included in 
the sampling universe? 

	 Are the costs in the sampling universe alike enough so that we expect questioned 
costs across transactions to be for the same general reasons? 

 Are the costs in the sampling universe consistent with the intended audit objective? 
 Can we develop an equitable method to allocate projected questioned costs across 

all pools, accounts, business segments, etc. in the sampling universe? 
When determining homogeneity of direct costs, auditors must also consider additional 
complexities associated with multiple contracts within the sampling universe. Therefore, if 
the auditor desires to combine direct costs incurred across multiple contracts, the auditor 
should also consider: 

 Are costs homogeneous across all contracts? 
 Are the cost questioned percentages expected to be approximately the same across 

all contracts? 
 Are the terms and conditions governing the allowability of costs the same across all 

contracts? 
 Are the policies and procedures affecting the direct costs to be audited the same 

across all contracts? 
 Are the contractor’s internal controls the same across all contracts? 
 Does it make sense to include different contract types within one sampling uni

verse? 
 Can we develop an equitable method to allocate projected questioned costs across 

all contracts in the sampling universe? 
If the auditor concludes the potential sampling universe is not homogeneous, separate 
sampling applications or stratification of the sampling universe by characteristics other 
than cost (i.e., by account, pool, business segment, contract, inherent risk, etc.) should be 
considered. 

g. When evaluating the results of a physical unit sample, the auditor must calculate the 
point estimate and precision using both the "ratio" and the "difference" method. The ratio 
method computes the ratio of questioned costs in the sample to total costs examined in the 
sample and applies this ratio to the total costs in the universe. The difference method is 
also known as the "mean" or "average" method. This method computes the average dollar 
amount of the questioned costs in the sample (per unit) and multiplies this average by the 
number of items in the universe. For the audit result, the auditor will use the overall point 
estimate which has the lowest precision amount and, therefore, produces the smallest con
fidence interval. 

h. Audit Report Narrative. Where sampling methods are used, the resulting audit report 
must disclose whether the auditor used either a nonstatistical or statistical sample as a 
basis for the audit conclusions and will include details concerning the sample universe, the 
sampling method, and sampling unit. The report will state whether the statistical sampling 
results were projected to the sampling universe. Audit reports with projections will also 
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include the confidence level and confidence interval boundary amounts. If the results were 
not projected, the report should explain the reasons why the results could not be projected. 

i. Sampling Indirect Costs in a Multi-Year Incurred Cost Audit. Auditors may use sta
tistical sampling techniques to accomplish audit objectives relevant to multi-year incurred 
cost audits. In performance of the multi-year incurred cost audit of indirect costs, auditors 
may select an account in one year for the initial detailed testing and then adjust (increase 
or decrease) the level of testing required for that account in the remaining years based on 
the results for the one year of testing. Auditors can use statistical sampling or judgmental 
selection to accomplish the audit objectives in the initial year as well as the subsequent 
years subject to examination. 

As an alternative approach to selecting one year for testing and using the results to 
plan the extent and type of testing to perform on subsequent years, auditors may employ 
statistical sampling techniques across a combination of all years subject to audit. This 
approach may involve an audit universe consisting of all years combined for a specific 
account or may require a stratification of the audit universe by incurred cost year. Auditors 
should base the decision to combine all years into one audit universe or to stratify the au
dit universe by year on a documented analysis of the homogeneity of the account. 

If the auditor considers the costs across all years within the individual account homo
geneous, document as such, and then the auditor may combine all years into one audit 
universe for statistical sampling. Auditors should use the sample size table from 4-602.9f 
to establish the sample size for the combined sampling universe. Assuming we achieve 
acceptable precision, we can allocate projected questioned costs among the applicable 
years by whatever method is deemed appropriate. The allocation method may involve use 
of the percentage of account value in each year audited, use of the Contributions to Projec
tions screen in EZ-Quant, or some other equitable method. Auditors would then report 
questioned costs for each audited year along with the confidence interval for the entire 
sampling universe. 

If the auditor desires to perform statistical sampling on all years subject to audit, but 
the auditor does not consider the costs across all years within the individual account to be 
homogeneous, auditors either can perform separate and distinct sampling applications of 
each individual year or can stratify the audit universe by year. If stratification is chosen, 
the auditor would determine the overall sample size from the sample size table and spread 
the sample size over the applicable years ensuring that at least 30 items will be sampled 
from each year. Although we should report questioned costs for each stratum (each year), 
we should also evaluate the sample results for acceptable precision in total (all years com
bined). With stratification by year, the audit report should only include the total confi
dence interval (all years combined) as opposed to confidence intervals for each year. 

In determining the homogeneity of costs across years in order to establish the most 
appropriate sampling method, a few items in which auditors should consider are: 

 Is the account value and/or transaction volume approximately the same across all 
years? 

 Are control and inherent risk for the selected account approximately the same 
across all years? 

 Have accounting changes occurred within the audited years? 
 Has the contractor implemented changes to the accounting system within the audit

ed years? 
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 Do we expect the percentage of cost questioned to be approximately the same 
across years? 

 Has the contractor changed policies and procedures among audited years? 
 Can we appropriately document the homogeneity of costs across years? 
j. Sampling Direct Costs in a Multi-Year Incurred Cost Audit. In performance of the 

multi-year incurred cost audit of direct costs, auditors should review applicable MAARs, 
other risk assessment procedures, and other related audits to determine what contracts 
require examination of direct costs within the multi-year incurred cost assignment. Once 
the auditor selects the contracts and direct cost accounts for examination, they may decide 
to perform testing in one year initially and then adjust (increase or decrease) the level of 
testing required for that account in the remaining years based on the results for the one 
year of testing. Auditors can use statistical sampling or judgmental selection to accomplish 
the audit objectives in the initial year as well as the subsequent years subject to examina
tion. 

Alternatively, auditors may use statistical sampling techniques to accomplish audit 
objectives through one of, or a combination of, the following sampling approaches: 

 Sample in each year individually within each individual contract to be tested. 
 Sample all years combined within each individual contract to be tested. 
 Sample in each year individually for all contracts combined. 
 Sample all years combined for all contracts combined. 
 Stratify universe by year for each individual contract to be tested and sample within 

each contract for each year. 
 Stratify universe by year for all contracts combined and sample by year for all con

tracts. 
 Stratify sampling universe of contracts by contract and sample all years within each 

contract. 
Before employing statistical sampling techniques across a combination of all 

years/contracts subject to audit, auditors must determine if direct costs from multiple years 
can be combined across multiple contracts as explained in 4-602.10f. The auditor should 
base the decision to combine all years/contracts into one audit universe, or to stratify the 
audit universe by year/contract, on a documented analysis of the homogeneity of the ac
count. 

If the auditor considers the costs across all years/contracts within the individual ac
count homogeneous, document as such, and combine into one audit universe for statistical 
sampling; either within one contract or multiple contracts combined as explained above. 
Auditors should use the sample size table from 4-602.9f to establish the sample size for 
the combined sampling universe. Assuming we achieve acceptable precision, we can allo
cate projected questioned costs among the applicable years/contracts, and possibly among 
the applicable contracts, by whatever method deemed appropriate. The allocation method 
may involve use of the percentage of account value in each year/contract audited, use of 
the Contributions to Projections screen in EZ-Quant, or some other equitable method. 
Auditors would then report questioned costs for each audited year/contract along with the 
confidence interval for the entire sampling universe. 

If the costs across all years/contracts within the individual account are not considered 
homogeneous, auditors can stratify the audit universe by year/contract, determine the 
overall sample size from the sample size table, and spread the sample size over the appli
cable years/contracts ensuring that at least 30 items will be sampled from each year. Alt-
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hough auditors should report questioned costs for each stratum (each year) as well as for 
each applicable contract if multiple contracts are included in the sampling universe, sam
ple results should be evaluated for acceptable precision in total (all years and contracts 
combined). With stratification, the audit report should only include the total confidence 
interval (all years and contracts in universe combined). 

In determining the homogeneity of costs across years in order to establish the most 
appropriate sampling method, auditors should consider the information provided in 4
602.10i. 

4-603 Correlation and Regression Analysis 

This section provides guidance on audit uses for correlation and regression analysis. 
a. Correlation and regression analysis are analytical tools. They are simple to use, yet 

invaluable in audit applications. Correlation analysis is used to analyze the strength of the 
relationship between variables such as pools and bases. Regression analysis is used to 
analyze projected overhead or labor rates. Auditors can use analytical procedures to assist 
in evaluating contract costs, but the use of analytical procedures does not eliminate the 
need for tests of details. 

Tests of details must be performed for significant cost elements in all audits. Regres
sion analysis is an analytical tool that can be used in conjunction with, but not a replace
ment for, tests of details. Certain audit steps must be performed, such as developing an 
understanding of both the basis of the proposal and the data itself, and ensuring that 
pooled costs used in the regression are exclusive of nonrecurring costs, fixed costs, or 
other costs that do not logically correlate with the independent variable. Furthermore, ac
tual cost data should be reconciled to the books and records, and a separate analysis of 
forecasted values for the independent variable should be performed, among other audit 
steps. As the audit risk increases (e.g., the examination of rates applied to Fixed Priced 
and T&M proposals) auditors should perform increased testing of the assertion to provide 
reasonable assurance that the contractor’s proposal is in compliance with FAR Part 31 and 
CAS, if applicable. This includes procedures related to both the expense pool costs as well 
as the base costs. The rationale and extent of procedures performed, including the conclu
sions reached should be appropriately documented in the working paper files. 

b. Before using regression analysis, the auditor should first document the expected 
relationship between the proposed cost variables. Based on contract audit experience, the 
auditor would expect to see variables with established relationships such as pools and ba
ses, direct labor dollars and overhead dollars, or other industry accepted variables. How
ever, the contractor may have changed the composition of the variables since the last anal
ysis of the proposed rates. For example, cost accounts may have been added or removed 
from the pool or base, or the contractor may have created new pools or bases. In these 
cases, the auditor should perform correlation analysis on the new variables. 

c. Correlation analysis and scatter diagrams are used in contract auditing to analyze the 
strength of the relationship between variables such as pools and bases. After first perform
ing a data profile, EZ-Quant is used to perform a computational analysis and graph the 
direction, form, and degree of the relationship. 

(1) Correlation analysis is used to test the relationship between variables. To vali
date new or changed variables, the auditor should prepare a scatter diagram. Visual in
spection of the scatter diagram will show whether the variables have a linear or curvilinear 
relationship. The diagram will also show the direction of the relationship – positive or 
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negative. Upon evaluation of the new or changed relationship, the auditor can proceed to 
regression analysis and project pool amounts for different base projections. 

(2) Correlation analysis will not result in questioned costs, but may provide a basis 
to question the contractor’s methods for projecting costs. For example, if the contractor is 
proposing overhead rates based on new pools and/or new bases, the auditor should docu
ment the correlation or lack of correlation between the variables proposed by the contrac
tor. Correlation analysis may provide reasonable assurance of the causal beneficial rela
tionship between the base and the pool. Conversely, the correlation analysis may show 
that an inadequate relationship exists between the base and pool. In such instances, the 
auditor should more closely examine the causal beneficial relationship between the base 
and pool to determine if another, more representative base may be appropriate. 

(3) Correlation analysis may also be used during the risk assessment of incurred cost 
audits to identify changes in pools or bases from historical data. The analysis may identify 
changes that need to be reviewed during the audit of the incurred costs. 

d. Regression analysis should be used whenever the contractor uses two or more varia
bles to project overhead rates, labor rates or other cost elements. The purpose of regression 
analysis is to estimate the line that best fits the data points on the XY graph and, provided 
that correlation is adequate, to predict values of a dependent variable. 

(1) The auditor should always request historical data for each cost variable and trace 
the amount to a verifiable source. When obtaining historical data, keep in mind the larger 
the number of observations used, the more remote is the possibility of a high R² occurring 
by chance. 

(2) If the contractor has projected costs using regression analysis, the auditor will 
replicate the contractor’s results to test the reliability of the contractor’s calculations. 

(3) In the event the auditor prepares audit-determined rates, the auditor should doc
ument the input and results through EZ-Quant. 

e. Auditors will use the DCAA approved EZ-Quant software to perform correlation 
and regression analysis. Use of other commercial software tools is not approved. Audit 
tools provide valuable assistance, but do not replace the need to use logic and auditor 
judgment. 

f. When the auditor uses regression analysis, the audit report note will disclose the use 
of analytical tools in the evaluation of contractor’s costs or rates. A statement that “regres
sion analysis was used to evaluate the contractor’s estimates” will suffice. It is not neces
sary to report statistics or other descriptive values derived from the analysis unless that 
detail is relevant to price negotiations and/or if the contractor cited statistics in its pro
posal. Graphs developed in EZ-Quant or other software should be used to display the re
gression analysis if the graph will help communicate the audit position. 

g. To document the results of regression analysis in electronic working paper files, the 
auditor should save all tables generated by the EZ-Quant Regression model in one MS 
Excel workbook. It is recommended that each table be saved as a separate spreadsheet 
within the single workbook. The input and assessment files should also be saved as elec
tronic working paper files. 

h. The Agency does not have a minimal value for the acceptance of an R² (coefficient 
of determination). While it can be any value between 0.0 and 1.0, the higher the better. 
The R² should always be evaluated in view of the F-statistic, comparison assurance, and 
Figure 2-1 in the Graphic & Regression Analysis Guidebook. 

i. Contractors must indicate how they computed and applied their indirect rates while 
also showing trends and budgetary data with explanations to support the reasonableness of 

DCAA Contract Audit Manual 



470 July 22, 2016 
4-604 

the rates per the requirements of FAR Part 15. The extent of detail will vary depending on 
the specific data supporting each fiscal year and based on the size and complexity of the 
contractor. When auditing proposed indirect rates, auditors should perform substantive 
procedures to evaluate the reasonableness of the contractor’s basis of estimate (e.g., budg
etary data and historical costs/trends). When historical contractor data is used to support 
the basis of estimate, the auditor must document the substantive audit procedures per
formed (previously or currently) to ensure the historical data is in reasonable compliance 
with FAR Part 31. 

4-604 Improvement Curve Analysis 

This section provides guidance on audit uses for improvement curve analysis. 
a. The improvement curve is a concept that, within certain reasonable limits, the 

knowledge, skills, and techniques employed in the production of a product will improve 
as production of the product continues without material change and that this improve
ment will result in corresponding reduction in the time and material required to produce 
the product (increased efficiency) and, therefore, in the cost of the product. The concept 
also postulates that the rate of improvement will be relatively regular and constant for 
any given product; therefore, predictive. By stating these concepts as generalizations, a 
valuable technique of graphical and computational analysis and a tool for evaluating 
production requirements and costs has been made available to production planners, ana
lysts, and contract auditors. 

b. The improvement curve, like other statistical analysis methods, should not be con
sidered as a complete or absolute procedure; rather, it is an additional analytical tool 
useful for analyzing and forecasting cost trends when the reasonableness of the histori
cal costs has been established by other means. While historical trends can be determined 
and measured with fair certainty, no future trend can be predicted with complete certain
ty. A number of variables including knowledge, skills and techniques, and many others 
can affect the forecast. 

c. The improvement curve theory as presently used by industry and the Government 
assumes this basic relationship: that there will be a relatively constant percentage reduc
tion in the cost for doubled quantities of production. The improvement curve theory may 
be applied in the audit evaluation of costs and cost estimates in any industry, provided that 
the basic assumption of a relatively constant rate of improvement can be shown to be true 
for the particular cost-quantity relationships being studied. When this relationship is valid 
for any element of the cost of producing an item, the improvement curve pattern experienced 
in the production of the item in the past can be extended to obtain predictions of the costs 
which will be required to produce additional units in the future. 

A further assumption relative to these elements may sometimes be made; namely, that the 
rate of improvement experienced by a particular contractor on a prior product may be in
dicative of the rate of improvement which can be expected on a new product of similar 
size, complexity, and construction. When both of these assumptions are valid, the use of 
the improvement curve simplifies the problem of evaluating an estimated cost for a new 
product and permits a more sound evaluation than is possible without the use of the curve. 
Without the improvement curve technique, the auditor must attempt to evaluate directly 
either the total cost or the overall average cost for the entire future production. This direct 
evaluation of an estimate is difficult if the estimate covers an extended period of time even 
though past cost experience is available. It is more difficult for a new product. Where the 
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improvement curve assumptions are valid, however, the auditor can first evaluate the actu
al or estimated initial cost of manufacture and from this information the auditor can evalu
ate both the expected total and the average costs for the production period by using the 
improvement curve theory. 

d. The improvement curve theory is not an expression of an exact or absolute principle. 
It is a generalization based on observed relationships between production hours and the 
quantity produced which has been found to be sufficiently true to permit broad usage in 
the analysis and forecasting of product costs. The concept expresses an approximation, 
and several variations to the standard methods of application have been developed to ad
dress deviations from standard patterns of improvements. These differences represent var
ying methods of applying the general concept. There are two improvement curve theories: 
(1) Unit Theory (constant rate of reduction in hours for every doubling of quantities) and 
(2) Cumulative Average Theory (cumulative average hours reduced by a constant percent
age when quantities are doubled). 

The auditor must determine the appropriateness of the methods used by the contractor. 
The auditor should understand the basic principles and the difference between the two 
slightly different expressions of the basic concept. Although the cumulative average theory 
was developed first, the unit curve theory is most commonly used. Furthermore, studies of 
Defense production data have generally provided more support for the unit curve theory. 
Accordingly, auditors should use the unit curve theory unless there is evidence that the con-
tractor's experience has consistently followed the pattern predicated by the cumulative aver
age curve theory. 

e. The improvement curve can be depicted both graphically and mathematically. 
Hence, projections of anticipated performance can be attained graphically by extending 
the line of best fit or by computation. While graphics facilitate analysis and presentation in 
audit reports, and are encouraged for these purposes, the mathematical approach provides 
more precise estimates and should be used to obtain estimates presented in audit opinions. 

f. The auditor should consider the following before applying an improvement curve to 
data: 

(1) Before fitting a line to the data, the auditor must determine whether or not a 
clear trend exists. This can be determined by plotting the data graphically and reviewing 
the resultant diagrams. If the improvement curve theory is to be applied, the data pattern 
plotted on a log-log graph (the scales for both the X and Y axes being logarithmic) 
should show a downward trend as the number of units produced increases and be ap
proximately linear. 

(2) The auditor may find that improvement curve assumptions are not valid in particu
lar circumstances. For example the rate of cost reduction may not be constant, or it may be 
constant only for relatively short periods. In certain operations, unit production costs may 
reach a plateau where they may remain unchanged for a significant period of time or tend to 
vary in an erratic manner. Because the basic assumptions of the curve are not always valid, 
the auditor cannot assume their validity in any particular situation; to do so may lead to inva
lid conclusions. 

(3) When the preliminary study shows that the cost-quantity relationships are suf
ficiently linear (in log-log form), the auditor should attempt to apply the improvement 
curve techniques to the forecasting of costs. Data patterns that are otherwise approxi
mately linear may contain variations in the slope of the line or lines of best fit at differ
ent stages of production. Most common deviations occur in the early and mature stages 
of production. There are several improvement curve models (e.g., Stanford B, Leveling, 
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and S-Curve) that address differing rates of improvement during stages of production. 
In other instances, engineering desig changes, production breaks, or retained prior im
provement from the manufacture of similar items can cause variations or shifts in im
provement curve slopes. The auditor may need to request technical assistance when 
improvement curves do not fit the typical unit or cumulative average improvement 
curve theories. 

(4) When the cost-quantity relationships are sufficiently linear on a log-log 
graph to permit the application of the learning curve theory, an improvement curve 
can be fitted to the plotted data. The preferred and widely accepted method of fitting 
an improvement curve to data is the least-squares method. 

g. The auditor should consider the following when selecting the appropriate improvement 
curve technique: 

(1) The graphical method is one in which the forecasted values are derived from 
a graph upon which historical data have been plotted or one point is plotted and an 
improvement curve slope is drawn through the plot point. This method is satisfactory 
for exploratory purposes or where a high degree of accuracy is not required. Although 
this method is not desirable for expressing an audit opinion, inclusion of a graph in an 
audit report to depict the visual representation of the audit recommendation is desira
ble, and graphic analysis should always be utilized in conjunction with mathematical 
analysis. 

(2) The computational method is one in which the forecasted values are computed 
directly from the curve derived from the data. To eliminate the cumbersome procedure 
of manually computing projected costs, two methods of streamlined calculation are 
available: (1) tables of improvement curve factors and (2) the DCAA’s EZ-Quant com
puter software. The second option is the best method for both improvement curve esti
mation and cost projection. In addition to the significant savings in time and the superi
or accuracy of computer-based analysis, the computerized approach permits more 
complete and in-depth analysis than is possible by any other means. 

h. Auditors should use DCAA’s EZ-Quant software to perform improvement curve 
analysis. Use of other commercial software tools is not approved. EZ-Quant includes the 
following improvement curve models: 

(1) Estimated least squares curve fits to data using the unit curve theory and the cu
mulative average theory models. 

(2) Models to project values on an improvement curve defined by a percentage slope 
and the cost of any unit or lot. 

(3) Special application improvement curve models which account for engineering 
design changes, production breaks, retained prior improvement, or variations in produc
tion rates. 

i. The best possible source of improvement curve data is the historical records of the 
contractor who is producing an item. If the contractor has produced the same item in the 
past, its records can usually be used to estimate both the percentage slope and the theoreti
cal first unit. Even if the contractor has not produced the item before, its experience in 
producing other items at the facilities planned for the new item will generally provide a 
more reliable percentage than the experience from another contractor. It should also be 
noted that while improvement curves can best be fitted to direct labor hours or costs which 
have been segregated by unit or lot, it is often possible to develop satisfactory improve
ment curves from monthly or weekly costs and equivalent units of production, or even 
from cost recorded against successive contracts. 
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j. When the auditor uses improvement curve analysis, the audit report note will dis
close the use of analytical tools in the evaluation of contractor’s costs. A statement that 
“improvement curve was used to evaluate the contractor’s estimates” will suffice. It is not 
necessary to report statistics or other descriptive values derived from the analysis unless 
the data will be of value during negotiations. Graphs should be used to display the im
provement curve analysis whenever costs are questioned using the technique. 

k. To document the results of improvement curve analysis in electronic working paper 
files, the auditor should save all tables generated by the EZ-Quant Improvement Curve 
model in one MS Excel workbook. It is recommended that each table be saved as a sepa
rate spreadsheet within the single workbook. The input and the assessment files should 
also be saved as electronic working paper files. 
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4-700 Section 7 --- Responsibilities for Detection and Reporting of Suspected 
Irregularities 

4-701 Introduction 

This section covers procedures, audit guidance, and responsibilities relating to fraud, 
other unlawful activity, and anticompetitive practices. For unsatisfactory conditions not 
covered by this section see 4-800. 

4-702 Suspected Fraud and Unlawful Activity --- General 

4-702.1 General 

a. When auditing a contractor's records in accordance with government auditing stand
ards, auditors may encounter, or receive from other sources, information constituting evi
dence or causing suspicion of fraud or other unlawful activity. (Examples of other unlaw
ful activity include violations of the Anti-Kickback Act, anticompetitive (antitrust) 
practices, and illegal political contributions.) Sources for such information may include 
company employees, disgruntled participants, or others making allegations by letter, tele
phone, personal visit, or through a third party. Such information may pertain to acts of: 

(1) military personnel or civilian employees of the Government in their relations 
with the Government. 

(2) military personnel or civilian employees of the Government in their relations 
with individuals or firms. 

(3) individuals or firms in their business relations with the Government. 
(4) individuals or firms in their business relations with other individuals or firms 

doing business with the Government. 
b. Definition. For purposes of this chapter, the term "fraud" or "other unlawful activity" 

means any willful or conscious wrongdoing, including, but not limited to, acts of cheating 
or dishonesty which contribute to a loss or injury to the Government. Some examples are: 

(1) falsification of documents such as time cards or purchase orders. 
(2) charging personal expenses to Government contracts. 
(3) submitting false claims such as invoices for services not performed or materials 

not delivered. 
(4) intentional mischarging or misallocation of costs. 
(5) deceit by suppression of the truth. 
(6) bribery. 
(7) corrupt payments which violate the Foreign Corrupt Practices Act. 
(8) theft. 
(9) a Government employee acquiring a financial interest in or seeking employment 

with a contractor over whom the employee exercises oversight. 
(10) kickbacks. 
(11) any unlawful or fraudulent acts resulting from accounting classification practic

es designed to conceal the true nature of expenses, e.g., classifying unallowable advertis
ing or entertainment costs as office supplies. 

(12) product substitution or false certification that tests were performed. 
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(13) when the contractor is invoicing costs but is delinquent in paying accrued costs 
in the ordinary course of business. 

(14) any attempt or conspiracy to engage in, or use, the above devices. 

4-702.2 Auditor Responsibilities for Detecting and Reporting Fraud 

a. The audit team should design examination engagements to detect instances of fraud 
and noncompliances with provisions of laws, regulations, contracts, and grant agreements 
that may have a material effect on the subject matter. Refer to 4-702.3 for guidance on 
audit procedures to detect and respond to the presence of fraud risk indicators/factors. 

b. The assessment of the risk of material noncompliance due to fraud is a cumulative 
process that: 

(1) includes a consideration of risk factors individually and in combination, and 
(2) should be ongoing throughout the audit. 

c. The audit team should also exercise: 
(1) due care in planning, performing, and evaluating the results of audit procedures, 

and 
(2) a proper degree of professional skepticism to achieve reasonable assurance that 

the subject matter of the audit is free of material noncompliance due to error or 
fraud. 

d. Auditors are not trained to conduct investigations of illegal acts. This is the respon
sibility of investigators or law enforcement authorities. When an auditor obtains infor
mation that raises a reasonable suspicion of fraud or other unlawful activity that has not 
been previously disclosed to the Government, the auditor should issue an investigative 
referral (see 4-702.4). 

e. The auditor should not defer issuing an investigative referral until completion of the 
audit. Neither should the referral necessarily take place as soon as the auditor is confront
ed with a fraud indicator. The auditor should follow up on fraud indicators until he or she 
is satisfied that an adequate explanation of the irregularity is not likely or no further rele
vant information will be generated through audit techniques. The auditor must avoid the 
appearance of conducting an investigation. If the auditor is in doubt about the propriety of 
a proposed audit step, the auditor should request guidance from their supervisor or FAO 
manager. Audit support of investigations is covered in 4-702.6 and 4-702.7. 

f. Auditors should document in the working papers and promptly report to FAO man
agement suspected irregularities disclosed through audit steps and procedures, or discov
ered by an auditor inadvertently (e.g., conversation overheard, information disclosed to an 
auditor, either in person or through an anonymous tip). 

g. Treat as a possible audit lead any allegation received from outside sources, such as 
telephone calls, anonymous letters, and contractor employees. If there is further evidence 
available at the FAO to support the allegation and a reasonable basis to suspect fraud or 
other unlawful conduct, report the suspicions in accordance with 4-702.4. If the allegation 
provides a reasonable basis to suspect fraud or other unlawful conduct, but there is no 
further corroborating evidence, relay the allegation using the DCAA OIG Hotline or the 
DoD OIG Hotline (4-702.4a(1)). 
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4-702.3 Audit Procedures for Detecting and Responding to Fraud Indicators/Factors 

a. When planning the audit, the audit team should perform information-gathering pro
cedures (IGPs) to gain an understanding about the contractor and its environment. These 
procedures include management inquiries (4-702.3b-c), analytical procedures (4-702.3d), 
audit team discussion(s) (4-702.3e-g), and understanding the relevant internal controls that 
address the identified fraud risk factors (4-702.3i). The understanding gained from these 
procedures assist auditors in identifying relevant fraud risk factors (4-702.3h, j-k) and 
designing audit procedures to detect material noncompliances due to error or fraud (4
702.3l-o). 

b. Management Inquiries. 
Management inquiries are very important for effective audit planning because fraud is 

often uncovered through information received in response to inquiries. The audit team 
should make the following inquiries of contractor management responsible for the subject 
matter under audit: 

* Whether management has knowledge of any fraud or suspected fraud affecting the 
subject matter under audit; 

* Whether management is aware of allegations of fraud or suspected fraud affecting 
the subject matter under audit, for example, received in communications from employees, 
former employees, regulators, or others; 

* Management’s understanding about the risks of fraud relevant to the subject matter 
under audit, including any specific fraud risks the contractor has identified or account 
balances or classes of transactions for which a risk of fraud may be likely to exist. 

The audit team should make these inquiries in every audit. The audit team should use 
information obtained at annual planning meetings about the contractor’s programs and 
controls that mitigate fraud risk in order to facilitate additional inquiries related to the 
subject matter under audit. When possible, the audit team should conduct inquiries as part 
of face-to-face discussions. This provides auditors with an opportunity to measure re
sponses and ask follow-up questions. If there are instances of inconsistent information, the 
audit team should obtain additional audit evidence to resolve the inconsistencies. 

c. Analytical procedures, combined with the audit team’s understanding of the contrac
tor and its environment, serve as a basis for additional inquiries and effective audit plan
ning. When the results of analytical procedures differ from expectations, auditors should 
resolve the differences through further inquiries. While the differences in expectations 
may not necessarily indicate the existence of fraud, the audit team should be aware that 
some differences could represent a fraud risk factor and they should respond accordingly. 

d. Audit Team Discussion. 
Prior to, or in conjunction with the information gathering procedures, members of the 

audit team (at a minimum the auditor and the supervisor) should discuss the potential for 
material noncompliances due to error or fraud. The discussion should include an ex
change of ideas or “brainstorming” among the audit team members about how and where 
they believe the subject matter under audit might be susceptible to material noncomplianc
es due to error or fraud and how management could perpetrate and conceal fraud. 

e. The audit team discussions should include consideration of relevant prior audit expe
rience (e.g., questioned costs, relevant reported estimating or accounting system deficien
cies, audit leads) and relevant aspects of the contractor’s environment. This includes dis
cussion of the relevant fraud risk factors, other known risk factors, and the audit team’s 
understanding of relevant internal controls. The audit team should document how and 
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when the discussion(s) occurred, the team members who participated, the subject matter 
discussed, and the outcome. 

f. A number of factors will influence the extent of the audit team discussion. For ex
ample, if the audit involves more than one location, there could be multiple discussions 
with team members in differing locations. Another factor to consider in planning the dis
cussions is whether to include specialists assigned to the audit team. For example, if the 
auditor determines that the team needs a professional possessing information technology 
skills, he or she may want to include that individual in the discussion. 

g. Fraud Risk Factors. 
The audit team should be familiar with the DoDIG Contract Audit Fraud Scenarios 

located at (http://www.dodig.mil/resources/fraud/resources.html) and the examples of 
Indicators of Fraud Risk in the GAGAS Appendix 1, Section A.10 located at 
(http://gao.gov/products/GAO-12-331G). In addition, AT 601.33 requires auditors to con
sider the risk factors identified in AU-C 240.A75 (Appendix A) located at 
(http://www.aicpa.org/Research/Standards/AuditAttest/DownloadableDocuments/AU-C-00240.pdf). 
The risk factors cover a broad range of situations, therefore, not all of these examples are 
relevant in all circumstances, and some may be of greater or lesser significance in entities 
of different sizes or with different ownership characteristics or circumstances. Refer to the 
standard audit programs and the listed CAM sections in the table below for additional risk 
factors in the following audit areas: 

Audit Area CAM/Guidebook Reference 
General Figure 4-7-3 
Internal Control Audits 5-100 
Accounting for Material Cost 6-305 
Storing and Issuing Materials 6-312 
Labor Cost Charging and Allocation 6-404.6 
Floor Checks 6-405.2/.3 
Overtime 6-409.2 
Consultant Costs Selected Areas of Cost guidebook, Chapter 58 
Defective Pricing Audits 14-121 
IT System Audits 5-400 

h. Certain characteristics or circumstances provide opportunities to carry out fraud. 
The auditing standards and the DoDIG’s Contract Audit Fraud Scenarios identify weak
nesses in internal controls as fraud risk factors and in some cases uses weak internal con
trols as examples in the fraud risk scenarios. Some of these examples are the lack of seg
regation of duties, inadequate monitoring by management for compliance with policies, 
laws and regulations, and lack of asset accountability or safeguarding procedures. The 
audit team should be aware of these fraud risk factors when obtaining their understanding 
of relevant internal controls and respond accordingly. However, while these factors may 
be present in many small contractors, an opportunity to carry out fraud does not necessari
ly indicate the existence of fraud. The audit team also should keep in mind that the levels 
of internal controls for smaller contractors are likely to be less formal and less structured. 

i. It is important to note that the audit team is not auditing to the fraud risk factors. 
They are not the objectives of the audit. The audit team gains an understanding of the 
contractor and its environment though the information gathering procedures. From this 
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understanding, and awareness of what the risk factors are, auditors should be reasonably 
sure they would detect materially relevant fraud risk factors. 

j. The audit team should document on Working Paper B, all fraud risk factors identi
fied during the performance of the audit. For each identified factor, the audit team should 
reference the working paper that specifically addresses their response and the result of that 
response. If the team identifies no risk factors, they also should document this on Work
ing Paper B. 

k. Responding to the Presence of Fraud Risk Factors. 
The audit team should respond to the presence of fraud risk factors by designing audit 

procedures that (i) impact the overall conduct of the audit (4-702.3m); (ii) modify the na
ture, timing and extent of the audit procedures (4-702.3n); and/or (iii) address the risk of 
management override of controls (4-702.3o). 

l. Responses that affect or influence the overall conduct of the audit generally relate to 
the assignment of personnel and supervision, predictability of auditing procedures, etc. 
For example, a supervisor generally should not assign a trainee to an audit when there 
were suspicions of fraud without the support of a more experienced audit team member or 
technical specialist. 

m. Responses that modify the nature, timing or extent of the audit procedures describe 
how the “normal” audit procedures changed in some way to address the risk of fraud. The 
audit team should use professional judgment to determine which modifications are neces
sary to address the risk of fraud by designing additional or different auditing procedures to 
obtain more reliable evidence or additional corroboration of management’s explanations 
or representations (e.g., third-party confirmation, analytical procedures, examination of 
documentation from independent sources, or inquiries of others within or outside the enti
ty). 

n. Management has the unique ability to perpetrate fraud by overriding controls that 
otherwise may appear to be operating effectively. Responses that address the risk of man
agement override of controls generally relate to examining journal entries and other ad
justments for evidence of possible material misstatement due to fraud, reviewing evidence 
of arbitrarily managing contracts to budgets, and evaluating the rationale for significant 
accounting and organizational changes. 

4-702.4 Procedures for Referring Suspicions 

a. There is no requirement for the auditor to prove the existence of fraud or other contrac
tor irregularities in order to submit a referral. Upon encountering or receiving information 
which raises a reasonable suspicion of fraud, corruption, or unlawful activity (see 4-702.3) 
relating to a Government contract: 

(1) Promptly prepare a DCAA Suspected Irregularity Referral Form (DCAAF 
2000). A copy of the DCAAF 2000 is included as Figure 4-7-2 and the latest version can 
be found on the DCAA Intranet and APPS. The auditor may also use the DCAA Hotline 
or DoD Hotline to report suspected irregular activities. However, the use of the DCAAF 
2000 is the preferred method for forwarding this information. It specifies the information 
needed by investigators and provides for appropriate consideration of audit impact. When 
issuing a referral to the DCAA-Hotline or DoD Hotline a DCAAF 2000 should not be 
used, instead follow the most current guidance issued by the DCAA Hotline 
(http://www.dcaa.mil/hotline) or DoD Hotline 
(http://www.dodig.mil/Hotline/hotlinecomplaint.html). Similarly, for non-DoD programs 
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follow procedures provided by the OIG of the agency responsible for the basic contract. 
Also, DCAAF 2000 can be used to report irregularities affecting non-DoD contracts, fol
low the same procedures for DoD referrals below. If the irregularity does not affect DoD 
contracts, the matter would be reported to the inspector general of the agency most at risk. 

(2) When a DCAAF 2000 is used, fully describe the potential fraudulent condition, 
keeping in mind the need for conciseness, including appropriate reference to the procure
ment regulations or statutes, which the auditor believes may have been violated. General 
reference is sufficient, i.e., the auditor is not expected to conduct legal research to identify 
citations. Include information on contractor efforts to hinder or obstruct audit work which 
uncovered the suspected fraud (see 4-708). Forward the referral to Headquarters (see 4
702.4(b)) through the FAO’s management. Management reviews of the DCAAF 2000 
prior to formal submission to Headquarters should be limited to that necessary to ensure 
clarity and completeness. No attempt should be made to dissuade an auditor from complet
ing and submitting a DCAAF 2000. 

(3) Care should be taken to avoid unnecessary use of legal terminology or prolifera
tion of enclosures beyond those necessary to explain the problem. The purpose of the 
DCAAF 2000 is to alert an investigator to a possible irregularity, not to establish that the 
reported irregularity is a violation of the law. 

(4) The auditor's obligation to protect contractor's records from unauthorized access 
requires that the distribution of documents which appear to provide evidence of improprie
ty be restricted. Protection and strict control of all information related to the suspicion of 
fraud and other contractor irregularities is critical. Premature or inadvertent disclosure 
could compromise the Government’s efforts to gather needed evidence. Place a reference 
to the draft DCAAF 2000 in the audit working papers to establish a record of events lead
ing up to the decision to make a referral. In addition, annotate a summary of the events 
and any other relevant information that would likely be useful in the performance of future 
audits in the Electronic Contractor Permanent File (ECPF) system, folder B-07 Fraud Risk 
Indicators using the standard audit lead sheet, (see 4-403e(4)). To prevent inadvertent 
disclosure of sensitive information, the actual DCAAF 2000 should not be stored in the 
ECPF system. Headquarters will maintain an official DCAAF 2000 in accordance with the 
specified records retention requirements. 

(5) Continue with assigned duties and pursue development of factual information as 
appropriate or indicated by 4-702.5. Coordinate any continuing evaluation with your su
pervisor or FAO manager. 

b. Submit DCAA Form 2000 (DCAAF 2000) referrals as follows: 
(1) For referrals containing unclassified information, the FAO Manager will send an 

encrypted e-mail, attaching the dated and signed DCAAF 2000 in a Portable Document 
Format (PDF) file (see also 4-702.4(c) below) and send to Headquarters, Justice Liaison 
Auditor, at the following e-mail address: DCAA-JLA@dcaa.mil or mail to Headquarters, 
Attention: Justice Liaison Auditor, using regular first-class mail. 

(2) For referrals containing unclassified information but originating from Field De
tachment activities, the FAO Manager will send an encrypted e-mail, attaching the dated 
and signed DCAAF 2000 in a PDF file (see also 4-702.4(c) below) and send to Operations 
Investigative Support (OIS) Special Programs supervisor at the following e-mail address: 
DCAA-OIS-SPForm2000@dcaa.mil. Do not send any classified information to this email 
address. Coordinate with OIS Special Programs supervisor for referrals on classified pro
grams/contracts. 
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c. Other electronic files such as MS Word, MS Excel, or PDF may be included or at
tached to the DCAAF 2000. However, because DCAAF 2000s are usually transmitted 
through email, it is recommended that files not exceed 5MB in order to maximize the ef
fectiveness of its delivery. Ensure attached files are cross-referenced to information on the 
DCAAF 2000 or any detailed narrative of events. Large data files may be referenced on 
the DCAAF 2000 and made available to investigative agencies upon request. 

d. Information and documents, including any internal pages, generated as a result of 
the activities prescribed above will be marked “FOR OFFICIAL USE ONLY” at the bot
tom of the page unless the information warrants a security classification, in which case the 
appropriate security markings will be affixed to the documents. 

4-702.5 Audit Activities Subsequent to Referral --- Continuing Audits 

a. Following a referral, or after notification of the initiation of an investigation, take 
no actions that would compromise an investigation. For example, do not attempt to estab
lish wrongdoing (an investigative responsibility) nor inform the contractor that a fraud 
referral has been made. Continue to follow up on fraud indicators through the normal 
course of the audit. This is similar to the manner in which a tentative decision to question 
costs would be followed. Do not expand the audit scope for the sole purpose of gathering 
additional information to support an investigation. The auditor must avoid the appearance 
of conducting an investigation. If audit activities relate to an area under investigation or 
litigation, coordinate with the cognizant investigative or prosecuting organization before 
taking any final administrative action. An example of such an audit activity is the issuance 
of final audit-determined indirect cost rates. Audit activities outside the area of investiga
tive interest will continue unless the investigative organization requests in writing (e.g., 
letter or email) that they be deferred or suspended (see also 4-702.5(e) below). If it is be
lieved the requested deferral will cause financial harm to the Government or unnecessarily 
impede the audit mission, elevate the matter for management resolution between the re
spective organizations. Before any decision is made to defer or suspend an audit, coordi
nate the matter with Headquarters (OIS). 

b. Upon request, furnish a draft copy of any audit report issued in connection to a sub
mission of a DCAAF 2000 to the appropriate investigative organization. Also, coordinate 
with the DCAA Justice Liaison Auditor (JLA) for any information developed later, relat
ing to the suspected wrongdoing or similar misconduct, without filing a separate DCAAF 
2000. Reference all future correspondence and/or updates with the DCAA case number 
assigned by OIS. 

c. Suspicions of fraud or other unlawful activity may be so serious as to prevent the 
issuance of an unqualified audit report or lead to a recommendation that contract payments 
be halted pending resolution. If additional time is required to develop factual information 
for an audit impact determination, the final audit report can usually be delayed for DCAA-
initiated assignments. See 4-702.5(a) and (e) before issuing a report. Examples of such 
assignments are operations audits, estimating system surveys, or postaward audits. How
ever, when an audit report is scheduled for issuance within a specified time frame (e.g., a 
report on a price proposal audit) the suspected condition may have a serious impact on the 
auditor's ability to meet the due date. When this occurs: 

(1) Consult the regional office and Headquarters (OIS). 
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(2) Contact the Plant Representative/ACO or the representative of a non-DoD 
agency, as appropriate, to explain the condition and arrange for an extended report due 
date. Do not do this, however, if the contracting representative may be involved in the 
suspected unlawful activity. 

(3) Qualify the report if a due date cannot be extended, and inform the requestor by 
separate letter of the circumstances affecting the situation (see 4-702.5 (a) and (e)). 

(4) Question any costs improperly claimed as a result of the suspected wrongdoing 
(see 4-702.5 (a) and (e)). 

d. Protect and strictly control all information related to the suspicion of fraud or other 
unlawful activity. This is to protect the reputations of innocent persons and ensure that 
information is not prematurely or inadvertently disclosed to persons suspected of wrong
doing. Premature or inadvertent disclosure could compromise the Government's efforts to 
gather needed evidence. Control and protect all such information as follows: 

(1) During normal duty hours, keep the documents in an out-of-sight location if the 
work area is accessible to nongovernment personnel (e.g., contractor personnel). 

(2) After duty hours, place hard copy documents in locked receptacles such as file 
cabinets, desks, or bookcases. If necessary, relevant information may be stored in the 
Electronic Contractor Permanent File (ECPF) system, follow procedures in 4-702.4(a)(4). 

(3) When such information is being disseminated outside DCAA transmit them in a 
manner which will prevent inadvertent release to unauthorized persons. 

e. Do not issue an audit report on any part of a representation containing a fraudulent 
claim without first coordinating with the JLA (see 2-404(c)). Normally there is no need to 
withhold an audit report unless it can be demonstrated that its issuance would hinder an 
investigation or prosecution. Before a decision is made to withhold an audit report, the 
FAO or region should coordinate the matter with the JLA. Unless otherwise instructed, the 
FAO will send the original audit report to the responsible contracting officer/ACO along 
with a separate cautionary transmittal memorandum regarding the suspected unlawful 
activity. See Figure 4-7-1 for an example. However, a separate transmittal memorandum 
may not be necessary when a copy of the DCAA Form 2000 (DCAAF 2000) was fur
nished to the responsible contracting officer, see CAM 4-702.5(f) below for restrictions 
and other considerations. Do not make reference in the audit report to suspected irregular 
conduct or a referral for investigation, and do not send copies of the transmittal memoran
dum or DCAAF 2000 to other parties. In circumstances where Government contracting 
representatives may be involved in the suspected unlawful activity, do not furnish a copy 
of the DCAAF 2000 or use the transmittal memorandum if, per discussion with the cogni
zant investigative agency, the information contained therein would interfere with a pend
ing investigation. 

f. Effective communications throughout the audit is an important aspect of the audit 
function. Continuous communication keeps the requestor/contracting officer informed of 
major preliminary audit issues and problems (see CAM 4-100). This includes the suspi
cion of fraud, illegal acts, or violations of provisions of contracts. However, it is DCAA 
policy to promote and maintain strong controls in order to protect the integrity of a poten
tial investigation. When communicating information relating to a matter referred for inves
tigation, the JLA will coordinate with investigative agencies an assessment period of 30 
days. The FAO should coordinate with the JLA when situations require communicating 
these matters with the contracting officer during the investigative agencies assessment 
period. An example of activities that may require immediate communicating may include 
final administrative action such as issuance of final audit-determined indirect cost rates or 
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issuance of suspension or disapproval of costs or payments (DCAA Form 1). Do not 
communicate the existence of a DCAAF 2000 with the contracting officer when it is obvi
ously inappropriate (e.g., ACO or PCO is involved). Information relating to a matter re
ferred for investigation will be protected and not released or disclosed to a contractor, or a 
contractor's employee, representative, or attorney. This policy is based on the need to 
avoid the disclosure of information which might impede or compromise an investigation. 
A regional director or head of a principal staff element may make a case-by-case excep
tion to this policy after consultation with the cognizant investigator and OIS. 

g. Representatives of a contractor seeking protected information might take unusual 
measures to contact the auditor away from the workplace. If an attempt to contact the au
ditor outside normal working hours or workplace occurs, notify the region and Headquar
ters OIS. 

h. Since the information on the DCAAF 2000 is obtained from the performance of our 
normal audit activities, it is documented in existing working papers for those assignments 
and when necessary, using the standard audit lead sheet. Therefore, it is the information 
from those working papers and any audit lead sheet that should be used when planning the 
scope of future audits, see also 4-702.4(a)(4). 

4-702.6 Investigative Support Responsibilities 

a. The auditor's responsibility for detecting fraud on any given audit ends with the 
submission of a DCAA Form 2000 (DCAAF 2000) or Hotline referral. The cognizant 
investigative agency is responsible for directing, monitoring, and reporting on the status 
of fraud investigations. Investigative support to DoD investigative organizations is au
thorized by DoD Instruction 7600.02, "Audit Policies," dated October 16, 2014. The 
Operations Investigative Support (OIS) Division typically performs this function. 

b. FAO auditors should not support formally constituted investigations, instead fur
nish any request for assistance to OIS. The FAO may provide audit records at the re
quest of the investigative agency; however, the FAO should coordinate these matters 
with OIS to ensure only information readily available from the audit files are provided 
(see 1-405). Under no circumstances is the FAO to contact the contractor or access con
tractor information by any other means to obtain data or other information in support of 
an investigation. A formally constituted investigation is one which: 

(1) has progressed beyond the preliminary inquiry stage, 
(2) has been assigned an investigative case number, and 
(3) has resolved all issues regarding notification of the contractor under investi

gation. 
It is the investigator's responsibility to notify the contractor that it is under investigation 
and that DCAA auditors are assisting. This should be done before DCAA provides sup
port to an investigation requiring access to contractor personnel or records located at the 
contractor’s facility. 

c. Investigators have the authority (through inspector general or grand jury subpoe
nas and search warrants) to obtain documents normally not available to DCAA in per
forming its mission. When assigned to support an investigation, auditors will not have 
investigators use their authority to obtain, for DCAA's use, information or documents 
not related to the investigation. Conversely, auditors will not use DCAA's authority to 
obtain for investigators information or documents not related to the investigation. 

d. Auditors will: 
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(1) provide Government investigators and prosecutors ready access to applicable 
DCAA working paper files, including contractor-generated material contained therein, 

(2) list in the working papers or DCAAF 2000 file copies of working papers and 
other data provided to investigators, and 

(3) document in the working papers or the Electronic Contractor Permanent File 
(ECPF) system, folder B-07 Fraud Risk Indicators any meetings with members of gov
ernmental investigative agencies (see 1-405). 

4-702.7 Control of Documents Obtained Under Inspector General or Grand Jury 
Subpoenas and Civil Investigative Demands 

For criminal investigative purposes, documents may be obtained under either an 
Inspector General (IG) or a grand jury subpoena. The civil investigative equivalent of a 
grand jury subpoena is referred to as a civil investigative demand (CID). DCAA sub
poenas will not be used in connection with investigations. When an investigative office 
obtains documents under an IG subpoena, it is the custodian of the documents. When 
the documents are obtained under a grand jury subpoena, the grand jury is the custodian 
and the Government prosecutor or the investigator acts as the grand jury's agent or rep
resentative. Similar custodial requirements exist for CIDs. Requirements for safeguard
ing grand jury materials or CIDs are more stringent than for IG subpoenas. 

a. Auditor responsibility for safeguarding contractor records is discussed in 1-507. 
The auditor is not relieved of responsibility simply because the records in question have 
been obtained under subpoena or because the contractor itself should be excluded from 
access to the subpoenaed records. When auditors are assigned to assist an investigation, 
they should be aware of their responsibility to exercise due care and be mindful that 
removal of original documents from the designated workplace could result in both sig
nificant embarrassment to the Agency and penalties to the auditor. 

b. If an auditor is to work directly with an investigator or trial attorney, the acknowl
edgment of the request for audit services should state that, while the auditor will exer
cise due professional care, neither the auditor nor the Agency can assume responsibility 
for the completeness of subpoenaed documents that are not inventoried upon receipt and 
maintained under appropriate security thereafter. 

c. If unsatisfactory conditions are encountered, the cognizant manager or supervisor 
should advise the head of the investigative agency of the situation in writing. The matter 
should then be left to the discretion of the investigative office. It is highly unlikely that 
security problems will arise under a grand jury subpoena; however, in that case, notice 
of unsatisfactory conditions should be furnished to the trial attorney with a copy to the 
investigator. 

4-702.8 Audit Reports Involving Alleged Subcontractor Fraud 

a. Most fraud statutes provide for measurement of total cost impact to the Govern
ment for damages resulting from subcontractor fraud or false statements. For example, a 
second-tier subcontractor may make a false statement to a first-tier subcontractor result
ing in a $1 million defective pricing. If the first-tier subcontractor and the prime con
tractor rely on the defective data, the impact to the Government would exceed $1 mil
lion after adding the two additional levels of overhead, G&A, and profit. In this 
example, the second-tier subcontractor would be liable for the entire cost impact to the 
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Government (plus penalties) even though its gain was only $1 million. This situation 
differs significantly from a non-fraudulent defective pricing case where the Government 
would seek recovery of the entire cost impact from the prime contractor. In non-
fraudulent subcontractor defective pricing cases, the audit report procedures described 
in 10-602b. apply (i.e., subcontract audit reports are provided to the prime contract audi
tor who issues a consolidated report to the procurement authority). 

b. In subcontract fraud matters, auditors at subcontractor locations are usually requested 
by investigators or attorneys to determine the total cost impact to the Government. In such 
cases, the auditor supporting the investigation of the subcontractor should assume full re
sponsibility for coordinating all audit activity necessary to respond to the request. Accord
ingly, the subcontractor investigative support auditor should request audit assistance from 
FAOs with audit cognizance over any higher-tier contractors and incorporate the results into 
a single consolidated report or memorandum to the requestor. Use this procedure regardless 
of the number of higher-tier contractors. As part of this process, the subcontractor investiga
tive support auditor should identify information needed from the higher-tier locations and 
supply the higher-tier auditors with any data necessary to assist them in their work. In ac
knowledging the request from the investigators or attorneys, the cognizant investigative sup
port auditor should inform the requestor of arrangements being made for the submission of 
reports on any: 

(1) technical analysis or 
(2) evaluations of intracompany or higher-tier contractor additive factors. 

c. Resolve any disputes between regions on administrative procedures or technical ac
counting matters that arise during assist audits in accordance with 6-807. 

4-703 Suspected Contractor Provision of Improper Gifts/Gratuities to Government 
Personnel 

a. The Standards of Ethical Conduct for the Executive branch (5 C.F.R. Part 2635, Sub
part B) state that federal employees shall not accept gifts/gratuities directly or indirectly 
which are given because of the employee's official position or which are given to the em
ployee by a prohibited source. "Direct or indirect acceptance" includes gifts to an employee's 
parent, sibling, spouse, child or dependent relative given because of the employee's relation
ship to that other person. "Prohibited sources" are any person or legal entity that: 

(1) seeks official action from the employee's agency; 
(2) does business or seeks to do business with the employee's agency; 
(3) conducts activities regulated by the employee's agency; 
(4) has interests that may be affected by the performance or nonperformance of the 

employee's duties; or 
(5) is an organization, a majority of whose members fall within any one or more of the 

prior four categories. 
b. The Standards of Ethical Conduct for the Executive branch are found at Chapter 2 of 

DoD's Joint Ethics Regulation (JER), DoD 5500.7R. Additionally, 18 U.S.C. 203 makes it a 
crime for a Government employee to receive compensation for his or her duties as a Gov
ernment employee from anyone other than the Government. It also makes it a crime for 
someone to pay such compensation to a Government employee. 

c. A violation of 18 U.S.C. 203 or DoDD 5500.7 may become the subject of an investiga
tion and can result in disciplinary action. DCAA auditors do not have a designated mission 
to monitor compliance with either the Standards of Ethical Conduct or the statute; conse-
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quently, audit programs do not contain specific steps to detect noncompliance. However, any 
apparent noncompliance coming to your attention, regardless of the length of time since the 
suspected event occurred, is referable. Be aware, however, that there are exclusions from the 
definition of a gift and a number of listed exceptions to the gift prohibition including a blan
ket exception for gifts valued at less than $20 per occasion and $50 per calendar year. The 
exclusions and exceptions are found in Section 204 of 5 C.F.R. Part 2635, Subpart B. Addi
tional exceptions are found in Chapter 2 of the JER. Section 204 of 5 C.F.R. Part 2635, 
Subpart B also provides exceptions for Federal agency ethics officials to permit the gift of 
free attendance to a “widely attended gathering” to be accepted by a Federal official when 
there is agency interest in that employee’s participation in the event [e.g. a conference, din
ner, reception, etc.] Therefore, be sure to evaluate these exceptions before making a referral. 
Forward suspected offers or acceptances of gratuities even though no recipient can be identi
fied or no investigative lead is apparent. The requirements for referral of personnel from 
other Federal agencies who have accepted gifts, gratuities, loans, favors, or entertainment are 
the same as those for DoD employees (see 4-704). 

(1) The referral (DCAAF 2000 may be used) must contain as much information as is 
available. Such information includes the identity of the offeror and recipient (names, position 
titles, and agency/department or contractor), type of gratuity, range in dollar value of the 
gratuity or benefit detected, estimated total dollar value, the records reviewed, whether ac
cess to any records was denied, and why the auditor suspects that a gratuity was offered or 
received. Also, state whether the contractor is aware of the condition and, if so, include 
comments on the nature of corrective action taken or contemplated, including the adequacy 
of any repayments to the Government. 

(2) Do not forward with the referral many copies of essentially duplicative documents 
from the contractor's records, such as expense vouchers. Instead, forward one or two repre
sentative samples of such records along with a listing of pertinent information such as 
names, dates, and amounts extracted from the records. All copies should be legible. If it is 
not possible to obtain a legible copy, state this fact in the referral and briefly describe the 
document. 

(3) Send the referral to Headquarters, ATTN: OTS, with copies to the regional direc
tor. OTS will review the referral for possible forwarding to the appropriate investigative 
agency. 

4-704 Suspected Violations of the Anti-Kickback Act (41 U.S.C. 51 to 58) 

4-704.1 General 

a. The Anti-Kickback Act (4-7S1) prohibits providing, attempting to provide, or offering 
to provide any kickback; soliciting, accepting, or attempting to accept any kickback; or in
cluding, directly or indirectly, any kickback in the contract price charged by a subcontractor 
to a prime contractor or a higher-tier subcontractor or in the contract price charged by a 
prime contractor to the Government. 

b. Kickback is defined as any money, fee, commission, credit, gift, gratuity, thing of val
ue, or compensation of any kind which is provided, directly or indirectly, to any prime con
tractor, prime contractor employee, subcontractor, or subcontractor employee for the purpose 
of improperly obtaining or rewarding favorable treatment in connection with a prime con
tract or in connection with a subcontract relating to a prime contract. 
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4-704.2 Examples of Questionable Practices 

Questionable practices under the Anti-Kickback Act may take such form as: payments of 
commissions to prime contractor personnel; entertainment provided for prime contractor 
personnel; loans to prime or higher-tier contractor personnel that may not be repaid and may 
be later recorded as an expense on the subcontractor's records; and expensive gifts or prefer
ential treatment to particular subcontractors. 

4-704.3 Audit Responsibilities 

Ascertain that contractors have informed: 
(1) their personnel who award or administer subcontracts or purchase orders and 
(2) their subcontractors and suppliers about the provisions of the amended Anti-

Kickback Act and questionable practices thereunder. 
If such action has not been taken by a contractor, recommend that the contracting officer 
require such action. In addition, cooperate to the extent necessary to ensure that the contrac
tor's procurement personnel are aware of the provisions of the Act. 

4-704.4 Referral Requirements 

Because Public Law 99-634, "Anti-Kickback Enforcement Act of 1986," imposes a duty 
on the contractor to promptly report the possible violation in writing to the Inspector General 
of the contracting agency, to the head of the contracting agency if the agency does not have 
an Inspector General, or to the Department of Justice, the contractor has a statutorily im
posed duty to self-report. When there is reason to believe that a violation of the Act has oc
curred, and the cognizant Defense criminal investigative organization has not been notified, 
the auditor shall promptly prepare a DCAA Form 2000. The Form 2000 will state all known 
details of the transaction. Coordinate and forward the Form 2000 in the same manner as 
those on suspected fraud (see 4-702.4). 

4-705 Suspected Anticompetitive Procurement Practices 

a. Anticompetitive procurement practices are those designed to eliminate competition or 
restrain trade. They include those practices or events listed in FAR 3.303(c). They do not 
include bona fide sole-source procurement actions, violations of the Competition in Con
tracting Act by the procuring activity, or buying-in by a contractor. 

b. If information received from any source indicates suspected anticompetitive procure
ment practices by a contractor or subcontractor, determine, by appropriate audit techniques, 
whether sufficient evidence exists to indicate an improper practice. If the anticompetitive 
procurement practice involves exclusive teaming arrangements, see 4-705c. For all other 
anticompetitive procurement practices, promptly submit a referral using the procedures set 
forth in 4-702.4. 

c. When auditing a contractor’s records, auditors may encounter, or receive from other 
sources, information constituting evidence or causing suspicion of an anticompetitive exclu
sive teaming arrangement. Because of the complexity of antitrust laws, the existence of an 
exclusive teaming arrangement does not necessarily mean an anticompetitive situation ex
ists. An example of an anticompetitive exclusive teaming arrangement is when one company 
teams exclusively with another company which other potential offerors consider essential for 
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contract performance. The potential for an antitrust violation is present only if one or a com
bination of the companies participating in an exclusive teaming arrangement is the sole pro
vider of a product or service that is essential for contract performance, and the Government’s 
efforts to eliminate the exclusive teaming arrangement are unsuccessful. Therefore, if the 
information received from any source indicates an anticompetitive exclusive teaming ar
rangement, the auditor should promptly notify the contracting officer. If the auditor believes 
the contracting officer’s efforts to resolve an anticompetitive exclusive teaming arrangement 
are not successful, the auditor will consult with DCAA Headquarters General Counsel for 
further guidance. 

4-706 Suspected Illegal Political Contributions 

4-706.1 The Statute 

a. Title 2 U.S.C. 441c, in essence, prohibits any firm or person contracting with the Unit
ed States from making a contribution to or expenditure for a political party, committee, can
didate for public office, or any person, for a political purpose or use. The statute applies only 
at the national level, not the state and local levels. 

b. The term "contribution" includes: 
(1) any gift, subscription, loan, advance, or deposit of money or anything of value 

made by any person for the purpose of influencing any election for Federal office; or 
(2) the payment by any person of compensation for the personal services of another 

person which are given to a political committee without charge for any purpose. 

4-706.2 Methods of Channeling Inappropriate Expenditures 

Corporations that make illegal political contributions may use several means to channel 
such payments to the intended recipient. Be alert to such methods as: 

a. Bonus payments to contractor personnel passed on by the employee as a personal con
tribution or returned to the company to make the contribution. These payments usually cover 
taxes paid by the employee. Review carefully any bonus payments which might be based on 
a formula designed to cover taxes due. 

b. Payments to outside consultants or other professional contacts. Such payments may be 
too high for the service received or there may be no services received at all. Scrutinize high 
or unusual professional and consultant service expenses for inappropriate expenditures. Such 
scrutiny involves a comprehensive review of supporting documentation, which should state 
the extent of services provided. 

c. Padding or falsifying expenses paid to employees. Such expenses may include travel, 
dues, memberships and subscriptions, training, educational expenses, or any expenses where 
the contractor makes payment based on an invoice from an employee or a close, outside 
associate. 

4-706.3 Audit Responsibilities 

It would be impractical to perform the audit effort necessary to disclose every illegal 
political contribution. However, government auditing standards require auditors to design 
audit steps and procedures to provide reasonable assurance of detecting errors, irregularities, 
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abuse, illegal acts, or other unlawful activity that could significantly affect the audit objec
tives or results of audit (see 4-702.2a). 

4-706.4 Referral Requirements 

When a violation of the statute is suspected, submit a report describing all known details 
of the transaction to Headquarters, ATTN: OIS, for possible referral to the Federal Election 
Commission. The DCAAF 2000 may be used for this purpose. 

4-707 DoD Contractor Disclosure Program 

4-707.1 Introduction 

The FAR 52.203-13 - Contractor Code of Business Ethics and Conduct, requires con
tractors to timely disclose in writing, credible evidence of certain violations of Federal crim
inal law or the civil False Claims Act. The contractor’s submission of disclosures has been 
termed the Contractor Disclosure Program within the Department of Defense (DoD), and 
replaces the predecessor DoD Voluntary Disclosure Program. This section provides guid
ance and procedures to be followed when DCAA receives a Contractor Disclosure. 

4-707.2 Background Information 

a. Section 6102 of Public Law 110–252, Title VI, Chapter 1 “Close the Contractor 
Fraud Loophole Act,” passed by Congress on June 30, 2008, directed the revision of the 
Federal Acquisition Regulation (FAR) to require inclusion of provisions that require timely 
notification by Federal contractors of violations of Federal criminal law or overpayments in 
connection with the award or performance of covered contracts or subcontracts, including 
those performed outside the United States and those for commercial items. 

b. FAR 52.203-13 “Contractor Code of Business Ethics and Conduct,” became effective 
December 12, 2008. This regulation is applicable to contracts and subcontracts expected to 
exceed $5 million with a period of performance of 120 days or more. Major elements of this 
regulation include: 

(1) Establishing the requirement for a contractor to make timely disclosure, in writing, 
to the agency Office of the Inspector General (OIG), with a copy to the Contracting Officer, 
whenever, in connection with the award, performance, or closeout of the contract or any 
subcontract thereunder, the contractor has credible evidence that a principal, employee, 
agent, or subcontractor of the contractor has committed: 

(a) A violation of Federal criminal law involving fraud, conflict of interest, brib
ery, or gratuity violations found in Title 18 of the U.S.C.; or 

(b) A violation of the civil False Claims Act (31 U.S.C. 3729-733). 
(2) Requiring certain contractors to establish business ethics awareness and compli

ance programs and internal control systems. 
(3) Providing protection for the information being provided on the disclosure. 
(4) Requiring that contractors provide full cooperation to the Government. This 

means that the disclosure must provide information sufficient for law enforcement to iden
tify the nature and extent of the offense and the individuals responsible for the conduct. It 
includes providing timely and complete responses to Government auditors’ and investiga
tors’ requests for documents and access to employees with information. However, the rule 
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does not foreclose any contractor’s rights arising in law, the FAR, or the terms of the con
tract. It does not: 

(a) Require a contractor to waive its attorney-client privilege or the protections 
afforded by the attorney work product doctrine; 

(b) Require any officer, director, owner, or employee of the contractor, including a 
sole proprietor, to waive his or her attorney client privilege or Fifth Amendment rights; and 

(c) Restrict a contractor from conducting an internal investigation or defending a 
proceeding or dispute arising under the contract, or related to a potential or disclosed viola
tion. 

c. The FAR 52.203-13 enactment also led to amendments in other parts of FAR by cre
ating additional causes for suspension or debarment actions against contractors (see FAR 
9.406-2(b)(1)(vi), and 9.407-2(a)(8)). Specifically, a contractor may be suspended or de
barred, based upon a preponderance of the evidence, for knowing failure by a principal, until 
3 years after final payment on any Government contract, to timely disclose: 

(1) A violation of Federal criminal law involving fraud, conflict of interest, bribery, or 
gratuity violations found in Title 18 of the U.S.C.; 

(2) A violation of the civil False Claims Act (31 U.S.C. 3729-3733); or 
(3) Significant overpayment(s) on the contract, other than overpayments resulting 

from contract financing payments as defined in FAR 32.001. 
d. Contractors make a disclosure with no advance agreement regarding possible resolu

tion of the matter and with no promises regarding potential civil or criminal actions by the 
Government. 

4-707.3 Introduction 

The Department of Defense revised DoD Directive 5106.01 “Inspector General of the 
Department of Defense (IG DoD)” assigning the DoD Inspector General with the respon
sibility to serve as the initial point of contact within the DoD for Defense contractors and 
subcontractors to disclose potential civil or criminal fraud related matters that affect their 
contractual relationships with the DoD, and manage the DoD Contractor Disclosure Pro
gram. DFARS 203.10 “Contractor Code of Business Ethics and Conduct” implements the 
program requirements for DoD. Defense contractors and subcontractors must submit the 
disclosure to the DoD Contractor Disclosure Program Manager, at the DoD Office of the 
Inspector General at the following address: 

Office of the Inspector General of the Department of Defense 
Investigative Policy and Oversight 
Contractor Disclosure Program Management Office 
4800 Mark Center Drive, Suite 11H25 
Alexandria, VA 22350-1500 
E-mail Address: disclosures@dodig.mil 

Information for contractors on the DoD Contractor Disclosure program is available 
online at: http://www.dodig.mil/programs/cd/index.html. 
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4-707.4 DCAA Responsibility 

DoD Instruction 5505.15, dated June 16, 2010, establishes policies and assigns respon
sibilities under the program. In accordance with this instruction, DCAA is assigned two 
specific responsibilities: 

a. Establish procedures to ensure any contractor disclosure received directly from a 
contractor is immediately forwarded to the OIG DoD. 

b. Provide audit support to the contracting officer, the OIG DoD, and the Defense 
Criminal Investigative Organizations (DCIOs). 

4-707.5 DCAA Receipt of Contractor Disclosure Procedure 

DCAA should only receive the DoD contractor disclosure from the OIG DoD - DoD 
Contractor Disclosure Program Management Office (DoD CDPMO). This office will pro
vide the contractor disclosures directly to the DCAA Justice Liaison Auditor (JLA) at 
Headquarters – Operations. The JLA will be responsible for distribution to DCAA Re
gions and the cognizant FAOs. The FAO manager should immediately contact the JLA for 
assistance: 

a. Should a contractor, subcontractor, or its legal counsel provide a contractor disclo
sure under the DoD Contractor Disclosure Program directly to a FAO. 

b. Should a DoD contracting officer contact the FAO to request audit assistance with a 
contractor disclosure not previously received by the FAO. 

The JLA will assist in determining whether the contractor has properly submitted the 
disclosure to the DoD CDPMO. If not properly submitted, the FAO manager should direct 
the contractor (by formal letter) to submit the disclosure to the DoD CDPMO. Furnish the 
DoD CDPMO, the JLA, and when applicable the contracting officer, a copy of any such 
correspondence. Under no circumstances are DCAA personnel to accept refund checks. 

4-707.6 Processing of Contractor Disclosure - General 

a. The JLA will conduct an initial analysis of the contractor’s disclosure to determine 
whether a formal action is required. Factors the JLA will consider include: the nature of 
the violation being disclosed; the impact or damage to the Government; the impact on 
current or future audit planning; and the potential that an audit or an assessment could 
impact ongoing criminal or civil investigations. The JLA will prepare a notification mem
orandum to the cognizant FAO manager, and attach a copy of the contractor disclosure. As 
soon as practicable, the FAO manager should review the submission to confirm the FAO 
has cognizance of the contractor and the contractor’s books and records that support the 
contractor disclosure. Contact the JLA should the contractor disclosure need to be redi
rected to a different FAO. 

b. Within 30 days of FAO receipt of the contractor disclosure, the FAO should com
plete the DCAA Disclosure Response (see example on Figure 4-7-6) and return it to the 
DoD CDPMO; copy the JLA and the cognizant RSI. The purpose of the DCAA Disclo
sure Response is to acknowledge the FAO’s receipt of the disclosure, provide initial in
formation regarding the disclosure (i.e., any prior knowledge/coordination of the disclo
sure), identify an FAO point-of-contact, and when required, provide an assignment 
number to document the disposition analysis (see 4-707.6c(2)). The DCAA Disclosure 
Response is required for each contractor disclosure. Upon receipt of the FAO’s completed 
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DCAA Disclosure Response, the DoD CDPMO may directly contact the FAO manager 
regarding the contractor disclosure. The FAO manager should respond directly to the DoD 
CDPMO, copying the JLA, with their response to the inquiries. 

c. The JLA will classify each contractor disclosure as either: an Information Notifica
tion or an Action Required Notification. The following processes will be followed contin
gent on the type of notification received: 

(1) Information Notification. An Information Notification requires no formal action 
(see example of an Information Notification Memorandum in Figure 4-7-7). However, if the 
FAO manager determines that a disposition analysis is needed, the FAO manager should 
immediately contact the JLA for coordination. In such circumstances, follow the same guid
ance as Action Required Notification below. 

(2) Action Required Notification. Contractor disclosures not designated as an Infor
mation Notification will be designated as an Action Required Notification by the JLA (see 
example of an Action Required Notification Memorandum in Figure 4-7-8). Action Re
quired Notifications will require the FAO manager to perform the following actions: 

(a) Establish an assignment using DMIS Activity Code 17920. A separate assign
ment is to be established for each Action Required Notification in part to ensure the pro
gram’s desired visibility and to serve as the collection point for the continued FAO’s activi
ty. Conduct a disposition analysis to determine the best course of action to address the 
disclosure. A disposition analysis is not an audit risk assessment. A disposition analysis dif
fers from an audit risk assessment because it is less comprehensive in nature. An auditor may 
conclude after completing a disposition analysis that a detailed examination of the contractor 
disclosure is not necessary and that no further action is required based on the risk of the dis
closure. The disposition analysis should consider coordination discussions with the cognizant 
contracting officer (e.g., ACO or PCO) as appropriate. Refer to CAM 4-707.7d for suggested 
disposition analysis steps. 

(b) After completion of the disposition analysis the FAO manager should issue a 
memorandum to the cognizant contracting officer documenting the results of the disposition 
analysis and when necessary include a statement as to the additional actions the FAO will 
pursue as a result of the contractor’s disclosure. Furnish the DoD CDPMO, the JLA, and RSI 
a copy of the memorandum. Timely actions will increase the program’s success. Therefore, 
the FAO should complete the disposition analysis and issue the memorandum generally 
within 60 days after the disclosure is received. Exceptions to the 60 day requirement may 
include when a contractor makes a preliminary disclosure (see CAM 4-707.7c), when a 
criminal or civil investigator requests that any actions be postponed due to a pending investi
gation (see CAM 4-707.8a), or when an FAO has higher work priorities. Other exceptions 
may be coordinated with the JLA. 

(c) The memorandum documenting the results of the disposition analysis should 
reference the applicable contractor disclosure number on the subject line. 

d. All contractor disclosures should be annotated in the Electronic Contractor Permanent 
File, folder B-06 Audit Leads and should be considered, where applicable, in the risk as
sessment when planning the scope of future audits. 

4-707.7 Guidance on Action Required Notification 

A contractor disclosure received from the JLA as an Action Required Notification 
should be considered as high audit risk due to the contractor’s disclosure of credible evi
dence of fraud and its potential damage to the Government. For this reason, the FAO 
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should give priority to any required action. An auditor may conclude that a contractor 
disclosure is other than high risk only after the completion of a disposition analysis. A 
documented disposition analysis will ensure our audit resources are efficiently used while 
fulfilling our audit responsibilities under the program. 

a. Some examples of criteria for assessing the risk of a contractor’s disclosure while per
forming a disposition analysis may include: 

(1) the nature of the subject matter disclosed, 
(2) financial or monetary degree of damage to the Government, 
(3) prior significant deficiencies noted on the relevant control environment, and 
(4) the contractor’s degree of compliance with the Contractor’s Code of Business 

Ethics and Conduct Program (see CAM 5-306). 
b. The extent of the disposition analysis documentation will depend on the auditor’s 

judgment, keeping in mind that audit resources should be focused on those areas of highest 
risk. Auditors must use their professional judgment when determining what actions to take. 

c. Auditors should also be alert for any contractor preliminary disclosures submitted un
der the DoD Contractor Disclosure Program. FAR 52.203-13 does not restrict the contractor 
from examining or investigating the incident internally to determine whether the evidence is 
credible (see CAM 4-707.2b(4)(c)). There are instances in which the contractor will choose 
to disclose the violation to the DoD CDPMO, prior to completing an internal investigation to 
conclude the nature and extent of the incident. Typically these preliminary disclosures lack 
the clarity with respect to the underlying facts. Auditors should determine if the contractor is 
planning or is in the process of performing an internal investigation prior to expending sig
nificant FAO resources. Auditors may postpone any further action and defer the disposition 
analysis until the contractor has completed its internal investigation and has submitted to the 
DoD CDPMO an updated disclosure documenting the results of the investigation. Notify the 
JLA that the assignment is being delayed pending receipt of the final disclosure. The disposi
tion analysis should document this interim decision. 

d. Consider the internal controls in relation to the contractor’s disclosure process and 
assess control risk. CAM 5-100 may be used to obtain a general understanding and assess 
control risk. Additional disposition analysis steps may include the following: 

(1) Through discussion, inquiries, understanding of the matters disclosed, and a review 
of the contractor’s permanent files, the auditor should have a general understanding of: 

(a) how the contractor discovered the disclosed matters; 
(b) the contractor’s methodology for quantifying the cost impact; 
(c) whether the contractor took corrective actions in accordance with the contrac

tor’s business ethics awareness and compliance program; 
(d) whether the disclosed subject matter is an isolated incident or appears to be 

systemic in nature, i.e., significant deficiencies or material weakness. For example, has the 
contractor made several disclosures representing a pattern of possible systemic concerns, i.e., 
has the contractor submitted individual disclosures for numerous instances of labor mis-
charging at a single contractor facility covering the same time periods? 

(e) whether the contractor appears to have included all directly associated costs 
and related burdens; 

(f) whether the contractor appears to have removed expressly unallowable costs 
associated with the incident, (see FAR 31.205-15); and 

(g) whether the contractor made or is planning to make a refund or credit to the 
Government and if a refund or credit was made, verification that the Government received 
the contractor calculated amount. 
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(2) Identification of completed or in-process audits related to the disclosure; 
(3) Determination of the impact on currently planned and in-process audits that may be 

affected by the disclosed issue; and 
(4) Coordination with the contracting officer and when necessary with other Program 

Stakeholders (i.e., criminal investigators, Government attorneys, etc.) to discuss particular 
concerns. 

e. While materiality is an important factor during the documentation of the disposition 
analysis, auditors should avoid using solely a predetermined dollar threshold to determine 
actions required. A dollar threshold implies an arbitrary assessment based exclusively on the 
monetary impact rather than the nature of the individual disclosure, especially on matters 
when other risks are present. For example, an individual disclosure may not reflect the risk 
that controls may not exist or the risk that the contractor’s controls in place will not prevent 
or detect future incidents on a timely basis. 

f. The documentation of audit leads may provide the desired visibility and may be appro
priate to conclude the disposition analysis. The Audit Lead sheet preparation and documen
tation requirements are discussed in CAM 4-403e(4). The final approved audit lead sheet 
should be attached to the memorandum issued to the contracting officer documenting the 
completion of the disposition analysis. 

g. Coordination with the contracting officer (e.g., ACO or PCO) is essential for the pro
gram’s success. The DoDI 5505.15 assigns the responsibility to DoD components, except 
DCAA, to determine whether administrative remedies are necessary when a disclosure is 
made. Therefore, all actions should be coordinated with the cognizant contracting officer. 

h. When an examination of the disclosure is the best course of action as a result of the 
disposition analysis; the auditor should expand the disposition analysis and conduct an audit 
risk assessment to establish the scope of audit efforts using the established 17920 assign
ment. Auditors should not issue a separate memorandum to the contracting officer docu
menting the results of the disposition analysis, instead the auditor should communicate the 
commencement of an audit using an acknowledgment letter to the contracting officer. Fur
nish the DoD CDPMO, the JLA, and RSI a copy of this acknowledgment letter. Reference 
the applicable contractor disclosure number on the subject line of the acknowledgment letter 
(see CAM 4-104 for the content and format of an acknowledgment letter). The examination 
will focus on matters disclosed by the contractor and, at a minimum, should include a verifi
cation of the completeness and accuracy of the disclosed matters, including any disclosed 
monetary impact to the Government and whether the contractor made or is planning to make 
a refund or credit to the Government and if a refund or credit was made, verification that the 
Government received the contractor calculated amount. Audit reports should reference the 
applicable contractor disclosure number and be addressed to the cognizant contracting of
ficer. Furnish the DoD CDPMO, the JLA, and RSI a copy of the audit report. Prepare the 
audit report using the format in CAM 10-1200 making certain that all relevant issues are 
covered. Do not hesitate to expand the report in the interest of clarity. The FAO can com
plete audit effort for a number of contractor disclosures under one assignment, ensuring that 
results are clear and easy to understand for the intended user of the information. 

4-707.8 Investigative Support on DoD Contractor Disclosure Program 

DCAA responsibility includes providing support to Defense Criminal Investigative Or
ganizations (DCIOs) (see CAM 4-707.4b). Support to DCIO’s will typically be provided by 
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the Regional Investigative Support Divisions as part of the DoD Contractor Disclosure Pro
gram. Investigative support responsibilities are discussed in CAM 4-702.6. 

a. FAOs have primary responsibility for reviewing contractor disclosures referred to them 
for action. FAO managers are expected to complete required effort regarding contractor dis
closures irrespective of any pending investigations or investigative support being provided 
by the Regional Investigative Support Divisions. However, should an FAO manager be con
tacted by a criminal or civil investigator with a request to postpone or stop their audit efforts 
to avoid compromising a pending or open investigation, the FAO manager should immedi
ately coordinate the action with the JLA. Audit effort will be postponed or stopped at the 
request of a criminal or civil investigator or a U.S. Government attorney. The FAO manager 
should take no actions that would compromise the investigation. If it is believed the request
ed deferral will cause financial harm to the Government or unnecessarily impede the audit 
mission, elevate the matter for management resolution between the respective organizations. 
Before any decision is made to defer or suspend an audit, coordinate the matter with the 
JLA. 

b. If contacted by DoD investigators or Government attorneys for assistance on contrac
tor disclosure matters, Regional Investigative Support Divisions should avoid duplication of 
efforts and determine if the cognizant FAO may have audits in-process or may have com
pleted any audit efforts that will meet the agent or attorney’s request. 

4-707.9 Other Special Considerations 

a. Contractor disclosures should not be disseminated outside of DCAA without the prior 
approval of the DoD CDPMO. 

b. When performing an examination of the contractor disclosure, auditors should follow 
communication requirements with the contractor and contracting officials discussed in CAM 
4-100 and 4-300. However, if an auditor becomes aware that the audit relates to any pending 
criminal or civil investigations, the auditor will coordinate, through the cognizant Region
al Investigative Support Division, with the DCIO to determine whether any of the audit 
results or working papers should be first provided to the investigators. The auditor must 
also determine whether the DCIO will restrict or limit discussions during an exit confer
ence to avoid compromising the ongoing investigation. 

c. Contractor cooperation is essential to timely and effective completion of any audit 
effort. The FAO manager should promptly notify both the DoD CDPMO and the JLA 
when the contractor fails to cooperate fully as required by FAR 52.203-13 (see CAM 4
707.2b(4)(c)); this will afford an opportunity to resolve the matter before any action to 
formally report a denial of access to contractor records. If the DoD CDPMO efforts are 
unsuccessful in resolving the matter, the FAO manager should consider the contractor’s 
lack of cooperation in supporting their disclosure as a denial of access to contractor rec
ords and follow the procedures in DCAA Instruction 7640.17, Formal Reporting Proce
dures for Denial of Access to Contractor’s Records. When contractors assert attorney-
client privilege, or attorney-work-product doctrine, auditors should observe procedures 
discussed in CAM 1-504.4g. The FAO manager should consider whether the contractor’s 
unsatisfactory cooperation impacts the contractor’s current control environment and con
tractor responsibility for performance on Government contracts (see CAM 5-306.3). 

d. Immediately coordinate with the contracting officer, DoD CDPMO, and JLA any 
significant findings or concerns identified during the disposition analysis or audit of the 
contractor disclosures. If submitting a DCAAF 2000 to the JLA related to suspected irreg-
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ular activities not previously disclosed, but related to the contractor’s disclosure, identify 
the related contractor disclosure number on the referral. Procedures for reporting Suspect
ed Irregular Conduct (e.g., DCAAF 2000) are discussed in CAM 4-702.4. 

4-708 Obstruction of Audit 

a. The Anti-Drug Abuse Act of 1988 (P.L. 100-690) added section 1516 to Title 18, 
U.S.C., which contains an obstruction of audit provision. This provision makes it a crime 
for a person or corporation to endeavor to influence, obstruct, or impede, with the intent to 
deceive or defraud the Government, a Federal auditor in the performance of official duties. 
The purpose of the provision is to punish acts designed to prevent an auditor from discov
ering or reporting fraud or deceit against the Government. The provision does not make it 
a crime to deny an auditor access to records unless the purpose of the denial is to prevent 
such discovery. Therefore, do not report a suspicion of fraud or other unlawful activity 
solely on the basis that access to records was denied. Pursue access to records problems in 
accordance with 1-504.5. 

b. If there is a reasonable basis to suspect fraud or deceit against the Government, and 
you believe a denial of access to records is an attempt to prevent an auditor from discover
ing or reporting this fraud or deceit, include this information in a suspected fraud referral 
(see 4-702.4). The mere denial of access to records, however, is not by itself a reasonable 
basis to suspect fraud. 

c. When reporting suspicions of fraud or other unlawful activity (see 4-702.4), include 
any information on suspected contractor efforts to influence, obstruct, or impede an audi
tor with the intent to deceive or defraud the Government. 

4-709 Qui Tam Actions Under the False Claims Act 

Qui tam actions are civil, not criminal, actions, which are brought under the authority of 
the False Claims Act. In such a suit, the plaintiff brings the action on behalf of the Govern
ment. A qui tam suit is filed under seal. The defendant contractor is not provided with a copy 
of the filing nor is it to be told the contents of the filing while the action is under seal. The 
Government is furnished a copy of the filing and has 60 days in which to make a decision on 
whether it will join in the suit. To assist its deliberations, the DOJ will frequently seek in
formation about the defendant contractor from DCAA. Information in our files and working 
papers is to be made readily available to the attorney handling the case as well as any DoD 
personnel supporting the attorney. Any requests for additional audit support will be treated as 
a customer requested assignment. The contractor is not to be informed of the source of these 
requests without the approval of the requesting attorney. At the same time, the FAO should 
determine if the attorney has any objections to providing the results of the audit to the con
tracting officer. If there are none, a report should be sent to the contracting officer. However, 
the report will caution that the audit was conducted in connection with a qui tam suit and that 
before any contractual action is taken on the matter, permission must be obtained from the 
responsible attorney. 

4-710 Defense Hotline 

a. The Defense Hotline is an element of the DoD Inspector General Office of Investi
gations which receives and reviews audit and investigative leads. The Defense Hotline 
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operates to ensure that allegations of fraud and mismanagement are properly evaluated, 
substantive allegations are examined, appropriate administrative, remedial or prosecutive 
actions are taken and administrative procedures are in place and maintained in order to 
properly manage Hotline allegations. It receives allegations from Government entities 
such as DoD, from private individuals both inside and outside the Government, and from 
the GAO. The Hotline assigns review of these leads to the audit or investigative agency 
it believes is best qualified to determine their validity; monitors the progress of the ex
amination; reviews and analyzes all interim and final reports to determine that the ex
aminations are conducted properly and the appropriate corrective measures were rec
ommended and/or taken; and tabulates and reports case dispositions. DoD instructions 
pertaining to the Defense Hotline program are discussed in DoDD 7050.1. DCAA re
sponsibilities for reviewing Hotline referrals are set out in DCAAR 7600.1. 

b. In accordance with DoD IG Joint Policy Memorandum Number 95-2 dated May 
26, 1995, the DoD Hotline reviews will only be performed by individuals and organiza
tions who are independent. Accordingly, non-government employees and/or organiza
tions, including contractor internal audit groups or external auditors, will not perform 
any work in relation to any DoD Hotline review because of their inherent lack of inde
pendence. 

c. The Hotline and the Agency are obligated to protect the anonymity of sources. 
The Headquarters, DCAA transmittal of a sensitive Hotline referral will make specific 
reference to nondisclosure requirements in its opening paragraph. Hotline documents 
arising from such a source are clearly marked. In order to evaluate a Hotline referral, it 
may be necessary to advise a contractor that an audit lead has been received. However, 
the auditor should strive to reveal only the minimum amount of information necessary 
to conduct a proper and thorough review. The Hotline should not be identified as the 
source of the lead. Under no circumstances may Hotline documents be released outside 
the Government. Hotline documents may be released within Government channels only 
to agencies/employees involved in the Hotline review. 

d. At its discretion, the Hotline may determine that an allegation lacks significant 
detail or significant subject matter to warrant formal inquiry. Such a matter will be clas
sified as an information referral. All other referrals are action referrals which are as
signed a due date. Hotline referrals are reviewed in Headquarters, OTS, and are for
warded to the cognizant regional office for information or response. The regional office 
may further delegate responsibility. Delegation of the decision to conduct a field review 
of an information referral does not convert the status of that referral to an action refer
ral. However, if a field audit is undertaken, results must be reported to the Hotline. 

e. All Hotline referrals which have been assigned due dates, either by the Hotline or 
by Headquarters, are to be treated as customer requested assignments. If a due date can
not be met, an extension should be requested by filing a Hotline Progress Report 
(DCAAR 7600.1). The Hotline has suggested that six month extension requests reduce 
unnecessary proliferation of progress reports. It is the responsibility of the Regional 
Office to assure that Hotline progress and completion reports are issued in the specified 
format. 

f. When a field audit of a Hotline referral involving alleged fraud is undertaken, al
legations are to be treated as audit leads and followed up through audit in accordance 
with 4-702.2c. If a reasonable suspicion of fraud or other unlawful activity remains after 
performing the appropriate risk assessment and audit steps, arrangements should be 
made for transfer of the matter to an investigative agency. The responsible field element 
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should discuss the case with the investigative office to which it would have sent a 
DCAAF 2000 had the allegation arisen through audit. (However, matters first reported 
through the Defense Hotline are deemed to be known to the Government, and therefore 
ineligible for reporting on the DCAAF 2000.) Case responsibility may be transferred by 
submitting a Hotline Completion Report (DCAAR 7600.1) to Headquarters, Attention 
OTS, setting out the results of audit, the reason(s) for transfer, and the investigative 
office to which the matter should be transferred. 

g. Audit procedures and reporting following transfer of a Hotline referral to an in
vestigative agency should be carried out in accord with 4-702.5. If a transfer is not 
made, audit findings should be pursued and reported in accord with normal procedures. 
If available, audit reports containing findings and recommendations which arose from a 
Hotline referral should be submitted as an enclosure to the Hotline Completion Report. 

h. When a referral makes allegations of a technical nature, the assistance of a Govern
ment technical evaluator should be obtained. Occasionally it becomes apparent that the tech
nical evaluator's agency should assume responsibility for the referral, with audit support as 
needed. When this happens, transfer of responsibility should be formalized similarly to in
vestigative transfer. 

4-711 Evaluating Contractor Compliance with Administrative Suspension and 
Debarment Agreements 

a. Background. Contractors found to have committed fraud or other misconduct 
sometimes enter into suspension and debarment agreements to avoid being suspended or 
debarred from obtaining Government contract awards or to be removed from the listing 
of suspended or debarred companies. These agreements usually require the contractor to 
implement ethics and fraud prevention programs and strengthen internal controls over 
the areas where the fraud or other misconduct occurred. Often, the agreements require the 
contractor to maintain a Hotline for employees to report fraud or other irregularities. Some
times the costs incurred by the contractor to comply with these agreements are unallowable 
under FAR 31.205-47. Each Service and the Defense Logistics Agency has suspension and 
debarring officials or designees who are responsible for monitoring contractor compliance 
with the agreements. 

b. Responsibilities. The suspension and debarring officials or designees will request 
DCAA audit support to evaluate contractor compliance with any provisions of the agreement 
that relate to DCAA's audit mission. For example, the auditor will generally be requested to 
perform an audit if the contractor is identifying and segregating the unallowable costs being 
incurred to comply with the agreement. If the agreement also provides for the contractor to 
make improvements to its internal control systems, the auditor will generally be requested to 
determine if the improvements have been made. The suspension and debarring officials or 
designees are responsible for assessing overall contractor compliance with the agreement. 

c. Briefing of the Agreement and Coordination. At those contractors with suspension and 
debarment agreements, the FAO should obtain a copy and brief the agreement to identify 
provisions that fall within DCAA's areas of responsibility. The FAO should then discuss 
with the responsible suspension and debarring official or designee and the contracting officer 
the audit services needed to assist in evaluating contractor compliance. Any differences of 
opinion between the FAO and the suspension and debarring official or designee or any diffi
culty in arranging a meeting should be communicated through the Regional Office to PPS 
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for resolution. The results of this coordination should be documented in the FAO's audit 
planning files. 

d. Audit Planning. The FAO normally will not have to establish special audits to provide 
the needed audit support. The audit steps needed to assist the suspension or debarring official 
or designee in determining compliance with the provisions of the agreement can be usually 
performed as part of the FAO's regularly scheduled audits; e.g., the FAO's planned audits of 
internal controls relating to the identification and segregation of unallowable costs. However, 
if the compliance officer requests a special audit because of his scheduled responsibilities, 
the FAO should provide the requested services. 

e. Corporate Offices. Settlements at the corporate level affecting two or more segments 
should be coordinated by the corporate auditor or CAC. After the briefing, the corporate 
auditor or CAC will disseminate the agreement to the segment auditors with an assist audit 
request (if applicable) on any services needed to assess compliance with the relevant parts of 
the agreement. 

f. Reporting. The FAO should communicate in writing all noncompliances or other con
cerns with the agreement to the ACO cognizant of the contractor with a copy to the suspen
sion and debarring official or designee. All applicable DCAA audit reports should contain 
comments on any contractor actions required by a suspension/debarment agreement 
until the contractor fully implements or complies with the agreement. 

g. Excluded Parties Listing. The General Services Administration (GSA) maintains an 
“Excluded Parties Listing System” on the Internet at 
https://www.sam.gov/portal/public/SAM/, which provides data on all suspended and de
barred parties. If you are accessing System for Award Management (SAM) from a govern
ment computer network, you automatically have access to Entity Management For Official 
Use Only (FOUO) data, so DCAA users do not need to register for an account. The site 
allows data searches via various search criteria, makes available a number of reports in 
different formats, and provides other useful data. This information is updated continuous
ly. This site is the only source that should be used when checking the suspensions and 
debarment status of a contractor. A complete user’s manual for SAM is available at the 
following location: https://www.sam.gov/sam/transcript/SAM_User_Guide_v1.8.pdf. 
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4-7S1 Supplement - Public Law 99-634, "Anti-Kickback Enforcement 
Act of 1986" 

An Act to prohibit kickbacks relating to subcontracts under Federal Government con
tracts. 

Section 1. This Act may be cited as the "Anti-Kickback Act of 1986." 
Section 2. As used in this Act: 

(1) The term "contracting agency," when used with respect to a prime contractor, means 
any department, agency, or establishment of the United States which enters into a prime con
tract with a prime contractor. 

(2) The term "kickback" means any money, fee, commission, credit, gift, gratuity, thing 
of value, or compensation of any kind which is provided, directly or indirectly, to any prime 
contractor, prime contractor employee, subcontractor, or subcontractor employee for the pur
pose of improperly obtaining or rewarding favorable treatment in connection with a prime con
tract or in connection with a subcontract relating to a prime contract. 

(3) The term "person" means a corporation, partnership, business association of any kind, 
trust, joint-stock company, or individual. 

(4) The term "prime contract" means a contract or contractual action entered into by the 
United States for the purpose of obtaining supplies, materials, equipment, or services of any 
kind. 

(5) The term "prime contractor" means a person who has entered into a prime contract 
with the United States. 

(6) The term "prime contractor employee" means any officer, partner, employee, or agent 
of a prime contractor. 

(7) The term "subcontract" means a contract or contractual action entered into by a prime 
contractor or subcontractor for the purpose of obtaining supplies, materials, equipment, or ser
vices of any kind under a prime contract. 

(8) The term "subcontractor" 
(A) means any person, other than the prime contractor, who offers to furnish or 

furnishes any supplies, materials, equipment, or services of any kind under a prime con
tract or a subcontract entered into in connection with such prime contract; and 

(B) includes any person who offers to furnish or furnishes general supplies to the 
prime contractor or a higher tier subcontractor. 

(9) The term "subcontractor employee" means any officer, partner, employee, or 
agent of a subcontractor. 

Section 3. It is prohibited for any person --
(1) to provide, attempt to provide, or offer to provide any kickback; 
(2) to solicit, accept, or attempt to accept any kickback; or 
(3) to include, directly or indirectly, the amount of any kickback prohibited by 

clause (1) or (2) in the contract price charged by a subcontractor to a prime contractor or a 
higher tier subcontractor or in the contract price charged by a prime contractor to the Unit
ed States. 

Section 4. Any person who knowingly and willfully engages in conduct prohibited by 
section 3 shall be imprisoned for not more than 10 years or shall be subject to a fine in 
accordance with title 18, United States Code, or both. 
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Section 5. (a). 
(1) The United States may, in a civil action, recover a civil penalty from any person 

who knowingly engages in conduct prohibited by section 3. The amount of such civil pen
alty shall be -

(A) twice the amount of each kickback involved in the violation; and 
(B) not more than $10,000 for each occurrence of prohibited conduct. 

(2) The United States may, in a civil action, recover a civil penalty from any person 
whose employee, subcontractor or subcontractor employee violates section 3 by providing, 
accepting or charging a kickback. The amount of such civil penalty shall be the amount of 
that kickback. 

(b) A civil action under this section shall be barred unless the action is com
menced within 6 years after the later of (1) the date on which the prohibited conduct estab
lishing the cause of action occurred, and (2) the date on which the United States first knew 
or should reasonably have known that the prohibited conduct had occurred. 

Section 6. (a) A contracting officer of a contracting agency may offset the amount of a 
kickback provided, accepted, or charged in violation of section 3 against any moneys 
owed by the United States to the prime contractor under the prime contract to which such 
kickback relates. 

(b)(1) Upon direction of a contracting officer of a contracting agency with respect to a 
prime contract, the prime contractor shall withhold from any sums owed to a subcontractor 
under a subcontract of the prime contract the amount of any kickback which was or may 
be offset against that prime contractor under subsection (a). 

(2) Such contracting officer may order that sums withheld under paragraph (1) 
(A) be paid over to the contracting agency; or 
(B) if the United States has already offset the amount of such sums against that prime 

contractor, be retained by the prime contractor. 
(3) The prime contractor shall notify the contracting officer when an amount is 

withheld and retained under paragraph (2)(B). 
(c) An offset under subsection (a) or a direction or order of a contracting officer 

under subsection (b) is a claim by the Government for the purposes of the Contract Disputes 
Act of 1978. 

(d) As used in this section, the term "contracting officer" has the meaning given 
that term for the purposes of the Contract Disputes Act of 1978. 

Section 7. (a) Each contracting agency shall include in each prime contract awarded 
by such agency a requirement that the prime contractor shall have in place and follow 
reasonable procedures designed to prevent and detect violations of section 3 in its own 
operations and direct business relationships. 

(b) Each contracting agency shall include in each prime contract awarded by such agency 
a requirement that the prime contractor shall cooperate fully with any Federal Government 
agency investigating a violation of section 3. 

(c)(1)(A) Whenever a prime contractor or subcontractor has reasonable grounds to be
lieve that a violation of section 3 may have occurred, the prime contractor or subcontractor 
shall promptly report the possible violation in writing. 

(B) A contractor shall make the reports required by subparagraph (A) to the inspec
tor general of the contracting agency, the head of the contracting agency if the agency 
does not have an inspector general, or the Department of Justice. 

(2) In the case of an administrative or contractual action to suspend or debar any 
person who is eligible to enter into contracts with the Federal Government, evidence that 
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such person has supplied information to the United States pursuant to paragraph (1) shall 
be favorable evidence of such person's responsibility for the purposes of Federal procure
ment laws and regulations. 

Section 8. For the purpose of ascertaining whether there has been a violation of section 
3 with respect to any prime contract, the Government Accountability Office and the in
spector general of the contracting agency, or a representative of such contracting agency 
designated by the head of such agency if the agency does not have an inspector general, 
shall have access to and may inspect the facilities and audit the books and records, includ
ing any electronic data or records, of any prime contractor or subcontractor under a prime 
contract awarded by such agency. 
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Pro Forma Cautionary Transmittal Memorandum
 

MEMORANDUM FOR (name and address of requestor) 

SUBJECT: Cautionary Statement Related to Audit Report (audit report number, 
date and subject, and the contractor's name and location) 

The attached audit report addresses certain matters which have raised a suspicion of 
potential fraud on the part of (indicate the name of the company involved). Specifically, 
those matters are (provide a brief description of the suspected irregular conduct). We are 
willing to discuss these matters with you, your counsel, and representatives of the cogni
zant criminal investigative organization in an effort to reach a proper disposition of these 
issues in light of the requirements of DoD Instruction 7050.05, Coordination of Remedies 
for Fraud and Corruption Related to Procurement Activities. 

(Signature) 
Branch Manager 

FOR OFFICIAL USE ONLY 
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Suspected Irregularity Referral Form
 

(Use full size form or APPS Version for reporting) 

DCAA CASE NO.: ____ 

SUSPECTED IRREGULARITY REFERRAL FORM 

Follow enclosed guidance and DCAA Instruction 7640.15 when providing the following information: 

1.	 Name, FAO, RORG number, telephone and FAX numbers, and e-mail address of the auditor prepar
ing the referral. 

2.	 Contractor’s name, division, and address. Identify if the contractor is a small/disadvantaged (8a) firm. 

3.	 Government entities (e.g. Navy, DOE, HHS, etc.) affected by irregularity. If possible, identify con-
tract(s), types, amounts, and major program(s) affected. 

4.	 Classification of irregularity (See the enclosed instructions) 

5.	 Prepare, on a separate page, a concise description of the irregularity. Include the following criteria: 
who, what, where, when, how, how much. If possible, identify regulatory provisions and/or statutes 
violated. Attach documentation (appropriately cross-referenced) as necessary. 

6.	 Reason for treating this as other than normal questioned costs (e.g.; if suspected fraud, where is the 
material statement, which is false, and why do you think it is known by the maker to be false?) 

7.	 Estimated loss or impact to the Government. Explain basis and any reasons for limited current visibil
ity of total losses. 

8.	 Signature of Auditor and date (must be signed and dated). 

Auditor	 Date 

9.	 Distribution: Headquarters OIS (DCAA-JLA@dcaa.mil) and ACO/PCO, (see also CAM 4-702.5(f)) 
(See DCAAI 7640.15 and CAM 4-702.4). 

DCAAF 2000
 
March 2015
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INSTRUCTIONS FOR PREPARATION OF FORM 2000 

GENERAL: 

Information which suggests a reasonable basis for suspicion of fraud, corruption, or unlawful activity 
affecting Government contracts must be reported promptly. For reporting purposes, fraud is defined as: a 
material statement of fact which is false, and known to be false. Other reportable irregularities include 
Kickbacks, Gratuities, Illegal Political Contributions, Foreign Corrupt Practices Act violations, and Agree
ments in Restraint of Trade. Activities not reportable on the Form 2000 include matters such as (1) those 
already known by the Government, (2) Contractor Disclosures, and (3) unsatisfactory conditions (CAM 4
800). 

An effective referral requires close communication between auditors, supervisors and FAO Managers. 
You may also coordinate with DCAA Investigative Support (OIS) if there are any questions about whether 
or not to refer the matter, keeping in mind the need for promptness. Follow instructions in CAM 4-700 and 
DCAAI 7640.15 in preparing the Form. Use continuation pages as necessary, especially for question 5, 
keeping in mind the need for conciseness. 

Classification of Irregularity (Form 2000, Item 4): 

To assist the investigator in evaluation of the material presented, indicate in item 4 which of the following 
classifications best fits the matter being referred (more than 1 classification may apply): 

1. Defective Pricing 
a. Pattern of Activity 
b. Other (explain) 

5. False Claims/Certifications 
a. Equitable Adjust. Claims 
b. Termination Settlements 
c. Indirect Cost Certification 
d. Other (explain) 

8. Ethical Violations 
a. Kickbacks 
b. Gratuities 
c. Political Contributions 
d. Foreign Corrupt Practices Act 
e. Bribery 
f. Restraint of Trade 
g. Other (explain) 

2. Billing Irregularities 
a. Progress Payments 
b. Public vouchers 
c. Other (explain) 

6. Consultants/Subcontractors 
a. Consulting Irregularities 
b. Subcontract Irregularities 3. Labor Irregularities 

a. Timekeeping 
b. IR&D/B&P Mischarges 
c. Other (explain) 

7. Materials 
a. Product Substitution 
b. MMAS 
c. Other (explain) 

9. Other Irregular Activity 
a. Conspiracy 
b. Obstruction of Audit (see 

CAM 4-708) 
c. Other (explain) 4. Accounting Mischarging 

a. FAR 31/CAS 405 Violations 
b. Improper Transfers 
c. Unallocable Costs 
d. Other (explain) 

DCAAF 2000 
March 2015 
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Examples of Characteristics and Types of Activity Associated with Illegal
 

Expenditures and Acts for Specific Audit Areas
 

Audit Area	 Indicators 

Labor	 Unexplained changes to timecards transferring hours from commer
cial firm-fixed-price contracts to Government cost-type contracts. 

Employee time charged differently from associated travel costs. 

Diverting labor from firm-fixed-price contract by reclassifying em
ployees as indirect who provide direct labor to firm-fixed-price con
tracts. 

Material	 Significant material requirements charged to Government cost-type 
contracts where follow-up work shows that the material was not 
needed. 

Using inferior material on Government contracts that does not meet 
contract specifications. 

False certification of inspection test results. 

Subcontracts	 Intercompany profit claimed and billed for an intercompany affiliate 
that the contractor represented to the Government was an unrelated 
subcontractor. 

Indirect Cost	 Overrun contract costs charged to indirect expenses for allocation to 
other contracts. 

Expressly unallowable costs recorded in accounts that are generally 
allowable such as small tools and supplies. 

Improper transfers, or recording, of costs to indirect accounts for 
direct contract costs that are not allowed to be charged under the 
terms of the contract. 

Defective Pricing	 See 14-121.2 for listing. 

All Audit Areas	 Alterations to documents that would result in improper costs claimed 
for Government contracts. 

Evidence showing that payments were not actually made for the 
amounts shown on the document. 
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Example of a DCAA Disclosure Response 

(Due within 30 Days) 

DEPARTMENT OF DEFENSE CONTRACTOR DISCLOSURE PROGRAM
 

DCAA DISCLOSURE RESPONSE
 

CONTRACTOR DISCLOSURE NUMBER 20XX-0XXX (Contractor XYZ): (Action
 
Required Notification/Information Notification) 

(Respond Y or N to the following statements) 

_______The Contracting Office has coordinated with DCAA regarding this disclosure. 
If yes, please identify contracting officer and provide contact information 
______________________________________________________________________. 

_______The Contractor has coordinated with DCAA regarding this disclosure. 

_______ DCAA Field Audit Office (FAO) was al ready aware of the contrac
tor ident if ied issue and has e i ther submitted or is considering submitting a 
DCAA Form 2000 regarding the issue(s) in this disclosure. If a Form 2000 was issued, 
indicate the DCAA case number: 
______________________________________________________________________. 

FAO: DCAA – FAO Address
 

FAO Point of Contact for Disclosure Issue: _______________________
 
POC Phone Number: _________________________________________
 
POC E-mail: ________________________________________________
 
Assignment Number (if applicable): _____________________________________
 
Signature: _____________________ Date: _________ Phone Number: ________________
 

Return to:
 
Department of Defense Office of the Inspector General
 
Investigative Policy and Oversight
 
DoD Contractor Disclosure Program Management Office
 
Email Address: disclosures@dodig.mil
 

Copy Furnished: 
DCAA JLA 

FOR OFFICIAL USE ONLY 
Law Enforcement Sensitive 
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Example of an Information Notification Memorandum to
 

the FAO Manager
 

MEMORANDUM FOR BRANCH MANAGER/RESIDENT AUDITOR, FAO 

ATTENTION: Mr./Ms. Branch Manager/Resident Auditor 
SUBJECT: Information Notification of Contractor Disclosure 20XX-0XXX Contractor 
XYZ 

As part of the Contactor Disclosure Program administered by the Department of De
fense Inspector General (DoDIG), we received contractor disclosure 20XX-0XXX (En
closure 1) for Contractor XYZ, which we understand is under the cognizance of your 
office. The contractor disclosed... 

The contractor disclosure is forwarded to your office for your information and use. 
You are not required to take action on contractor disclosure 20XX-0XXX. However, if 
you decide action on the contractor disclosure is warranted, immediately coordinate 
these actions with the JLA. Follow the guidance discussed in CAM 4-707. 

Also, please complete the “DCAA Disclosure Response” (Enclosure 2) providing the 
key information that the DoDIG has requested. Please forward the completed form to the 
DoDIG with a copy to DCAA Justice Liaison Auditor (JLA) and the cognizant Regional 
Investigative Support Division within the next 30 days. 

Finally, the contractor disclosure should be annotated in the Electronic Contractor 
Permanent File, folder B-06 Audit Leads. 

Questions on this memorandum may be directed to the DCAA JLA. 

xxxxxxxxxxxxxxxx 
Assistant Director, Operations 

Enclosures: 2 
1. Contractor Disclosure 20XX-0XXX 
2. DCAA Disclosure Response 

Copy furnished: 
RD 

FOR OFFICIAL USE ONLY 
Law Enforcement Sensitive 
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Example of an Action Required Notification Memorandum to
 

the FAO Manager
 

MEMORANDUM FOR BRANCH MANAGER/RESIDENT AUDITOR, FAO 

ATTENTION: Mr./Ms. Branch Manager/Resident Auditor 
SUBJECT: Action Required Notification of Contractor Disclosure 20XX-0XXX Con
tractor XYZ 

As part of the Contactor Disclosure Program administered by the Department of De
fense Inspector General (DoDIG), we received contractor disclosure 20XX-0XXX (En
closure 1) for the Contractor XYZ, which we understand is under the cognizance of your 
office. The contractor disclosed that a former employee, Mr. John E. Doe, charged 500 
hours to a Government contract for time he did not work. 

After your review of the contractor disclosure, set-up an assignment, using DMIS 
Activity Code 17920 and perform a disposition analysis. Follow the guidance discussed 
in CAM 4-707. 

Also, please complete the “DCAA Disclosure Response” (Enclosure 2) providing the 
key information that the DoDIG has requested. Please forward the completed form to 
the DoDIG with a copy to DCAA Justice Liaison Auditor (JLA) and the cognizant Re
gional Investigative Support Division within the next 30 days. 

Finally, the contractor disclosure should be annotated in the Electronic Contractor 
Permanent File, folder B-06 Audit Leads. 

Questions on this memorandum may be directed to the DCAA JLA. 

xxxxxxxxxxxxxx 
Assistant Director, Operations 

Enclosures: 2 
1. Contractor Disclosure 20XX-0XXX 
2. DCAA Disclosure Response 

Copy furnished: 
RD 

FOR OFFICIAL USE ONLY 
Law Enforcement Sensitive 
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DCAA Contractor Disclosure Process and FAO Decision Tree
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4-800 Section 8 --- Special Reporting of Unsatisfactory Conditions 

4-801 Introduction 

This section contains guidance and procedures on special reporting requirements on 
unsatisfactory conditions noted by contract auditors that are not reportable under section 7 
of this chapter. 

4-802 Voluntary Refunds for "Windfall Profits" 

4-802.1 Introduction 

DFARS Subpart 242.7100 expresses DoD policy and general procedures on the solici
tation or acceptance of voluntary refunds from contractors or subcontractors. 

4-802.2 Audit Responsibility – Voluntary Refunds 

When the contract auditor reaches a conclusion pursuant to 4-802.3 that it may be ap
propriate to seek a voluntary refund, the auditor should observe DFARS Subpart 242.71 
carefully, and inform the cognizant administrative contracting officer, in writing, of this 
conclusion and its basis, either in an audit report or otherwise. 

4-802.3 Audit Procedures 

On audits of any type, auditors should be alert to situations where the Government was 
overcharged under a contract; was inadequately compensated for the use of Government-
owned property, or in the disposition of contractor inventory; and where the contractor's or 
subcontractor's retention of the amount in question would be contrary to good conscience 
and equity. If any of these situations are disclosed and it is due, at least in part, to the fault of 
the contractor or subcontractor, the Government may request a voluntary refund or credit, 
provided the adjustment is not otherwise required by contractual terms or statutory require
ments such as 10 U.S.C. 2306a. 

4-802.4 Audit Reports 

a. Prepare reports on situations involving voluntary refunds in a narrative format pur
suant to 10-1200. A decision to seek a voluntary price adjustment must be approved by the 
head of the contracting activity, or as provided in department/agency regulations. There
fore, the report or letter should contain sufficient information to permit adequate consider
ation of the facts and to support a decision at that level. 

b. Address a report or letter involving a subcontractor to the contracting officer and 
forward it through the office which has audit cognizance of the prime contractor. Where 
audit cognizance has not been established for the prime contract and the prime contractor 
is not otherwise subject to audit by another audit office, transmit the report directly to the 
contracting officer in the same manner as if it involved a prime contract. 
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4-803 Unsatisfactory Conditions (Serious Weaknesses, Mismanagement, Negligence, 
etc.) on the Part of Contractors 

4-803.1 Introduction 

a. Unsatisfactory conditions, such as repeated and significant deficiencies in accounting 
or estimating practices, mismanagement or negligence, and failure to comply with acquisi
tion regulations may result in significant monetary loss or cost to the Government, or frus
trate public policy. 

b. Unsatisfactory conditions are not to be reported on the DCAAF 2000. Denial of 
access to records (DCAAI 7640.17) is an unsatisfactory condition for which a specific 
remedy (the DCAA subpoena) is available. Neither suspected irregular conduct nor denial 
of access to records is reportable under this section. 

c. Unsatisfactory conditions related to a Government official are discussed in 4-804 
below. 

4-803.2 Examples of Questionable Practices 

Examples of unsatisfactory conditions in contractor operations include, but are not 
limited to, the following: 

(1) An estimating system and related practices so deficient that price proposals are 
consistently unreliable, resulting in widespread defective pricing. 

(2) Significant and chronic violations of Cost Accounting Standards. 
(3) Internal control weaknesses of a magnitude that could cause significant monetary 

loss to the contractor and excessive cost to the Government. 
(4) Excessive or premature contractor reimbursement because of inappropriate ap

plication or review of economic price adjustment provisions. 
(5) Failure to pay the minimum wages required by the Davis-Bacon Act, Walsh-

Healey Public Contract Act, or the Service Contract Act. 

4-803.3 Audit Responsibilities 

a. Serious weaknesses causing major audit problems encountered during audit perfor
mance should be discussed with the contractor, the principal cognizant ACO, and the CAC 
as soon as possible so as to expedite the resolution process. The auditor should not wait 
until the final exit conference or the issuance of the audit report to convey such findings. 
All such discussions should be documented by appropriate memorandums or notations in 
the working papers and a separate audit report issued using the procedures in 10-400, 10
800, or 10-1200. 

b. When an unsatisfactory condition is called to the FAO manager’s attention in writ
ing, the FAO manager may: 

 determine that no action is required; 
 take appropriate action to resolve the condition; or 
 determine that the condition cannot be resolved at the FAO level and request re

gional assistance. 
The FAO manager should prepare a memorandum for record documenting judgments and 
conclusions supporting the choice of alternative. A copy should be furnished to the origi-
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nator, with an information copy to the RAM, and the original report and the resulting 
MFR should be retained within an appropriate FAO file. 

4-803.4 Headquarters Reporting Requirements 

a. When an FAO encounters unsatisfactory conditions in contractor operations and the 
issue cannot be resolved at the FAO level, the FAO should involve the regional office 
promptly. 

b. If the condition is not or cannot be corrected after all FAO and regional office 
efforts have been exhausted, the regional office will prepare a Headquarters report de
scribing the condition along with the actions taken to correct it and submit it to Head
quarters, ATTN: Policy and Plans. It is important that the information forwarded to 
Headquarters is complete and has been reviewed by the Regional Director. Incomplete 
submissions will be returned to the Region for additional action and result in delaying the 
resolution of the condition. The following are examples of items to include in the submis
sion to Headquarters; however, it is not an all inclusive list: 

	 Audit Reports and/or other documents related to the unsatisfactory condition (to 
include monetary amounts involved when feasible); 

 Timeline that details all actions taken to resolve the issues and result of each ac
tion; 

 Documentation of all meetings, which will include the names and titles of all par
ticipants and a summary of the discussion; and 

 All correspondence between DCAA, the contractor, principal cognizant ACO, and 
the CAC, if applicable. 

4-804 Unsatisfactory Conditions (Mismanagement, Negligence, etc.) Related to 
Actions of Government Officials 

4-804.1 Introduction 

Unsatisfactory conditions include actions by Government officials that appear to reflect 
mismanagement, a failure to comply with specific regulatory requirements or gross negli
gence in fulfilling his or her responsibility that result in substantial harm to the Govern
ment or taxpayers, or that frustrate public policy. Most unsatisfactory conditions should be 
handled by the region/FAO elevating the issues through the Government official’s man
agement chain. However, for some unsatisfactory conditions an independent assessment is 
necessary due to the sensitivity or significance of the matter. DCAA will report such con
ditions to the Department of Defense Inspector General (DoDIG) for appropriate action. 

4-804.2 Audit Responsibilities 

a. Auditors should discuss unsatisfactory conditions they encountered with the FAO 
management and the FAO manager should assess the issues and take the appropriate ac
tions. The FAO manager may be able to resolve some unsatisfactory conditions at the 
local level. For example, the FAO manager may resolve an issue related to the contracting 
officer by elevating it to the head of the local procurement office. For unsatisfactory con
ditions addressed at the FAO level, the FAO manager should take the necessary actions 
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and prepare a memorandum for record (MFR) documenting the relevant facts, including 
judgments and conclusions supporting the actions taken. A copy should be furnished to 
the originating auditor for filing in the appropriate FAO file, with an information copy 
furnished to the RAM. 

b. If the FAO’s efforts to resolve the issue are unsuccessful or it is determined that the 
unsatisfactory conditions should not be handled at the FAO level due to the sensitivity or 
significance of the matter, the FAO manager should discuss the unsatisfactory conditions 
with the regional office. Based on these discussions, the region/FAO will determine 
whether to (1) attempt to resolve the issues at the regional level by elevating the issues 
through the Government official’s management chain, or (2) forward the unsatisfactory 
conditions to Headquarters for forwarding to the DoDIG for resolution. If the region/FAO 
determine that the region should attempt to resolve the issue and those regional efforts fail, 
the issue will be forwarded to Headquarters. 

c. Any unsatisfactory conditions forwarded to Headquarters, either for resolution at 
the Headquarters level or forwarding directly to the DoDIG, will be accompanied by a 
report prepared by the FAO describing the condition. Before the region submits the report 
to Headquarters, ATTN: Policy and Plans it is important that the information forwarded 
to Headquarters is complete and has been reviewed by the Regional Director. Incomplete 
submissions will be returned to the Region for additional action and result in delaying the 
resolution of the condition. The following are examples of items to include in the submis
sion to Headquarters; however, it is not an all inclusive list: 

 Audit Reports and/or other documents related to the disagreement (to include 
monetary amounts involved when feasible); 

 Timeline that details all actions taken to resolve the issues and result of each ac
tion; 

 Documentation of all meetings, which will include the names and titles of all par
ticipants and a summary of the discussion; and 

 All correspondence between DCAA and the Government official’s management 
chain. 

Headquarters will either attempt to resolve the issue at the Government official headquar
ters level or, if an independent assessment is needed, forward the submission to the DoDIG 
for appropriate action. 

d. This special reporting to the DoDIG applies only to the most significant and sensitive 
issues. Less significant/sensitive matters should be handled at the local level, elevating the 
issue to the next higher level of management authority within the Government official’s 
chain of command for appropriate resolution. Examples of the types of unsatisfactory con
ditions that may warrant an independent assessment by the DoDIG include, but are not 
limited to, the following: 

(1) A contracting officer purposely excludes DCAA from performing or completing an 
audit to avoid a negative report (e.g., audit report with an adverse opinion). 

(2) A contracting officer takes an action grossly inconsistent with procurement law 
and regulation; e.g., awards a contractor unreasonable or excessive costs and/or profit. 

e. Contracting officers have wide authority to make decisions regarding contract 
matters. DCAA auditors act as advisors to contracting officers. Simple disagreement 
between the audit position and the contracting officer’s decision is not reportable as an 
unsatisfactory condition. 
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f. Suspected irregular conduct, e.g., violations of criminal and penal statutory provi
sions, such as those implemented by the Joint Ethics Regulation, should be reported on the 
DCAAF 2000 and not as unsatisfactory conditions. 
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4-900 Section 9 --- Requesting Audit Guidance 
-- Regional Offices and Headquarters 

4-901 Introduction 

a. This section states policies and procedures for processing requests to regional offices 
and Headquarters for expert advice, assistance, and guidance on significant auditing and 
accounting issues. Requirements for feedback to Headquarters on the application of guid
ance received are also included. 

b. The policies and procedures in this section generally do not apply to requests for 
informal guidance. Informal guidance represents quick comments on an issue without a 
detailed analysis performed by the regional/Headquarters staff and with no or little man
agement review of the guidance. 

4-902 Obtaining Guidance 

4-902.1 Definition 

For purposes of this paragraph, auditing and accounting issues mean any questions 
involving interpretation of the FAR and DFARS cost principles, Cost Accounting Stand
ards (CAS), Generally Accepted Government Auditing Standards (GAGAS), Generally 
Accepted Accounting Principles (GAAP), or other applicable laws and regulations relating 
to the conduct of audits or allowability, allocability, or reasonableness of costs charged to 
Government contracts. 

4-902.2 Background and General Responsibilities 

a. On occasion, field auditors require assistance and advice to help resolve new, 
unique, complex, or controversial auditing and accounting issues. Before issues are elevat
ed to the region for assistance, the FAO will research the issue by reviewing relevant 
guidance in CAM, open MRDs, and regulations (e.g., FAR and CAS). FAOs should not 
research and analyze court cases or regulatory history. When the FAO's research does not 
adequately resolve the issue, a request for assistance should be submitted to the regional 
office. The region should thoroughly research the issue using the regional library (except 
for requests meeting the criteria for the streamlined approach (see 4-902.2.c).) 

b. When the region’s research does not adequately resolve the issue, the region should 
submit an audit guidance request with supporting documentation to Headquarters, DCAA, 
ATTN: P, using the following format: 

(1) SUBJECT. Always start the subject line with the following: "Request for Head
quarters Guidance on ..." 

(2) Program Area. Identify the major operational area; for example, FAR Cost Prin
ciples, CAS, Forward Pricing, Defective Pricing, Comprehensive Labor, etc. 

(3) Problem/Issue Identification. Provide: 
(a) background information regarding what generated the request; 
(b) a clear and succinct statement of the problem/issue, with sufficient infor

mation to clearly explain the issue, as well as all relevant facts related to the specific cir
cumstances; and 
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(c) specific questions that the region would like addressed in the guidance. 
(4) Regional Staff Evaluation. Explain the nature and extent of, and the sources used 

in, the regional evaluation prior to submission to Headquarters. (Exclude this section when 
the streamlined approach is used.) 

(5) Regional Alternatives. List and explain any alternatives that the regional office 
may have identified for resolving the issue, including the pro(s)/con(s) of each alternative. 
(Exclude this section when the streamlined approach is used.) 

(6) Regional Recommendation. Identify the solution recommended by the region 
with the supporting rationale. (Exclude this section when the streamlined approach is 
used.) 

(7) Use of Guidance. Explain how the guidance will be used; e.g., in draft audit re
port on [subject]; to rebut contractor’s response to draft audit report on [subject]. 

(8) Regional Contact. Identify the regional focal point, telephone number, e-mail, 
and FAX number. 

(9) Regional Working Paper File. Provide with the request the region’s electronic 
assignment file containing working papers and other documents used during its research 
(as well as any relevant hard copy documents that are not available electronically). This 
will eliminate the need for Headquarters to duplicate research already performed by the 
region and should reduce the time and effort required by Headquarters to respond. Appli
cable working papers and other documents should be referenced in the other sections of 
the region’s request. When the streamlined approach is used (see 4-902.2.c) relevant 
background documents and other documentation needed to clearly understand the facts 
should be submitted with and referenced in the request. 

c. Streamlined Approach. 
(1) For certain types of issues, the region may not be required to perform research 

prior to submitting its audit guidance request to Headquarters; e.g., where a legal opinion 
is required; there is an urgent need for Headquarters guidance; there is no current policy 
covering the issue; or where external agency coordination is required. 

(2) Issues that the region believes may be appropriate for the streamlined approach 
should be discussed with the appropriate Headquarters division as soon as the region has 
sufficient facts to adequately understand the issue. 

(3) If it is determined that the streamlined approach is appropriate, the region should 
submit a request as outlined in 4-902.2.b, except that only items (1) through (3) and items 
(7) through (9) need to be included. 

d. Headquarters will research Federal laws and regulations, FAR, DFARS, and CAS 
case history files, decisions of courts and boards of contract appeals, authoritative account
ing literature, etc. to develop guidance. When appropriate, legal and/or technical input 
from outside experts or specialists will be obtained. 

e. The proposed guidance will be coordinated with elements of the Office of the Secre
tary of Defense (OSD), when appropriate. 

f. The feedback required by 4-902.4 below will be used to evaluate whether further 
guidance is needed. 

4-902.3 Requesting Guidance For Use Of Legal Citations 

Audit guidance is based on generally accepted accounting principles, applicable Gov
ernment regulations, and rulings of Boards of Contract Appeals and Federal courts. Often 
the authoritative source of the guidance (e.g., a board or court case) is cited in CAM 
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and/or specific audit guidance provided by Headquarters in support of the recommended 
audit conclusion. The guidance stated in CAM and specific audit guidance, including rele
vant legal citations, should be employed in the audit and explained in the audit report to 
the extent necessary to support the audit conclusions. When the auditor believes it is nec
essary to include in the audit report a legal citation not discussed in CAM or Headquarters 
guidance, the use of the citation must be formally coordinated, through the region, with 
Headquarters, Policy and Plans Directorate. The Headquarters division responsible for the 
audit issue will coordinate with our legal advisors and the FAO to ensure that the citation 
is relevant and properly applied. 

4-902.4 Requirements for Feedback to Headquarters 

a. When a guidance memorandum is issued to one region, applicable to a specific issue 
at a particular FAO, the region should advise the Headquarters division that issued the 
guidance, of the application of the guidance by forwarding to the appropriate Headquarters 
division copies of audit reports, memorandums to contracting officers or others, or letters 
to contractors or others which reflect application of the Headquarters guidance. When a 
region issues a guidance memorandum to an FAO without Headquarters guidance, the 
FAO should submit the information listed above to the regional office. 

b. Regional offices will also forward to the appropriate Headquarters division copies of 
any resulting contractor rebuttals, contracting officer comments, related legal opinions, or 
other comments received that: 

(1) could have an impact on the guidance previously provided; or 
(2) could lead to the issuance of a general memorandum to all regions and FAOs 

concerning the issues and related audit guidance. 

4-1000 Section 10 --- Relying Upon the Work of Others 

4-1001 Introduction 

This section provides guidance for relying upon the work of others, except for Gov
ernment technical specialists. For guidance on relying upon the work of Government 
technical specialists, see Appendix D. 

4-1002 General 

a. An auditor's work includes the examination or development of sufficient, appropri
ate, and relevant evidence to afford a reasonable basis for his/her conclusions and recom
mendations. In examining or developing evidence, auditors may rely upon the work of 
others to the extent feasible once they satisfy themselves of the quality of the other's work 
by appropriate tests or by other acceptable methods. Work performed by another DCAA 
auditor is to be presumed of sufficient quality based on DCAA's managerial controls. 

b. Documentation of work performed and evidence acquired or examined is maintained 
or referenced in the form of working papers. Working papers are the link between field 
work and the audit report. They should be complete and accurate; provide support for 
findings, judgments, and conclusions; and demonstrate the nature and scope of the work 
performed (see 2-302.3 and 4-400). 
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4-1003 Work Performed by Others 

a. An important source of evidence is work performed by other DCAA or Government 
auditors, contract administration office staff, independent public accountants, contractor 
internal auditors and nonauditors. It is important to maintain effective communications 
with these groups, to understand their responsibilities, and to know when it is appropriate 
to request their assistance or rely upon their work. Coordinating with these groups can 
often provide additional audit evidence and avoid the duplication of effort. Following is a 
partial list of other sources of reliance: 

(1). Labor audits, floor checks, operations/IT/financial control audits, systems sur
veys, etc., performed by regional or other special DCAA audit teams. 

(2). Assist audits performed by other DCAA audit offices on subcontracts, offsite 
labor, etc., or on costs which are allocated from, or records which are maintained at, home 
offices, other divisions, segments, cost centers, etc. 

(3). Reviews performed by contract administration office staff on special cost-
related subjects, procurement and inventory systems, etc. 

(4). Contractor internal audits and other self-governance functions (see 4-202 and 4
302.1b.(5)). 

(5). Reviews performed by the Government Accountability Office or the Inspector 
General. 

(6). Reviews performed by independent public accountants (e.g., internal control 
audits conducted in conjunction with financial statement audits; see 4-302.1b.(5)). 

b. The results of audits performed by foreign auditors under reciprocal agreements 
should not be incorporated into DCAA audit reports (see 4-1007). 

4-1004 Deciding Whether to Rely on the Work of Others 

4-1004.1 General Evaluation Criteria 

a. Relying on the work of others reduces the amount of work necessary to accomplish 
audit objectives. The evaluation of the others' work is dependent on the exercise of sound 
professional judgment. The work of others has to be adequate to provide reasonable assur
ance that the DCAA audit objectives were accomplished. Care should be taken not to dis
miss the work of others for some noncritical deficiency. In deciding whether to rely on the 
work of others, the DCAA auditor must first evaluate the competence, independence, and 
objectivity of the external and internal auditors, and the nonauditor. The DCAA auditor 
must then evaluate the individual work product for sufficiency. The DCAA auditor should 
also provide feedback to the contractor/external auditors on the results of our evaluations 
and the extent of our reliance. 

b. Under self-governance programs, contractor personnel who qualify neither as audi
tors nor experts may be performing oversight functions in a given area. Such activities are 
part of the contractor's system of internal controls which should be assessed in planning 
the audit scope. 

4-1004.2 Evaluation of Competency, Independence, and Objectivity 

a. An initial assessment must be made of the professional competence, independence, and 
objectivity of the external and internal auditors and nonauditors. The results of this evalua-
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tion and documentation will be included in the permanent file, and should be updated as 
conditions change. 

b. In order to eliminate duplicate inquiries, Headquarters will monitor the following 
national accounting firms regarding their professional reputations, qualifications, and in
dependence: 

(1) BDO Seidman LLP; 
(2) Deloitte & Touche LLP; 
(3) Ernst & Young LLP; 
(4) Grant Thornton LLP; 
(5) KPMG LLP; 
(6) McGladrey & Pullen LLP; and 
(7) PricewaterhouseCoopers, LLP. 

This is not an exclusive list of public accounting firms that meet the Government Auditing 
Standard's criteria of professional reputation, qualifications, and independence. Rather it is 
an alphabetical listing of firms likely to be engaged by major DoD contractors. Regions 
and Field Audit Offices will be notified by Headquarters if problems with any of these 
firms are encountered. This Headquarters assessment does not alleviate the requirement 
for the DCAA auditor to evaluate the external auditor's work product and document that 
evaluation as discussed in 4-1004 and 4-1005. If reliance is to be placed on the external 
auditor's work, access is needed to the external auditor's working papers to perform the 
evaluation and documentation procedures. For other external auditors, determine that they 
possess the necessary competence and independence by obtaining a representation from 
the firm that they are: 

(a) members of the AICPA and/or state society in good standing and 
(b) that the firm is independent under the requirements of the AICPA. 

c. When an entity's internal audit department has adopted the standards for the Profes
sional Practice of Internal Auditing issued by the Institute of Internal Auditors, the entity's 
internal auditors are likely to possess the requisite independence, competence and objec
tivity. The Standards include specific criteria for assessing independence, competence, and 
objectivity. A summary of the standards follows: 

 Independence - Internal auditors should be independent of the activities they au
dit. 

 Professional Proficiency - Internal audits should be performed with proficiency 
and due care. 

	 Scope of Work - The scope of the internal audit should encompass the examina
tion and evaluation of the adequacy and effectiveness of the organization's system 
of internal controls and the quality of performance in carrying out assigned re
sponsibilities. 

 Performance of Audit Work - Audit work should include planning the audit, ex
amining and evaluating information, communicating results, and following up.
 

 Management of the Internal Auditing Department - The Director of Internal Au
diting should properly manage the internal auditing department. 

Whether or not the entity’s internal auditors have adopted these standards, the auditor 
should apply appropriate procedures to document that the internal audit department is 
competent, independent, and objective. Evidence should be readily available for review 
in the internal audit department. 
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d. Where appropriate, the CAC should coordinate an assessment of adherence to the 
above standards for the corporate managed internal audit function. 

e. In determining whether an entity's internal audit department is competent , independ
ent, and objective, the auditor should consider the following guidance: 

(1) When assessing the internal auditors' competence, the auditor should obtain 
information about such factors as the educational level and professional experience of 
internal auditors, professional certification and continuing education; audit policies, 
procedures, and checklists; and supervision and review of internal auditors' activities. 

(2) When assessing the internal auditors' independence and objectivity, the auditor 
should obtain information about such factors as the organizational status, including whether 
the internal auditor reports to an officer of sufficient status to ensure broad audit coverage 
and adequate consideration of, and action on, the findings and recommendations of the inter
nal auditors. In addition, review policies to maintain internal auditors' objectivity about the 
areas audited, including policies prohibiting internal auditors from auditing areas where they 
were recently assigned or are scheduled to be assigned on completion of responsibilities in 
the internal audit function. 

f. The assessment of the internal auditor's independence, competence and objectivity 
should be used in determining: 

(1) whether reliance can be placed on the internal auditor’s work, and 
(2) if so, the extent of testing needed to evaluate the internal auditor's work product 

(i.e., less testing is needed if no deficiencies exist; increased testing is needed if deficiencies 
exist). 
In any case, the contractor should be notified of any deficiencies and the impact of those 
deficiencies on DCAA's ability to place reliance on the internal auditor's work. 

g. For nonauditors (consultants, experts, specialists, etc.), other than those assisting in the 
audit, the auditor should consider: 

(1) the professional certification, license, or other recognition of the competence of the 
specialist in his field, as appropriate, 

(2) the reputation and standing of the specialist in the views of his peers and others 
familiar with his capability or performance, and 

(3) the relationship, if any, of the specialist to the client. 

4-1004.3 Evaluation of Work Product 

a. To satisfy certain of the requirements discussed in subsections b through d below, 
access to working papers is required. Accordingly, make arrangements to ensure that 
working papers will be available. Evaluation of the work product should be based on a 
comparison of the audit steps the DCAA auditor believes are necessary to those which 
were performed. If the DCAA auditor concludes that audit program steps essential to 
developing evidence to support an unqualified opinion have not been performed, those 
additional steps must be performed by the auditor before issuing an audit report. 

b. When evaluating the work of external auditors, consider whether to conduct addi
tional tests and procedures, such as reviewing the audit procedures they followed and 
the results of audits they conducted (including their assessment of control risk). The 
auditor should review their audit programs and/or working papers, tests of compliance, 
and conclusions reached. The auditor may review the documentary evidence in the ex
ternal auditors' working papers or make supplemental tests of the work conducted. 
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c. In evaluating the work of internal auditors, the DCAA auditor should examine, on 
a test basis, documentary evidence of the work performed by the internal auditors. He or 
she should consider such factors as whether the scope of the work is appropriate, audit 
programs are adequate, working papers adequately document work performed, conclu
sions reached are appropriate in the circumstances, and any reports prepared are con
sistent with the results of the work performed. The DCAA auditor should also perform 
tests of some of the work of internal auditors. The extent of these tests will vary depend
ing on the circumstances, including the type of transactions, their materiality, results of 
prior audits; and the independence, objectivity, and competence of the internal audit 
organization as discussed in 4-1004.2 above. These tests may be accomplished by ei
ther: 

(1) examining some of the transactions or balances that internal auditors examined 
or 

(2) examining similar transactions or balances but not those actually examined by 
internal auditors. 
The DCAA auditor should compare the results of his tests with the results of the internal 
auditors' work in reaching conclusions as to whether DCAA can place reliance on their 
work. 

d. In evaluating the work of nonauditors, consider whether to: 
(1) conduct additional tests and procedures (e.g., reviewing the procedures followed 

and the results of the work conducted), 
(2) review the work program, 
(3) review the working papers, 
(4) make supplemental tests of the work conducted, and 
(5) consider the methods or assumptions used. 

4-1005 Documentation Requirements 

a. Whenever reliance is placed upon the work of others, documentation is required. 
Reliance must be based upon specific knowledge of the actual work performed and the 
results obtained. It is not to be based merely upon the assumption or general knowledge 
that work is to be performed by others. 

b. The extent of documentation needed is a matter of auditor judgment. However, 
there should be sufficient documentation to describe the scope of work performed, the 
period and costs/audit area covered, the nature and extent of audit procedures applied, the 
evidence obtained and analyzed, and the audit results. The documentation may include 
copies of working papers, audit programs, reports, third party confirmations, and DCAA 
auditor prepared summaries of the work performed. The documentation should also de
scribe the extent of reliance that will be placed upon the work of others. 

c. In rendering an audit opinion, consider all work performed, including that performed 
by others. If work of others is not sufficient in scope and as a result an unqualified opinion 
cannot be rendered, take steps to obtain additional evidential matter. Where the scope of 
work performed by other government representatives does not appear to be sufficient in 
scope, consult with the organization involved to obtain clarification or any additional infor
mation available. If reliance still cannot be placed on the work, advise the contractor of the 
need for additional audit work, how it relates to the work already performed by the other 
organization, and why it will not duplicate prior Government audits. If additional evidential 
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matter cannot be obtained, then render either a qualified or adverse opinion. See 9-211.2 and 
9-211.3. 

d. In determining the extent of documentation to be included in the working paper file, 
the auditor should apply the guidance contained in 4-406. To the extent possible, docu
ment reliance on the work of others by reference, notes, or extractions. Where a particular
ly sensitive or material audit conclusion hinges on other auditors' working papers and ref-
erencing/extraction would not be practical, include appropriate copies in DCAA working 
papers. 

4-1006 Referencing the Work of Others in Audit Reports 

4-1006.1 Technical Specialists 

Refer to D-110, for guidance on referencing the technical specialists work in the 
audit report. See 10-210.3a and 10-304.10 for suggested audit report comments when 
incorporating the results of technical review. 

4-1006.2 Part of an Audit Performed by Other Auditors 

a. The DCAA mission includes providing all contract auditing for the DoD, and 
providing accounting and financial advisory services to all DoD procurement and contract 
administration activities (see 1-102). Because DCAA has the ultimate responsibility to 
express an opinion on contract audit issues, judgments about assessments of inherent and 
control risk, materiality, sufficiency of tests, and other matters affecting the opinion must 
be judgments of the DCAA auditor. Recognition of the contractor's participation in self-
governance should be included in the DCAA audit report in a manner which does not im
ply a limitation of scope or a qualification of opinion. 

b. Ordinarily you need not make reference to work performed by another auditor if: 
(1) the other auditor works for an organization associated with your organization 

(e.g., another DCAA office (see 4-1002a)) and whose work is acceptable to you based on 
your knowledge of the professional standards and competence of that organization; or 

(2) the other auditor is retained by DCAA and the work is performed under DCAA 
guidance and control; or 

(3) you take steps necessary to satisfy yourself with the other auditor's work; or 
(4) the work performed by the other auditor is not material to the opinion being ex

pressed. 
c. Once field work is complete, a report using the applicable format in Chapter 10 will 

be used. In addition, if another auditor’s work provides relevant information to promote 
adequate understanding of matters being reported, the report may include: 

(1) In the “Results of Audit” section, in additional comments: 
 information on another auditor's work, including a brief statement on the purpose, 

scope, and a summary of results; 
 a statement indicating if the other auditor's report has been provided to the 

PCO/ACO or is attached to the report; 
	 expression of appreciation for the participation of non-DCAA personnel in the 

audit effort (see 10- 210.5d.(6)). 
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(2) A reference in the explanatory notes accompanying the report exhibits, sched
ules, and appendixes to the other auditor's scope and findings as they relate to the DCAA 
reported conclusions. Based upon the complexity and/or the nature of the findings, it may 
be appropriate to include the other auditor's report as an appendix. However, this should 
not be done without first obtaining authorization from the other auditor. 

4-1007 Audits Performed by Foreign Auditors Under Reciprocal Agreements 

a. The United States Department of Defense (DoD) has agreements with the Govern
ments of certain foreign countries to provide contract audit services and other contract 
administration services without charge. Under these agreements, DCAA performs audits 
of U.S. companies performing or bidding on contracts of the foreign country. In return, the 
auditors of the foreign country perform audits of the foreign companies performing or 
bidding on U.S. Government contracts. The U.S. currently has reciprocal audit agreements 
with five countries; Canada, United Kingdom, France, Netherlands, and Germany. Audits 
of foreign companies in countries not covered by reciprocal audit agreements will be per
formed by the appropriate FAO (e.g. Pacific Branch Office, European Branch Office). 

b. When audits are performed by foreign auditors under reciprocal agreements, per
forming the procedures required by auditing standards to allow incorporation of the for
eign auditors’ results into DCAA audit reports is generally not possible because access 
needed to perform the procedures is generally precluded by terms of the agreements and 
restrictions on disclosing proprietary information to the purchasing government. There
fore, the results of audits performed by foreign auditors are not to be incorporated into 
DCAA audit reports. 

c. When requested to audit a contractor submission (e.g., incurred cost or forward pric
ing proposal) that includes costs requiring audit by foreign auditors under a reciprocal 
agreement, the FAO should coordinate with the contracting officer. The FAO should ad
vise the contracting officer that DCAA is unable to perform the procedures required by 
auditing standards to allow incorporation of the foreign auditors’ results into the DCAA 
audit report and that the report opinion will not address those portions of the contractor’s 
submission that are subject to coverage by the foreign auditors. The FAO should recom
mend that the contracting officer use the procedures outlined in the applicable reciprocal 
agreement to request that a separate audit of the foreign company’s costs be performed by 
the foreign auditors and that the foreign auditor’s report be sent directly to the contracting 
officer. 

d. For example, if DCAA were requested to audit a contractor’s forward pricing pro
posal which includes foreign subcontract costs requiring audit by foreign auditor under a 
reciprocal agreement, the FAO would audit only the parts of the proposal under DCAA’s 
cognizance using activity code 27000. (See CAM 9-104.2 for guidance on advising the 
contracting officer on the need for subcontract assist audits.) A similar “parts of submis
sion” approach should be used for incurred cost audits that include foreign subcontract 
costs. In such cases, the standard subject of audit paragraph should be modified to indicate 
that the FAO examined the contractor’s proposal and related books and records, except for 
the foreign subcontract costs and provide information sufficient to clearly identify the 
costs not audited. 

e. In situations where the costs audited by the foreign auditors cannot be readily sepa
rated and therefore a “parts of submission” approach cannot be used (e.g., audits of in
curred cost submissions including indirect flow-down costs from a foreign company), the 
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audit report will clearly identify those costs that the FAO did not audit and will be appro
priately qualified. 

f. In the event the FAO receives the audit report from the foreign auditors, it should be 
immediately forwarded to contracting officer. The foreign country’s audit report should 
not be incorporated into the DCAA audit report. 
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CHAPTER 5 

5-000 Audit of Policies, Procedures, and Internal Controls Relative to Accounting and 
Management Systems 

5-001 Scope of Chapter 

This chapter provides audit guidance on implementing Government Auditing 
Standards---the second standard of fieldwork and SAS No. 55 as amended by SAS 
No. 78, Considerations of Internal Control in a Financial Statement Audit in perform
ing audits of contractor accounting and management systems and related internal con
trols. 

5-100 Section 1 --- Obtaining an Understanding of a Contractor's Internal Controls 
and Assessing Control Risk 

5-101 Introduction 

a. This section outlines the auditor's fundamental requirements and responsibilities for 
obtaining and documenting an understanding of a contractor's internal controls and for 
assessing control risk as a basis for planning related audits. 

b. These fundamental requirements and responsibilities apply to each of the contrac
tor's accounting and management systems (see 5-300 through 5-1200) that are used to 
propose, charge or bill significant costs to Government contracts. 

c. The audit guidance discussed in sections 5-102 to 5-110 applies primarily to major 
contractors. This guidance can also be adapted for use at nonmajor contractors who have 
controls over some of the systems listed in 5-102d below and where audit effort to evalu
ate those systems is expected to be offset by reduced audit effort on other related audits. 
The guidance for auditing internal controls at nonmajor contractors is discussed in 5-111. 

5-102 Background Information 

a. Government Auditing Standard 6.10 requires the auditor to obtain a sufficient under
standing of the contractor's internal controls and to assess control risk to plan the audit and to 
determine the nature, timing, and extent of tests to be performed. DCAA has chosen to in
corporate the requirements of SAS 55 as amended by SAS 78 for attestation audits. The at
testation standards (AT 101.45), under the planning standard, require the auditor to make 
preliminary judgments about attestation risk (control risk and inherent risk). (See 2-302.1 
and 2-306) 

b. It is important to remember that contractor management is responsible for establishing 
and maintaining adequate internal controls. In fulfilling this responsibility, estimates and 
judgments by management are required to assess the expected benefits and related costs of 
internal control activities. Internal control, as defined by SAS No. 78, is “a process effected 
by an entity’s board of directors, management, and other personnel, designed to provide 
reasonable assurance regarding the achievement of objectives in the following categories: (a) 
reliability of financial reporting, (b) effectiveness and efficiency of operations, and (c) com
pliance with applicable laws and regulations.” 

DCAA Contract Audit Manual 



502 January 25, 2016 
5-102 

c. A contractor's internal controls consist of five interrelated components: 
 Control environment -- sets the tone of an organization, influencing the control 

consciousness of its people. 
 Risk assessment-- the entity’s identification and analysis of relevant risks to 

achievement of its objectives, forming a basis for determining how the risks should 
be managed. 

 Control activities -- the policies and procedures that help ensure that management 
directives are carried out. 

 Information and communication -- the identification, capture, and exchange of in
formation in a form and time frame that enable people to carry out their responsi
bilities and. 

 Monitoring -- the process that assesses the quality of internal control performance 
over time. 

d. Elements of these components are designed into an entity’s accounting and man
agement systems to help ensure that management objectives are achieved as effectively 
and efficiently as possible. The relevant accounting and management systems in the con
tract audit environment and their respective CAM sections are listed below: 

Control Environment and Overall Accounting System 5-300 
General IT System 5-400 
Budget and Planning System 5-500 
Purchasing System 5-600 
Material System 5-700 
Compensation System 5-800 
Labor System 5-900 
Indirect and ODC System 5-1000 
Billing System 5-1100 
Estimating System 5-1200 

e. The auditor should consider the contractor’s control environment and overall ac
counting controls when assessing control risk for individual accounting and management 
systems (see 5-300). In addition, the auditor should consider the adequacy of general IT 
System controls (see 5-400) as they affect the operational effectiveness of control activi
ties in other significant systems. 

f. The components of internal control and the relevant control objectives identified 
with the accounting and management systems listed above apply to every contractor and 
should be considered in the context of the following: 

 the contractor’s size 
 the contractor’s organization and ownership characteristics 
 the nature of the contractor’s business 
 the diversity and complexity of the contractor’s operations 
 the contractor’s methods of transmitting, processing, maintaining, and accessing in

formation 
 applicable legal and regulatory requirements 

Nonmajor contractors may have less formal internal controls that accomplish these control 
objectives (see 5-101c). 
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g. With a sound understanding of the critical aspects of each system, the auditor can 
more effectively and efficiently develop the audit procedures necessary to audit compli
ance with laws and regulations in other related audits. 

h. SAS 70, as amended by SAS 78 and SAS 88, has been incorporated into the Gov
ernment Auditing Standards. SAS 70 requires that the auditor gain an understanding of a 
service organization's controls when: 

(1) the service organization is part of the user organization's information system, 
(2) the service organization's controls are significant to the user organization's in

ternal controls (i.e., controls are relevant to user cost objectives and costs affected by the 
service organization's controls are material), and 

(3) the degree of interaction between internal controls at the user organization and 
at the service organization is low (i.e., the service organization may initiate transactions or 
otherwise affect the user organization's accounting records without prior approval of the 
user organization). 
This understanding is necessary in order to assess control risk to plan the audit and to de
termine the nature, timing, and extent of tests to be performed. If the auditor needs to ob
tain this understanding but is unable to, the auditor will have to qualify the report or dis
claim an opinion due to a scope limitation. 

5-103 General Audit Policy 

5-103.1 Internal Control Audit Policy and Approach 

a. It is DCAA's policy that each relevant accounting or management system that has a 
significant impact on Government contract costs be audited on a cyclical basis, (i.e., every 
2 - 4 years) based on a documented risk assessment. If past experience is favorable and 
current audit risk is considered to be low, an audit may be performed on a less frequent 
basis (however, no less frequently than 4 years). When the contractor changes the system, 
the auditor should give a high priority to the audit of the system change as a basis for rely
ing on the system. In conjunction with Mandatory Annual Audit Requirement (MAAR) 1, 
Internal Control Audit Planning Summary and/or Internal Control Questionnaire (ICQ), at 
major contractors, the auditor should meet annually with top contractor representatives, 
such as senior management, internal auditors, audit committee members, or others during 
the annual planning coordination process (see DMIS User Manual, Planning Process, Oth
er Considerations) to obtain information regarding any significant changes in accounting 
policies and procedures affecting internal control systems listed in 5-102d. The auditor 
should request and review for any audit leads a copy of the management representation 
letter provided to the contractor’s external auditors, in conjunction with the audit of the 
company’s financial statements. At large, multi-segment contractor locations, the man
agement representation letter should be requested by the corporate auditor and/or the 
CAC. Corporate auditors should provide any relevant information from the management 
letter to auditors at the affected segments. 

b. FAR or DFARS establishes specific requirements for certain system audits--- com
pensation, estimating, purchasing, and material management accounting systems. See the 
individual Chapter 5 sections for guidance on the timing of these audits and the proce
dures for obtaining waivers if the system is considered low risk. 
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c. In determining the significance of a system, the auditor should carefully consider the 
relationship of the system to Government contracts. For example, if a contractor incurs a 
significant amount of labor costs which are assigned to Government contracts, the contrac
tor's compensation and labor systems would be considered significant. Likewise, if a con
tractor does not purchase significant amounts of materials for Government contracts, the 
contractor's purchasing and material systems would not be considered significant. (See 3
405.1) 

d. The auditor’s evaluation of the contractor's internal controls and assessment of 
control risk is documented in the permanent files on the Internal Control Audit Planning 
Summary (ICAPS) working papers for each significant system (see 3-400). After pre
paring the initial ICAPS, individual ICAPS forms will be updated whenever subsequent 
audit work indicates that revisions are necessary (3-405). The scope paragraph of every 
audit report must comment on the internal control work performed and the assessment 
of control risk (see 10-210.3f). In addition, the adequacy opinion, assessment of risk, 
and the nature and extent of related audit effort that is summarized on the ICAPS form 
is described in the Contractor Organization and Systems section (see 10-210.7c) and 
integrated into the planning and reporting of other attestation audits (see 10-410). 

e. When a contractor that participates in self-governance programs furnishes the FAO 
with an initial internal control evaluation and compliance test plan, the FAO should estab
lish a current audit assignment to update the audit of related internal controls. The objec
tive is not to complete an internal control audit, but rather to coordinate with the contractor 
on the relevant control activities and compliance testing described in the related internal 
control audit program. 

f. SEC registered public companies are required to follow additional reporting re
quirements as a result of the Sarbanes-Oxley Act of 2002, such as including in their annu
al reports filed with the SEC, management’s report on internal control over financial re
porting. Furthermore, the external auditors are required to attest to management’s 
assessment of the company’s internal controls over financial reporting. Auditors may be 
able to rely on work performed to support the information in the SEC filings when con
ducting internal control audits provided the requirements of 4-1000 “Relying Upon the 
Work of Others” is followed. Auditors should consider the potential opportunities for in
creased coordination with the contractor when planning and performing audits (see 4
202.1d). 

g. Audits of internal control systems will be coordinated in writing with the ACO (see 
4-104). 

5-103.2 Coordinated Internal Control Auditing Process at Multi-Segment Contractor 
Geographical Locations 

a. Auditing internal control systems at multi-segment contractors requires cognizant 
auditors to identify audit responsibilities at each geographical location to ensure appropri
ate audit coverage when contractor locations share components of an internal control sys
tem, such as policies and procedures, common technologies (e.g., software), or common 
management. The following should be considered as part of this coordinated process. 

(1) The Contract Audit Coordinator (CAC) or Corporate Home Office Auditor 
(CHOA) cognizant of a multi-segment contractor is responsible for maintaining a current 
Responsibility Matrix (a copy of this EXCEL workbook is in APPS, Other Audit Guid-
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ance). This matrix serves as a tool to collect information on the multi-segment contractor’s 
internal control system (as well as information on incurred cost, CAS, EVMS, Washington 
Area Offices and offsite locations). The Responsibility Matrix contains a worksheet for 
each of the ten accounting and management systems (5-102d). These worksheets identify 
the contractor locations that have the primary management responsibility for each system. 
In addition, the individual system worksheets identify the contractor locations that share 
common system aspects/components (policies and procedures, software) with other loca
tions and where significant control activities are performed. 

(2) To initiate the coordinated audit process, the lead FAO cognizant of the contrac
tor segment responsible for the design and maintenance of the shared system should coor
dinate with other cognizant FAOs to gain an understanding of the contractor’s internal 
control system to determine the extent of common or shared aspects of the system. This 
understanding includes identifying where the key control activities are performed. The 
lead FAO should use the ICAPS Responsibility Matrix worksheets for the respective in
ternal control systems to document (i) where the common aspects exist, (ii) where the 
control activities are performed, and (iii) the FAO(s) responsible for performing the spe
cific internal control audit procedures. FAOs cognizant of segment locations should initi
ate assist audits from off-site locations as necessary. FAOs cognizant of off-site locations 
should not self-initiate audits of internal controls. 

(3) All draft reports should be provided to the CAC or CHOA to ensure consistency 
of audit recommendations. (See 5-110 for guidance on reporting on internal control audits 
relating to multi-segment contractors.) 

5-104 Audit Objectives 

a. The purpose of each internal control audit is to gather sufficient evidence to express 
an opinion on the adequacy of the contractor's relevant accounting and management sys
tems and the related internal controls for compliance with applicable laws and regulations 
and contract terms. 

b. The objective in performing internal control audits is to assess control risk to deter
mine the degree of reliance that can be placed on the contractor's internal controls in rele
vant accounting and management systems as a basis for planning the scope of other related 
audits. 

c. In those cases where the auditor can rely on the contractor's system to record, pro
cess, summarize, and report in a manner consistent with Government contract laws and 
regulations, control risk would be considered low. In these cases the auditor should be 
able to minimize substantive testing. 

d. In those cases where the contractor's internal control system(s) are inadequate, ex
panded testing in other related audits is often needed. 

e. If a system has not been audited or a report on the full system (i.e., not a follow-up 
audit) has not been issued within the past four years, control risk should be assessed as 
"high" and an audit of the system should be scheduled as soon as possible. In the interim, 
substantive testing should be increased in related audits to compensate for the inability to 
rely upon internal controls. 

f. At those contractors with outstanding internal control deficiencies, the auditor should 
recommend actions to the ACO to encourage the contractor to correct the deficiencies 
(e.g., suspension of costs, disapproval of system). When the contractor corrects the defi-
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ciency or changes the system, the auditor should give a high priority to the audit of the 
system change as a basis for placing reliance on the system. 

g. While the discovery of fraud or other unlawful/improper activity is not the primary 
objective of any audit, the auditor should be attentive to any condition which suggests that 
such a situation may exist. If such activity is suspected, the circumstances should be re
ported in accordance with 4-700. 

5-105 Scope of Audit 

a. While the nature and extent of audit effort depends upon contractor size and the 
amount and type of Government business (materiality and sensitivity), the scope of the 
internal control audit should include: 

 gaining an understanding of the contractor's internal controls, including both manu
al and automated (IT) activities, which provide reasonable assurance that Govern
ment contract costs are allowable, allocable, and reasonable in accordance with 
contract terms, and that material misstatements are prevented or detected and cor
rected in a timely manner; 

 documenting the understanding of the contractor's internal controls in the working 
papers and permanent files; 

 testing the operational effectiveness of the system's internal controls; 
 assessing control risk as a basis for designing substantive tests for related audit ef

fort; 
 reporting on the understanding of the internal controls, the assessment of control 

risk, and the adequacy of the system for Government contracts; and 
 adjusting the audit scope of related audits based on the internal control strengths 

and/or weaknesses of the contractor accounting and management system audited. 
b. In establishing the scope of audit effort, the auditor should carefully consider the 

nature and extent of documentation available from prior system audits, related audit effort, 
and permanent files. Once a comprehensive audit of a contractor's accounting or manage
ment system has been performed, it should serve as a baseline for establishing the scope of 
subsequent audits of that system. Subsequent audits should cover major system changes 
and other areas identified as high risk. They should also include tests of key internal con
trols over selected transactions to ensure that the controls are in place and operating effec
tively. The tests of the key controls need to be performed every two to four years irrespec
tive of whether they were tested in the prior comprehensive audit of a contractor's 
accounting or management system. 

c. The results of prior IT general internal control audits and applicable system audits 
should be evaluated for related system deficiencies. The following elements should be 
considered when auditing internal controls related to individual application systems (see 
the IS Auditing Knowledge Base available on DCAA’s Intranet): 

 The contractor's representation of the application system's internal controls should 
include a description of system operation and the identification of all related sys
tem policies, practices, and procedures. 

 The number of employees having access to system data should be reasonable and 
based on need. Adequate security controls (logical and physical) should be incor
porated to limit access to data input, review, and change authorizations. Authority 
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to make changes to data, files, and programs should be limited, logged, and closely 
monitored. 

 Current system flowcharts should describe data input characteristics, internal con
trol points, internal control tables, and output reports. System operation should be 
verified to the policies, practices, procedures and flowcharts. 

 Tests of system internal controls should trace the flow of significant transactions 
from the original source documents through data entry, through their interim and 
final processing stages. Any differences must be resolved with the contractor. Con
sider using CAATs to expedite the process. 

d. Contractor management has a responsibility to establish and maintain effective in
ternal controls. As part of the preliminary audit effort, the contractor should be requested 
to explain how their system operates, what controls are in place to achieve the control 
objectives identified with the system (5-102b), and what methods are used to monitor and 
evaluate their continued operation. The auditor should rely to the maximum extent possi
ble on the contractor's self-assessment, monitoring and testing efforts (see 4-1000, Reli
ance on the Work of Others). 

e. The following paragraphs contain general guidance for evaluating contractor ac
counting and management systems. This guidance is intended to provide the auditor with a 
framework for performing an internal control examination. However, this framework is 
not a substitute for professional judgment. Consequently, the auditor should adapt the 
guidance to respond to unusual or unique situations encountered in their individual audit 
circumstances. 

5-106 Obtaining an Understanding of the Contractor Accounting and Management 
Systems 

a. The first step in evaluating the contractor's internal controls is to obtain an under
standing of the accounting or management system being audited. This understanding will 
serve as the foundation for evaluating related internal controls and will allow the auditor to 
design more effective and efficient audit procedures. To acquire a basic understanding of 
the accounting or management system being audited, the auditor should: 

 Review the control objectives and audit procedures listed in the appropriate section 
of Chapter 5, the respective audit program, and the internal control matrix (availa
ble on the DCAA Intranet, and the APPS) for the accounting and management sys
tem to be audited. 

 Review the contractor's system explanation and related documentation; e.g., system 
policy and procedure manual. 

 Review relevant working papers from the permanent files and prior audits. 
 Make inquiries of appropriate contractor management, supervisory, and staff per

sonnel.
 
 Inspect relevant documents, and
 
 Observe actual contractor operations.
 

b. In addition, the auditor should request that the contractor explain selected aspects of 
the system to help confirm the auditor's understanding. The auditor should walk-through 
the system---tracing one or more transactions from initiation through the various pro
cessing steps to inclusion in related cost estimates, reports, or billings on Government 
contracts. The auditor should observe actual processing activities and examine related 
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documents to validate the understanding of the system. Selective transaction walk-through 
to confirm the auditor's understanding are an important part of the audit process and 
should be performed for significant aspects of the system. If the auditor already has a suf
ficient understanding of the system as a result of prior audit experience, this procedure 
may not be necessary. 

c. The extent of audit effort expended in gaining an understanding of the contractor's 
accounting and management systems is a matter of auditor judgment. Characteristics that 
should be considered include: 

 the size and complexity of the contractor;
 
 level of previous experience with the contractor;
 
 nature and extent of systems documentation;
 
 the significance of costs proposed, charged, or billed to the Government by the sys

tem; and 
 materiality judgments for specific accounts and transactions handled by the system. 

d. Once the auditor has gained an adequate understanding of the contractor's account
ing and management systems, that understanding should be documented in the audit work
ing papers and related permanent files. This documentation will typically take the form of 
system flowcharts, narrative descriptions, and copies of relevant documents and reports. 
The method(s) used and extent of documentation required are a matter of professional 
judgment. However, the documentation should provide sufficient information to com
municate the auditor's understanding in a clear and summarized manner. 

5-107 Determining if Relevant Control Objectives and Related Control Activities 
Exist 

a. The auditor should identify those control objectives which, if achieved, would pro
vide reasonable assurance that material errors or misstatements would be prevented or 
detected in a timely manner. Control objectives can be classified into the three general 
areas: 

(1) financial reporting control objectives which are concerned with ensuring the 
preparation of reliable financial statements, 

(2) operational control objectives which are concerned with ensuring that the con-
tractor's resources are being used effectively and efficiently, and 

(3) compliance control objectives which are concerned with ensuring that the con
tractor complies with applicable laws and regulations. 
While control objectives in each of these areas can have an impact on contract costs, 
DCAA auditors generally focus on operational and compliance controls. 

b. Relevant control objectives for each contractor accounting and management system 
are discussed in this section, the specific section in Chapter 5 and the standard audit pro
gram for the individual system. The auditor should become familiar with all relevant con
trol objectives for the accounting and management system to be reviewed prior to initiat
ing the audit. 

c. The auditor should also identify the control activities designed and implemented by 
the contractor to achieve each relevant control objective. Examples of control activities the 
contractor may have implemented to achieve the control objectives are available in the 
internal control matrix (available on the DCAA Intranet, and the APPS) for the accounting 
and management system to be audited. Controls may be either manual or automated. In 
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many instances, control activities will be integrated into the contractor's IT system. As 
needed, an IT audit specialist can assist the auditor in identifying and understanding IT 
related controls. 

d. Once the auditor has obtained an adequate understanding of the contractor's system, 
a determination should be made as to whether relevant internal control activities exist and 
whether the effort to test and evaluate those controls would be justified by an equal or 
greater reduction in related substantive testing. For example, the auditor should expect that 
the costs to test and evaluate the contractor's labor accounting controls should be more 
than offset by the benefits of reduced labor substantive testing (e.g., floor checks). 

e. If the auditor determines that relevant internal control activities do not exist or that 
the effort to perform tests of those controls is not justified, no control testing will be per
formed and control risk would be assessed at the maximum (High). This control risk as
sessment and its background rationale should be documented in the audit working papers. 

f. If the auditor determines that relevant internal control activities can be identified and 
that the effort to perform tests of those controls is justified, the auditor should plan and 
perform appropriate tests of those controls. 

5-108 Testing Controls 

a. Testing controls involves selecting a sample of transactions and evaluating wheth
er they were executed in accordance with established policies and procedures. GAAS 
and GAGAS require that tests of controls be performed to provide reasonable assurance 
that a contractor’s internal control system is functioning as prescribed. The auditor also 
performs substantive tests to determine the validity and the propriety of accounting 
transactions and balances. SAS-55 (Consideration of Internal Control Structure in a 
Financial Statement Audit) provides that although the objectives of tests of controls and 
substantive tests are different, both objectives are often achieved simultaneously 
through the tests of details (substantive tests other than analytical review). The testing 
of details would be dual-purpose testing (AU319.64), because it not only relates to the 
specific transaction, but also covers the entire system. That is, the auditor may design a 
sample that will be used for dual purposes: assessing control risk and testing whether 
the recorded monetary amount of transactions is correct. Such tests determine if controls 
are adequately designed and operating effectively to prevent or detect material mis
statements in a timely manner. The testing of the controls should be done at least every 
three years. The guidance in Sections 3 through 12 of Chapter 5 should be reviewed 
before determining what testing should be done. Tests of controls are necessary to sup
port a control risk assessment other than high. 

b. To obtain evidence of the effectiveness of particular internal control activities, the 
auditor should perform physical observations, inquiries of appropriate personnel, or 
inspection of relevant documents. No one specific test is always necessary, applicable, 
or equally effective in every circumstance. In fact, a combination of these types of tests 
is often required to provide the necessary level of assurance that controls are working 
effectively. Selected transactions must be tested, and audit evidence gathered to ascer
tain that there are no potential weaknesses. The type of audit procedures selected de
pends upon the nature of the control to be tested and the available evidence to review 
the control. Auditors should use the standard audit programs and the internal control 
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matrixes available on the DCAA Intranet and the APPS and tailor their audit procedures 
to fit their individual circumstances. 

c. The nature of the control influences the type of evidential matter that is available 
to review the control. For example, if the control provides documentary evidence, the 
auditor may decide to inspect the documentation. For other controls, such documenta
tion may not be available or relevant. For example, segregation of duties controls gener
ally do not provide documentary evidence. In such circumstances, the auditor may ob
tain evidential matter about the effectiveness of operation through observation or 
inquiry. 

d. The timing of audit effort and the period covered by the audit should also be con
sidered in selecting the appropriate audit procedures for testing controls. The evidential 
matter should relate to the audit period and, unless it is documentary evidence, should 
be obtained during the audit period when sufficient corroborative evidence is most like
ly to be available. When the evidence relates only to a specific point in time, such as 
evidence obtained from physical observation, the auditor should obtain additional evi
dence that the control was effective during the entire audit period. For example, the 
auditor may observe the control in operation during the audit period and use inquiry and 
inspection of procedures manuals to determine that the control was in operation during 
the entire period. 

e. After determining the nature of audit procedures to be used to test controls, the 
auditor should determine the extent of testing to be performed. This determination is a 
matter of auditor judgment taking into consideration: 

 the information gathered in developing an understanding of the internal control 
structure,
 

 the nature of the control to be tested,
 
 the nature and availability of evidential matter, and
 
 the contractor's monitoring and testing efforts.
 

The extent of testing is also significantly impacted by the FAO's total audit experience 
with the contractor. For instance, the extent of required testing of the estimating system 
is influenced by the current experience on forward pricing audits. In most instances, 
where there is significant proposal activity, the auditors have gained a great deal of 
knowledge of the estimating system controls during proposal audits. 

f. When identified control activities are accomplished as part of the contractor's IT 
operations, the auditor should consider the use of Computer Assisted Audit Techniques 
(CAATs), such as DATATRAK, SAS, and FOCUS when performing tests of controls. 
In some instances, the assistance of IT specialists may be required to perform tests of con
trols. In these cases, auditors should contact their regional offices to obtain the necessary 
expertise. 

5-109 Assessing Control Risk 

a. Control risk is the probability that the contractor's internal controls will not prevent 
or detect a material error, irregularity, or misstatement in a timely manner. In assessing 
control risk, the auditor considers the effectiveness of established control activities to ac
complish stated control objectives. The more effective the control activities, the lower the 
control risk. 
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b. The auditor should assess control risk for each relevant control objective. If the audi
tor concludes that the relevant internal controls do not exist or that other related audits 
could be more efficiently performed by expanding substantive testing, then control risk 
should be assessed at the maximum (High). (see 5-111.2) 

c. If the auditor has been able to identify relevant internal control policies and proce
dures and performed tests of those controls, the auditor should assess control risk as fol
lows: 

 High: The relevant control activities do not exist or they do exist but because of in
adequate design or operation, they rarely accomplish the control objective. 

 Moderate: The relevant control activities exist but, because of deficiencies, the con
trol objective is not consistently accomplished. 

 Low: The contractor's control activities consistently accomplish the control objec
tive. 

 The assessment of control risk for each control objective is summarized on the sys
tem's ICAPS working paper (3-400) and translated to needed audit effort on other 
related audits. 

d. When internal controls have been audited and tested, assessments of moderate or 
high risk should be tied to specific significant deficiencies/material weaknesses. A defi
ciency is a significant deficiency/material weakness when additional audit procedures are 
needed in related audits to protect the Governments interest because the contractor's inter
nal controls are unlikely to accomplish an applicable control objective. The details would 
be described on the ICAPS working paper (see 3-405.4). The appropriate audit opinion for 
any system with a single significant deficiency/material weakness is inadequate (see 10
408.2a). 

e. Significant deficiencies should be discussed with the ACO and the contractor imme
diately---do not wait until the final exit conference or until the final report is issued to start 
the resolution process (see 5-110c and 10-400). When possible, significant deficiencies 
should also be linked to relevant historical data that are available or can be reasonably 
developed. For example, if the auditor can link estimating system deficiencies to ques
tioned costs on proposal audits or positive findings on postaward audits, the importance of 
correcting the deficiency is more apparent. 

f. Assessments of low risk for specific control objectives mean the auditor can rely on 
the contractor’s internal controls and can reduce testing in other related audits to analytical 
procedures or minimum transaction tests. The details would be described on the ICAPS 
working paper (3-405.4) 

5-110 Internal Control Reporting 

Reporting on internal controls relative to individual accounting and management sys
tems and on compliance with laws and regulations must be made in all audit reports. This 
includes audit reports on functional areas as well as those related to specific proposals, 
claims, or other financial representations. 

a. The internal control audit report for each relevant accounting and management sys
tem should follow the general guidance in 10-200 and 10-400. The following are the ma
jor highlights of the reporting guidance. 
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(1) The Subject of Audit section should state that the objective for auditing the spe
cific contractor system and its related internal controls is to determine the adequacy of the 
system and the contractor’s compliance with the relevant internal controls (see 10-405b). 

(2) The Executive Summary and the Results of Audit sections should present an 
overall opinion of the system (i.e., adequate or inadequate). The executive summary 
should briefly summarize the deficiencies and their cost impact. When the audit opinion 
on a contractor’s estimating and/or purchasing system is inadequate, the executive sum
mary should also include a recommendation for disapproval of the system or portions of 
the system affected by the deficiencies (see 10-406). Detailed explanations in a condi
tion/recommendation format will be included in the results of audit section. The results of 
audit section should also state the auditor’s control risk assessment and describe the im
pact this assessment will have on the nature and extent of audit effort on other attestation 
audits, e.g., "As a result of control risk assessments, our audit effort in the following areas 
will be [increased/decreased]." Identify the affected audit areas and describe the additional 
audit effort required (see 10-408). 

(3) The Scope of Audit section should explain that the internal control audit in
cludes obtaining an understanding of the internal controls, determining if the controls are 
adequate and in operation, and assessing control risk to use as a basis for planning the 
testing necessary in other attestation audits. This section should also identify the system’s 
control objectives covered by the audit and refer to the Contractor Organization and Sys
tems section that describes the current status of the system along with any needed back
ground information (see 10-407). 

(4) If significant deficiencies are noted during the audit, they should be discussed 
with the contractor and the ACO during the course of the audit and corrective action 
should be underway before the final audit report is issued. The Statements of Condition 
and Recommendations in the audit report should comment on the contractor’s efforts to 
correct the deficiencies (see 5-110c). 

(5) The status of the contractor’s corrective action on prior recommendations 
should be detailed in the Results of Audit section and summarized in the Contractor Or
ganization and Systems section. 

b. Reports for other attestation audits, (e.g., forward pricing proposals, progress pay
ment requests, and annual incurred cost audits) should follow the general guidance in 
Chapter 10. The report should refer to the relevant accounting and management systems 
internal control report(s) used to plan the audit. 

(1) At those contractors with defined internal controls, the Scope of Audit section 
should: 

(a) list the system(s) that provide for compliance with laws and regulations for 
the specific audit area, 

(b) describe how assessed system(s) control risk was considered in determining 
the scope of audit (It is not necessary to define the degree of risk as low, moderate or high 
but it may be used for emphasis.), and 

(c) refer to the Contractor Organization and Systems section that describes the 
current status of the system(s). 

(2) The Contractor Organization and Systems section should: 
(a) reference the last internal control audit report and the current opinion on the 

overall system, 
(b) show the current assessment of control risk, and 
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(c) list any outstanding internal control deficiencies and the current status of 
those deficiencies. 

(3) At nonmajor contractors that do not have defined internal controls or those 
where it was not beneficial to audit the controls, the auditor would assess control risk as 
“high”. The scope paragraph should state that the audit tests performed to provide a 
basis for opinion considered the auditor’s assessment of control risk. (It is not necessary 
to define the degree of risk as “high” in the scope paragraph. The “assumed degree of 
risk” for the sake of audit expediency is not a reportable condition.) 

c. Significant internal control weaknesses identified during an audit require immediate 
action intended to expedite the resolution process and to protect the Government. 

(1) If a significant internal control deficiency is encountered during an internal con
trol audit: 

 Discuss the deficiency with the contractor, the cognizant ACO, and the CAC as 
soon as possible so as to expedite the resolution process. Do not wait until the final 
exit conference or the issuance of the audit report to convey such findings. 

 The internal control audit report should describe the deficiency, its estimated cost 
impact, the contractor’s efforts to correct the deficiency and increased audit effort 
in other related audits needed to mitigate the internal control weakness. 
(2) If a significant or likely to be significant internal control deficiency is encoun

tered during other related audits, a separate flash report should be issued (10-413). The 
flash report should, whenever possible, include a general statement (and estimate when 
possible) on the cost impact of the internal control weakness. 

(3) As soon as practical, the deficiency(ies) cited in the flash report should be fol
lowed-up in an appropriately-scoped systems audit in which an audit opinion (versus dis
claimer) is given. It is expected that most follow-ups will be initiated within 90 days. If 
initiation of a follow-up requires additional time due to conditions beyond the control of 
the FAO, the FAO manager should document the need for additional time and establish a 
definite date for the follow-up audit to begin. 

(4) The auditor should work with the ACO and the contractor to correct the defi
ciency rather than performing expanded testing in a particular audit area. When the con
tractor corrects the deficiency, the auditor should give high priority to the audit of the sys
tem change as a basis for placing reliance on the system. 

(5) If the contractor does not take timely corrective action to resolve the deficiency, 
the auditor should take appropriate steps to protect the Government’s interest. The auditor 
should coordinate with the ACO and notify the contractor of the intent to suspend or dis
approve costs related to the weakness. For example, reports on price proposals should 
question the related costs and contain an appropriate opinion and/or recommendation (see 
9-200). If internal control deficiencies affect billings to the Government, the auditor 
should suspend any appropriate costs on public vouchers (see 6-900) or recommend to the 
ACO reductions on progress payment requests (see 14-206). DFARS 242.7502 provides 
procedures which the ACO should take upon receipt of an audit report identifying signifi
cant internal control deficiencies. 

(6) If the contractor has contracts requiring an approved Earned Value Management 
System (EVMS), provide an assessment of whether any deficiencies are likely to have a 
material effect on the reliability of the contractor's EVMS (10-1204.5b). The auditor 
should immediately evaluate the impact of deficiencies which may have a material effect 
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on reports submitted for specific contracts requiring an approved EVMS and provide the 
details in EVMS surveillance reports (11-210). 

d. At nonmajor contractors, the lack of formal internal controls is not, in itself, a signif
icant deficiency. Contractor reactions to internal control recommendations should be con
sidered, and may be paramount, in assessing control risk – absence of a sufficient level of 
control consciousness within the organization may be a separate reportable condition. 

e. For multi-segment contractor locations, generally, the following three types of re
ports may be issued: 

 A report on the shared or common aspects; 
 A report on the overall system adequacy and operational effectiveness; or 
 A report on the testing of specific control activities. 

(1) A separate report on the shared or common aspects should be issued to the cog
nizant ACO for resolving audit issues related to the common aspects of the system. Copies 
of this report should be provided to the auditors at the segments who will rely on the work 
performed when expressing an opinion on the overall system at their segment. Any weak
nesses on the common aspects of the system must be assessed by each segment FAO to 
determine the impact on the audit opinion at the segment level. For example, a corporate 
office may have determined that the contractor’s policy on travel does not comply with 
FAR 31.205-46. A segment FAO performing an Indirect/ODC internal control audit at a 
location that does not have significant travel costs may conclude that the deficiency on the 
shared aspects of the system (policy and procedures) has limited impact at that location 
and, therefore, no impact on the audit opinion on the system adequacy at that segment. 
However, alternatively, if a corporate office review of company-wide labor practices dis
closed that the labor system allows for undocumented changes to employee time charges, 
this condition would likely render the system inadequate at all locations using that system 
to record significant labor costs. 

(2) Typically, reports on overall system adequacy and operational effectiveness 
should be issued at the segment level. Generally, reports on system adequacy should not 
be issued at an offsite/plant location. The segment level report will incorporate (i) assist 
audits performed at offsite locations where significant control activities are performed and 
(ii) the report on the shared/common aspects of the system. 

(3) Assist audit reports will not express an overall opinion on the system, but only 
provide an opinion on the elements or activities tested at the specific location. 

(4) The segment level report should identify all locations where testing of controls 
was performed. The locations that did not participate in the testing of controls cannot rely 
on the segment level report for planning and conducting related audits. These locations 
would establish control risk at maximum. If significant inadequacies/deficiencies are 
found at assist (offsite) locations, the opinion in the segment level report should be im
pacted and thus may be considered inadequate. 

5-111 Auditing Internal Controls at Nonmajor Contractors 

a. The process for obtaining an understanding of a contractor's internal controls and 
assessing control risk at most nonmajor contractors is accomplished by using the Survey 
of Contractor's Organization, Accounting System, and System of Internal Controls 
(ICQ) and the Internal Control Matrix, Control Environment and Overall Accounting 
Controls (ICM-ACTG) which are available on the DCAA Intranet and the APPS. Non-
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major contractors may use less formal means to ensure that internal control objectives 
are achieved. However, if the nonmajor contractor has one or more of the accounting 
and management systems listed in 5-102d that generate significant costs, the auditor can 
use the CAM guidance in Chapter 5, the audit program related to the system, and the 
related ICAPS with the ICQ to audit the internal controls. When an accounting or man
agement system audit is performed at a nonmajor contractor, the auditor should follow 
the guidance contained in 5-109 and 3-400 to assess control risk and to document the 
assessment of control risk on the ICAPS. 

b. Smaller entities with active management involvement may not need extensive 
descriptions of accounting procedures, sophisticated accounting records, or written poli
cies. Communications may be less formal and easier to achieve in a small or midsized 
company than in a larger enterprise due to the smaller organization’s size and fewer 
levels as well as management’s greater visibility and availability. However, when small 
or midsized entities are involved in complex transactions or are subject to the same le
gal and regulatory requirements as larger entities, more formal means of ensuring that 
internal control objectives are achieved may be necessary. 

5-111.1 Understanding and Evaluating Internal Controls 

a. The ICQ should be used to document the understanding of the internal controls at 
nonmajor contractors with auditable dollar volume (ADV) between $15 and $100 million. 
(MAAR 1). The ICM-ACTG should be considered with the annual risk assessments for 
financial capabilities and material misstatements due to fraud. The ICQ may also be used 
for contractors with ADV less than $15 million, or alternative procedures may be used 
provided they adequately document the required understanding of the internal controls. 
Alternative approaches for contractors with less than $15 million ADV include the use of 
a narrative format similar to the discussion on the contractor's accounting system (see 10
504.6b). 

b. The control environment reflects management's overall attitude, awareness and ac
tions concerning the importance of control and its emphasis in the company. To gain an 
understanding of the control environment, the auditor should consider the information in 
the ICQ or information from other identified alternative sources, and the ICM-ACTG. 

c. The auditor should also obtain an understanding of the accounting system and spe
cific control activities for each major cost element (i.e., labor, indirect costs, and pur
chased services and material). The auditor should consider the information contained in 
the ICQ, particularly Parts B - Control Environment and Overall Accounting System, C 
Contractor’s Risk Assessment, Information and Communications and Monitoring, and D 
Accounting System Control Objectives and Activities. 

d. If the auditor concludes it would be inefficient to test the controls given the audit 
objectives and materiality of the assertions, control risk will be assessed at maximum 
(5-111.2). Planned audit procedures must achieve the audit objectives and be sufficient 
to reduce audit risk to an acceptable level. In such situations there is an additional doc
umentation requirement where the assertions are significantly dependent upon comput
erized information systems. The work papers must document the basis of assessing con
trol risk at the maximum level by addressing the ineffectiveness of the computerized 
system controls or the reasons why it would be inefficient to test the controls. In either 
case the work papers must also document how the planned procedures will reduce audit 
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risk to an acceptable level (such as tracing transaction amounts in the computerized 
records to source documents or other forms of corroborating evidence, comparing com
puter record balances to previously prepared journal vouchers, trial balances, tax re
turns, or financial presentations prepared for other purposes). Materiality and risk spe
cific to the data supporting the assertion are important considerations in determining the 
scope of procedures necessary to reduce audit risk to an acceptable level. If the auditor is 
unable to reduce audit risk to an acceptable level, the report should be qualified with specific 
reference to the unreliability of computerized information systems (10-210.4j.). 

e. Based on the information obtained in b., c., and d. above, the auditor should summarize 
the understanding of the control environment, accounting system and control activities. The 
summary may be in the form of a narrative explanation which includes an identification of 
significant internal controls or reasons for assessing control risk at the maximum. The form 
and extent of documentation is influenced by the level of control risk assessed, the compa
ny's size, the complexity of the internal structure, and the extent to which assertions are sig
nificantly dependent upon computerized information systems. 

5-111.2 Assessment of Control Risk 

a. The purpose of evaluating the internal controls is to assess the contractor's level of 
control risk for determining the nature, timing and extent of transaction tests in related au
dits. Frequently, the auditor assesses control risk at the maximum (high) at nonmajor con
tractors because it is more efficient to perform substantive tests for significant and sensitive 
accounts than to test the effectiveness of the contractor’s internal controls. Also, if the audi
tor determines that internal control systems do not exist because of the company's size or the 
internal control systems are so deficient that they cannot be relied on, the auditor would as
sess the control risk at the maximum (high). 

b. If, on the other hand, the auditor determines that specific control activities exist and 
have been implemented, the auditor may decide to perform tests of the effectiveness of the 
specific controls in order to limit the amount of transaction testing in the areas or accounts 
impacted. The auditor may also rely on previous systems audits or other related audits if they 
adequately evaluated and tested the effectiveness of specific control activities that would 
affect the auditor's assessment of control risk. Generally, the standard audit program steps for 
Activity Code 17740 Accounting System Surveys/Audits (5-200) are not designed to provide 
sufficient tests of internal controls to assess control risk at less than maximum. 

c. An assessment of control risk at less than the maximum (high), which could result in 
reduced substantive testing, requires that control activities exist, have been tested, and are 
operating effectively. For Government contract purposes control activities represent policies 
and procedures that management has established to provide assurance that contract costs are 
recorded, processed, summarized, and reported in a manner consistent with Government 
laws and regulations. The testing of control activities is generally time sensitive and needs to 
be performed during the year the costs are incurred. If the control activities were not tested, 
control risk would be assessed at the maximum (high). 

5-111.3 Reporting as Part of the Annual Incurred Cost Audit 

The auditor's reporting on the review and evaluation of internal controls at nonmajor 
contractors is usually included as part of the report on the annual incurred cost audit. 
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a. The Scope of Audit section should identify the internal controls and the assessment of 
control risk that the auditor considered in planning the audit. This section should also de
scribe any significant accounting system deficiencies that have a material impact on the in
curred cost proposal and the audit. 

b. The Contractors Organization and Systems section should describe the contractor's 
accounting system as well as the current status of any outstanding accounting system defi
ciencies and their cost impact (see 10-410). 

5-111.4 Flash Reporting at Nonmajor Contractors 

If a significant system deficiency is encountered at a nonmajor contractor (e.g., it does 
not segregate unallowable costs or routinely includes significant unallowable costs in its 
price proposals), issue a separate flash report when it is in the Government's best interests 
to do so. Consider that flash reporting should typically : 

(1) bring the deficiency to the contracting officer's attention much sooner and clear
er than first noting the deficiency in a related audit report (e.g., incurred cost audit report), 
and 

(2) expedite the resolution of the deficiency and avoid its impact on other contrac
tual actions (which may not be audited by DCAA). 
When a flash report is issued at a nonmajor contractor, follow-up audit steps should be per
formed (preferably within 90 days) to fully determine the systemic nature and impact of the 
deficiency. Depending on the significance of costs generated by the system, the follow-up 
audit steps may be performed as an appropriately-scoped systems audit or added to the in
curred cost audit or other programmed audit (see 10-413). 
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5-200 Section 2 --- Preaward Surveys of Prospective Contractor Accounting Systems 
and Post Award Accounting System Audits 

5-201 Introduction 

This section provides guidance for performing preaward surveys of prospective con
tractor accounting systems and post award accounting system audits. The audit programs 
and report “shells” for both the preaward survey of a prospective contractor accounting 
system and the post award accounting system audit are available on the Agency Intranet 
and in the APPS. 

5-202 Preaward Survey of a Prospective Contractor’s Accounting System 

a. A preaward survey of a prospective contractor’s accounting system is an examina
tion of the accounting system at either a large or small contractor before contract award. 
The audit is performed at the request of a contracting officer to determine the acceptability 
of a contractor's accounting system for accumulating costs under a prospective Govern
ment contract. It is usually requested as part of an overall preaward survey of a contractor 
conducted by a contract administration office under FAR/DFARS/PGI 
9.106/209.106/209.106. The audit scope should be limited to obtaining an understanding 
of the design of the prospective accounting system so as to appropriately complete Stand
ard Form 1408, "Preaward Survey of Prospective Contractor Accounting System" (see 
FAR 53.301-1408) and those procedures essential to reach an informed opinion on wheth
er or not the design of the prospective contractor’s accounting system is acceptable for 
accumulating costs under a Government contract. It is not necessary to conduct an in-
depth evaluation of the operational effectiveness of the accounting system. 

b. When performing the preaward survey of a prospective contractor’s accounting 
system, the auditor will determine the acceptability of the design of the contractor’s sys
tem and determine if the system is: 

(1) in operation, or 
(2) set up, but not in operation, 

The SF 1408 also discusses accounting systems which are either anticipated or nonex
istent. It is not possible to perform an examination level engagement under those circum
stances since procedures would most likely be limited to inquiry alone. If requested to 
perform an audit for an accounting system that is either anticipated or nonexistent, the 
auditor or supervisory auditor should notify the requestor that we are unable to provide an 
audit report or SF 1408, but will be available to do so once the system is set up or in oper
ation. 

c. If a prior preaward survey of a prospective contractor’s accounting system has been 
performed and is relatively current, it should be provided to the requestor. If the prior pre-
award survey is not current, perform an examination of sufficient scope and depth to eval
uate the acceptability of the design of the contractor's accounting system for accumulating 
costs under a Government contract. If a recent preaward audit disclosed deficiencies that 
are considered material weaknesses, a follow-up audit can be performed to evaluate cor
rective actions taken provided the original audit was completed in the last 12 months and 
there have been no significant revisions to the design of the accounting system. The scope 
of the follow-up audit is limited to verifying there have been no significant revisions to the 
design of the system (other than those required as corrective action to cited deficiencies) 
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and whether the corrective action adequately addresses the deficiencies. If the follow-up 
discloses no significant revisions to the system design and that the contractor corrected the 
deficiencies, the report should indicate that the contractor has effectively implemented 
corrective action and the accounting system is suitably designed, in all material respects, 
for award of a prospective contract in accordance with the criteria contained in FAR 
53.209-1(f). A proforma version of the preaward accounting system follow-up report is 
available as other audit guidance. 

d. If requested to perform a preaward accounting system audit on a contractor that has 
an active Government contract, the auditor should check the files to determine if prior 
work has been performed that will provide the contracting officer the information neces
sary to fill in the SF 1408 without the completion of the preaward audit (e.g., if a prior 
preaward or post contract award accounting system audit has been performed). If prior 
information does exist, contact the contracting officer to determine if the prior report will 
meet their needs. Additionally, if there are known system deficiencies or voucher pro
cessing problems, this information should be provided to the contracting officer as well. 
Auditors should not issue an opinion stating the design is acceptable for award when there 
are known deficiencies in the operating effectiveness. If no information is on file, the audi
tor should proceed with performing the preaward as requested. 

e. A customer request for a preaward survey of a prospective contractor’s accounting 
system should be started as soon as practicable. An untimely response to such a request 
could delay the award of a contract. Acknowledge the request in accordance with 4-104. 

f. If the contracting officer also requires an assessment of the company’s financial 
condition during the preaward survey of the prospective contractor’s accounting system, 
refer the requestor to DCMA (see 14-302). However, in all audit situations, auditors 
should be alert to conditions which may indicate unfavorable or adverse financial condi
tions or other circumstances which could impede a contractor’s ability to perform on Gov
ernment contracts. 

5-203 Post Award Accounting System Audits 

a. The post award accounting system audit is an examination of the accounting system 
at nonmajor contractors after contract award. The objective of the post award accounting 
system audit is to determine if the contractor’s accounting system complies with the 
DFARS 252.242-7006, Accounting System Administration, requirements. 

b. A post award accounting system audit is usually performed at the request of the 
contracting officer when: 

(1) a follow-up audit to a preaward survey is recommended or 
(2) a preaward survey was not conducted prior to contract award, and the con

tracting officer determines that an audit is now required to support contract require
ments. 
Additionally, auditors may self-initiate a post award accounting system audit, based on 
audit risk at a nonmajor contractor location. Generally, once a nonmajor accounting 
system is determined compliant with the applicable system criteria in DFARS 252.242
7006(c), future full-scope accounting system audits should only be performed when 
deemed necessary based on audit risk. 

c. The post award accounting system audit program includes comprehensive steps 
to gain a detailed understanding of the contractor’s accounting system (e.g., tracing 
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costs billed to source documentation) sufficient to render an opinion on compliance 
with the DFARS 252.242-7006, Accounting System Administration, requirements. 

d. The procedures in the audit program are not sufficient to render an opinion on the 
key control activities and objectives that comprise an audit of internal controls. 

e. If the auditor determines that the nonmajor contractor's accounting system is so 
complex, it requires audit procedures contained in the audit program for a major contrac
tor, the auditor should discontinue the audit under 17741 and use the Activity Code 11070, 
Accounting System Audit. 

f. In all audit situations, auditors should be alert to conditions which may indicate un
favorable or adverse financial conditions or other circumstances which could impede a 
contractor’s ability to perform on Government contracts. During performance of post 
award audit risk assessments, auditors should follow the guidance in 2-302.1h when doc
umenting consideration of inherent risk and adjust the audit scope and associated audit 

procedures appropriately for any increased risk. 

5-204 Audit Reports 

Audit reports should be responsive to the specific needs identified by the audit re
quest and in discussions, if any, with the requestor. The report “shells” are available on 
the DCAA Intranet and in the APPS. The preaward survey report provides an opinion 
on whether the accounting system design is compliant with the criteria contained in FAR 
53.209-1(f), Standard Form 1408 (SF 1408), is not compliant with the criteria contained in 
the SF 1408, or compliant with a recommendation that a follow-on accounting system 
audit be performed after contract award. The post award accounting system report pro
vides an opinion on whether the accounting system is compliant with DFARS 252.242
7006, Accounting System Administration, requirements. The audit report should be ap
propriately tailored to the specific circumstances of the audit. Audit reports should also 
provide sufficient information (e.g., SF 1408 for the preaward) to support audit conclu
sions. Refer to 10-200 for guidance in presenting the Statement of Conditions and Rec
ommendations, if applicable. 
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5-300 Section 3 --- Audit of Internal Controls -- Control Environment and Overall 
Accounting System Controls 

5-301 Introduction 

a. This section provides specific guidance for auditing the contractor's control envi
ronment and overall accounting controls and assessing control risk. An understanding of 
the control environment will serve as a framework for evaluating the overall effectiveness 
of the internal controls in the contractor's other accounting and management systems (i.e., 
labor, material, purchasing, etc.). Overall accounting controls include the contractor's con
trols to assure it remains financially capable to perform on Government contracts, and it 
maintains a current description of the accounting system, including a current, accurate, 
and complete disclosure statement (if CAS covered) and a current chart of accounts. 

b. Refer to 5-101 for the auditor's fundamental requirements for obtaining and docu
menting an understanding of a contractor's internal controls and assessing control risk. 

5-302 Background Information 

a. The control environment has a pervasive influence on the way business activities are 
structured, objectives established, and risks assessed. It also influences control activities, 
information and communication systems, and monitoring activities. Control environment 
factors include: 

 integrity and ethical values
 
 commitment to competence
 
 Board of Directors or audit committee participation
 
 management philosophy and operating style
 
 organizational structure
 
 assignment of authority and responsibility
 
 human resources policies and practices
 
 financial capability
 

The control environment sets the tone of an organization, influencing the control con
sciousness of its people. It is the foundation for all other components of internal control, 
providing discipline and structure. 

b. Effectively controlled entities strive to have competent people, instill an enterprise-
wide attitude of integrity and control consciousness, and implement upper management's 
commitment to ethical business practices and behavior. In evaluating the effectiveness of a 
contractor's control environment, the auditor should consider whether the following con
trol objectives are met: 

(1) Management conveys the message that integrity and ethical values cannot be 
compromised. 

(2) The Board of Directors and Audit Committee are sufficiently independent from 
management to constructively challenge management decisions, act effectively on external 
audit communications and recommendations, and take an active role in ensuring that an 
appropriate "tone at the top" exists. 

(3) The organizational structure provides an overall framework for planning, direct
ing, and controlling operations. 
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(4) Management ensures that appropriate responsibility and delegation of authority 
is assigned to deal with goals and objectives. 

(5) Management ensures that adequate financial resources exist to perform on Gov
ernment contracts. 

(6) The accounting system(s) is/are well designed and operate(s) effectively to 
provide reliable accounting data and prevent misstatements that would otherwise occur. 

(7) Management ensures that an item of cost or group of items of cost are assigned 
to one or more cost objectives in accordance with rules, regulations and standards for 
proper distribution of direct cost and allocation of indirect costs. 

c. Accounting and management systems differ among companies according to organi
zational size and structure, type of product or service, personal preferences of corporate 
officials, and other variables. Most systems, regardless of complexity, contain elements of 
information technology (IT) for recording, processing, analyzing, and reporting related 
accounting data. However, in order to be effective, any system must be soundly organized 
and facilitate the proper accumulation and allocation of contract costs. In evaluating the 
effectiveness of a contractor's accounting controls, the auditor should consider whether 
systems: 

 are well designed and reflect adequate consideration of automated controls. 
 provide for the assignment of costs to cost objectives in accordance with applicable 

Government contract rules and regulations. 
 account for costs in accordance with Generally Accepted Accounting Principles. 
 provide supporting documentation that is complete, accurate, and readily available 

for examination to support claimed/billed costs as allowable and allocable to Gov
ernment contracts. 

5-303 General Audit Policy 

a. Refer to 5-103 for DCAA's general audit policy for the audit of relevant contractor 
accounting and management systems and related internal controls. 

b. If the audit risk assessment indicates that only certain parts of a contractor's envi
ronment and overall accounting controls are subject to moderate or high risk, only these 
risk areas would require a complete audit. For example, a major change in billing system 
software may require an audit of the internal audit department's participation in the devel
opment, modification and implementation of significant systems. Areas of little or no risk 
need not be audited so long as the low risk determination is adequately documented. 

c. These environmental and overall accounting control objectives apply to both major 
and nonmajor contractors. At nonmajor contractors, the auditor should consider the inter
nal control matrix for the Evaluation of the Contractor’s Control Environment and Overall 
Accounting Controls (ICM-ACTG) and the Survey of Contractor's Organization, Account
ing System, and System of Internal Controls (ICQ) to perform annual risk assessments for 
financial capabilities and material misstatements due to fraud. The ICM-ACTG and the 
ICQ are available on the DCAA Intranet and the APPS. 

5-304 Audit Objectives 

a. The purpose of this audit is to evaluate the adequacy of the system's control envi
ronment and overall accounting controls and the contractor’s compliance. Refer to 5
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104 for DCAA's primary objectives for auditing the contractor's accounting and man
agement systems. 

b. The adequacy of the contractor's environment and overall accounting controls af
fects the adequacy of other accounting and management systems and related internal con
trols. As a result, the auditor needs to understand the environment and overall accounting 
controls in order to effectively audit the internal control policies and procedures in other 
relevant contractor systems. 

c. A significant weakness in the contractor’s control environment and overall ac
counting controls should affect the scope of internal control audits for other related ac
counting and management systems. 

5-305 Scope of Audit 

a. While the nature and extent of audit effort depends upon contractor size, amount of 
Government business, and audit risk (materiality and sensitivity), the audit scope should 
be consistent with the guidance in 5-105. 

b. The pervasiveness of IT activities in most organizations requires that the auditor 
consider the impact these activities have on the contractor's control environment. The 
auditor should endeavor to eliminate any duplicate effort with respect to audits of IT 
internal controls in other areas (i.e. labor, MMAS, indirect/OH, etc.) However, if the 
auditor determines that it would be most effective to audit these controls as a part of the 
Control Environment and Overall Accounting Controls, then the guidance contained in 
5-1400 should be considered. Consideration of this guidance is also appropriate for au
diting IT internal controls at a nonmajor contractor. 

c. The majority of non-labor expenses may flow through the accounts payable sys
tem. Therefore, the auditor should perform a risk assessment, and based on materiality 
and sensitivity, consider performing an audit of the contractor’s accounts payable sys
tem internal controls if they have not been previously audited. In addition the auditor 
should consider performing an audit of the IT internal controls over the contractor’s 
General Ledger System. If either one of these audits are appropriate consider steps set 
forth in 5-1400. 

d. The assessment of the risk of a material misstatement due to fraud is part of the 
assessment of audit risk for the contractor’s control environment and overall accounting 
controls and is documented on the related ICAPS 

e. The auditor has a responsibility to plan and perform the audit to obtain reasonable 
assurance that the contractor’s submission and supporting data are free of material mis
statement, whether caused by error or fraud. If fraud is suspected, the circumstances 
should be reported in accordance with 4-700. 

f. The following paragraphs contain guidance for evaluating the critical control ob
jectives relating to the contractor's environment and overall accounting controls. These 
objectives, if achieved, should provide a basis for reducing the scope of related contract 
audit activity. This guidance is intended to provide the auditor with a framework for 
evaluating the contractor's system. However, this framework is not a substitute for pro
fessional judgment. Consequently, the auditor should adapt the guidance to respond to 
unusual or unique situations encountered in varying audit environments. 
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5-306 Integrity and Ethical Values 

a. Integrity and ethical values are the product of the entity’s ethical and behavioral 
standards, how they are communicated and how they are reinforced in practice. Man
agement should convey the message that integrity and ethical values cannot be com
promised, and employees should receive and understand that message. Management 
should continually demonstrate, through words and actions, a commitment to high ethi
cal standards. 

b. FAR Subpart 3.10 includes general policies and procedures related to contractor 
code of business ethics and conduct that apply to all Government contractors. That pro
vision requires Government contractors to conduct themselves with the highest degree 
of integrity and honesty. In addition, contractors should have a written code of business 
ethics and conduct, an employee business ethics and compliance training program, and 
an internal control system that: 

 are suitable to the size of the company and extent of involvement in Government 
contracting; 

 facilitate timely discovery and disclosure of improper conduct with Government 
contracts; and 

 ensure corrective measures are promptly instituted and carried out. 
c. Specific requirements are included in the contract clause at FAR 52.203-13 which is 

mandatory for all contracts in excess of $5 million with a performance period of 120 days 
or more. 

5-306.1 Codes of Business Ethics and Conduct 

FAR 52.203-13(b) requires contractors to have a written code of business ethics and 
conduct, and to make a copy of the code available to each employee. Although FAR does 
not detail the specific areas that should be covered the contractor’s written code of conduct 
should generally address ethical business practices and expected standards of ethical and 
moral behavior. This code of conduct should cover dealings with customers, suppliers, 
employees, and other parties. In evaluating the adequacy of the contractor's written code 
of conduct, consider whether: 

 Codes address conflicts of interest, illegal or other improper payments, anticom
petitive guidelines, and insider trading. 

 Codes cover compliance with Government contracting requirements for procure
ment integrity, classified information, and recruiting and employing current or 
former Government personnel. 

 Codes are periodically acknowledged by all employees. 
 Codes clearly establish what behavior is acceptable or unacceptable, and what to do 

if employees encounter improper behavior. 
 Codes cite consequences for violations. 

5-306.2 Ethics Awareness and Compliance Program 

FAR 52.203-13(c)(1) requires contractors to have an ongoing business ethics aware
ness and compliance program. The program should include periodically communicating 
the contractor’s standards and procedures by providing effective training and otherwise 
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disseminating information appropriate to an individual’s respective roles and responsibili
ties. FAR requires that the training be provided to the contractor’s principals and employ
ees, as well as to the contractor’s agents and subcontractors, as appropriate. An example of 
an agent or subcontractor to whom it would be appropriate to provide this training is a 
consultant providing a support service to the prime contractor. In contrast, contractors 
generally do not need to provide this training to a true subcontractor (i.e., one that per
forms a part of the contract) because contractors are required to flow down the require
ments of the FAR clause to the subcontract level. As a result, such subcontractors should 
have their own ethics awareness and compliance program, which would include providing 
effective training to their employees. Auditors should evaluate the contractor’s ethics 
awareness and compliance training materials to ensure it covers the contractor’s code of 
business ethics and conduct (5-306.1). Auditors should also test the implementation of the 
program by obtaining completed training documents to determine that the training was 
periodically provided to the appropriate individuals. 

5-306.3 Business Ethics Awareness and Compliance Internal Control System 

a. Contractors should establish and maintain an effective system of internal controls 
and self-governance and should not condone inappropriate practices. Management must 
continually communicate the importance of a strong internal control system. The contrac
tor’s business ethics awareness and compliance program should have policies and proce
dures to facilitate timely discovery of improper conduct and ensure corrective measures 
are promptly instituted and carried out for any cases of improper conduct disclosed. Time
ly discovery and prompt corrective measures should generally be the result of a strong 
system of internal controls and policies and procedures that provide for, at a minimum, the 
following (FAR 52.203-13(c)(2)(ii): 

(1) Assignment of responsibility at a sufficiently high level to ensure the effective
ness of the business ethics awareness and compliance program and internal con
trol system. The manager responsible for the ethics program should report to a 
high level official such as the vice president or CFO. 

(2) Procedures to ensure individuals that previously engaged in conduct that con
flicts with the contractor’s code of conduct are not appointed as a principal of the 
company (e.g., officer, director, partner). Auditors should review the contractor’s 
policies and procedures and test the procedures to verify that they include steps 
for exercising due diligence in identifying such conduct (e.g., require back
ground checks before appointing principals of the company) and that the steps 
have been taken when applicable. 

(3) Periodic evaluations (i.e., at least annually) of the effectiveness of the business 
ethics and awareness compliance program and internal control system. Auditors 
should review the results of these evaluations and determine the impact on any 
audits. For example, if the contractor’s recent evaluations disclosed weaknesses 
in the contractor’s internal control system, the auditor should ensure the contrac
tor has taken the necessary corrective actions to address these weaknesses. 

(4) Disciplinary action for improper conduct, or failing to take reasonable steps to 
detect improper conduct. Auditors should request the contractor provide evi
dence of the assessment performed to determine if disciplinary action taken was 
needed, and evidence of the disciplinary action taken, if applicable. Auditors 
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should remember that it is appropriate for contractors to remove Personally Iden
tifiable Information (PII) before submitting documentation to the auditor. If the 
contractor states that no disciplinary action was needed, the auditor should take 
steps to ensure that there were no reports of improper conduct by the contractor 
(such as those reported under the requirements discussed in 5-306.3a(6) below). 
If the auditor finds that there is a report of improper conduct and the contractor 
failed to take disciplinary action when it should have been taken, the auditor 
should cite the contractor for an internal control deficiency. 

(5) An internal reporting mechanism, such as a hotline, by which employees may 
anonymously or confidentially report suspected instances of improper conduct, 
and instructions that encourage employees to make such reports. 

(6) Timely disclosure in writing to the agency Office of Inspector General (OIG), 
with a copy to the contracting officer, when there is credible evidence of viola
tion of Federal criminal law involving fraud, conflict of interest, bribery, or gra
tuity violations, or a violation of the civil False Claims Act in connection with 
Government contracts. Auditors should ensure that the contractor’s policies and 
procedures include a reasonable definition of credible evidence, and a reasonable 
timeframe for disclosure once credible evidence is obtained. Contractors are al
lowed to take time for preliminary examination of the evidence to determine its 
credibility prior to disclosure. Once the contractor has had sufficient time to take 
reasonable steps to determine that the evidence is credible, the contractor should 
disclose the violation in a timely manner. Auditors should verify that the contrac
tor did not delay disclosing the violation once it was determined that credible ev
idence exists. If the auditor finds that the contractor failed to disclose the viola
tion in a timely manner, an internal control deficiency should be reported. 
Review any disclosures reported to the OIG and contracting officer and ascertain 
if the contractor has taken the necessary corrective actions to protect the Gov
ernment’s interests. If the contractor has not taken the appropriate corrective ac
tion, the auditor should report this as an internal control deficiency. If any defi
ciencies are identified related to the requirement for timely disclosure to the 
agency OIG (FAR 52.203-13(c)(2)(ii)(F)), the DCAA Justice Liaison Auditor 
(DCAAHQJLA@dcaa.mil) will be included on the distribution for the audit re
port. 

(7) Full cooperation with any Government agencies responsible for audits, investi
gations, or corrective actions. If there are known cases where the contractor has 
not cooperated with audits or investigations, the contractor should be cited for 
deficiency relating to its control environment. Auditors should confirm that there 
are no outstanding access to records issues or subpoenas that would indicate the 
contractor’s lack of cooperation. 

b. Auditors should also consider whether any: 
 access to records problems exist which may adversely impact the ability 

to assess the contractor's internal controls; or 
	 DCAA Form 2000s have been issued or current investigative activity in

dicates weaknesses in established internal controls. 
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5-306.4 Display of Hotline Posters 

FAR 52.203-14 establishes contract requirements for the contractor’s display of hotline 
poster(s) if the contractor has not implemented a business ethics and conduct awareness 
program, including a reporting mechanism. Generally, FAR requires, for contract perfor
mance in the United States, prominent display in common work areas of: 

 Department of Homeland Security fraud hotline poster(s) identified by the con
tracting officer (required when the contract is funded with disaster assistance 
funds); and 

 Agency hotline poster(s) (unless the contractor has implemented a business ethics 
and conduct awareness program, including a reporting mechanism). 

In addition, FAR requires display of an electronic version of the hotline poster(s) on the 
company website if one is maintained for providing information to employees. 

5-306.5 External Influences 

External influences heighten management's consciousness of and attitude towards the 
conduct and reporting of an entity's operations and may prompt management to establish 
specific internal control policies or procedures. The auditor should be alert for external 
factors which may have an influence on management's attention to internal controls. For 
example, publicly traded companies registered with the SEC are subject to additional cer
tification and reporting requirements as a result of the Sarbanes-Oxley Act of 2002. Public 
companies’ principal executive and financial officers are required to certify to the finan
cial information and certain aspects of internal control over financial reporting. Public 
companies are also required to include in their annual report a report of management on 
the company’s internal control over financial reporting and the independent auditor’s at
testation on management’s assessment. Additionally, auditors should consider whether the 
contractor's internal controls are subject to external audits by organizations other than 
DCAA. 

5-307 Board of Directors or Audit Committee 

The Board of Directors and the Audit Committee should be sufficiently independent 
from management to challenge management's decisions, act effectively on external audit 
communications and recommendations, and take an active role to ensure an appropriate 
upper management's accountability for integrity and ethical behavior. An active and effec
tive board, or committees thereof, provide an important oversight function and, because of 
management's ability to override system controls, the board plays an important role in 
ensuring effective internal control. 

5-307.1 Independence 

The Board of Directors and/or Audit Committee should be composed of independent 
members and be actively involved in significant decisions. For example, consider whether: 

 the Board of Directors has a significant number of members who are not officers or 
employees of the contractor. 

DCAA Contract Audit Manual 



528 January 25, 2016 
5-308 

 shares are traded on NYSE, AMEX, or NASDEQ where listing requirements pro
vide for a minimum of two “outside” directors. 

 the board constructively challenges management's planned decisions, e.g., strategic 
initiatives and major transactions, and probes for explanations of past results (e.g., 
budget variations). 

 board committees are used for matters requiring more in-depth or directed atten
tion.
 

 a process exists for informing the board of significant issues.
 
 the compensation committee approves all management incentive plans.
 

5-307.2 Internal Audit Department 

The internal audit department should be functionally and organizationally independent 
and sufficiently removed from political pressures to ensure that it can conduct its audits 
objectively and can report its findings, opinions, and conclusions without fear of repercus
sion. For example, consider whether: 

 the internal audit department reports to an individual with sufficient authority to 
promote independence and to ensure broad audit coverage, adequate consideration 
of audit reports, and appropriate action relative to audit recommendations. 

 the internal audit department has regular communications with the Board of Direc
tors or Audit Committee. 

 the internal audit department participates in the development, modification, and 
implementation of significant accounting systems. 

5-307.3 External CPA Management Letter on Internal Controls 

Management should effect prompt correction of deficiencies noted in the external 
CPA's management letter on internal controls. Responsiveness to external auditor notifica
tions of internal control weaknesses can provide important insight to management's overall 
commitment to maintaining effective internal controls. For example: 

 if the contractor's external auditors have reported any internal control weaknesses, 
the status of the contractor's corrective action is an indication of management’s re
sponsiveness. The auditor needs to obtain the management letter to make this de
termination. 

 if there have been recent changes in external auditors, this may indicate a disagree
ment on accounting or internal control issues. 

5-308 Organizational Structure 

a. The organizational structure provides the overall framework for planning, directing, 
and controlling operations. The organizational structure should not be so simple that it 
cannot adequately monitor the enterprise's activities nor so complex that it inhibits the 
necessary flow of information. Executives should fully understand their control responsi
bilities and possess the requisite experience and levels of knowledge commensurate with 
their positions. 
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b. The form and nature of the organization should be well defined, including the as
signment of management functions, reporting relationships, and authority and responsibil
ity. For example, consider whether: 

 the contractor maintains formal organization charts which clearly define lines of au
thority and responsibility. 

 responsibilities and expectations for the entity's business activities are communicat
ed to the executives in charge of those activities. 

 departments providing critical services (e.g., Information Services) report at a suffi
ciently high organizational level to reasonably preclude undue influence from other 
departments. 

5-309 Assignment of Authority and Responsibility - Impact on Control Environment 

a. The assignment of responsibility, delegation of authority, and establishment of relat
ed policies should provide a basis for accountability and control, and set forth individuals' 
respective roles. 

b. Written policies and procedures should adequately address assignment of 
responsibility and delegation of authority to deal with organizational and departmental 
goals and objectives, regulatory requirements, and information systems and 
authorizations for changes to these systems. For example, consider whether: 

 authority and responsibility are assigned to employees throughout the entity. 
 responsibility for decisions is related to assignment of authority and responsibility. 
 proper information is considered in determining the level of authority and scope of 

responsibility assigned to an individual. 

5-310 Financial Capability 

Management should periodically evaluate financial resource requirements to ensure 
that they are adequate to perform on Government contracts. Contractors who fail to 
properly manage their financial resources subject the Government to increased risk that 
contract performance will be adversely affected. Additionally, financial weakness can 
provide pressure or incentive to commit fraud. The audit of the contractor's financial ca
pability is discussed in 14-300. 

5-310.1 Policies and Procedures 

Written policies and procedures should require regular evaluations of financial condi
tions in order to anticipate and avoid adverse conditions. Adverse financial conditions can 
have a significant impact on the contractor's ability to perform on Government contracts. 
Therefore, the contractor should regularly assess its financial condition and take steps to 
avoid potential problems. The auditor’s assessment of financial capability should include 
an evaluation of management’s self-assessment (see 14-304). 

5-310.2 Assessment of Accounts Receivable/Payable 

The contractor should conduct periodic assessments of accounts payable and accounts 
receivable including analysis of accounts payable aging and the collectability of accounts 
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receivable. Effective cash flow analysis is dependent upon the proper assessment of cash 
inflows (accounts receivable) and cash outflow (accounts payable). The contractor should 
prepare detailed assessment of both the debit and credit balances for each of these ac
counts on a regular basis to ensure that cash flow projections are based on sound financial 
information. 

5-310.3 Debt Payment 

The contractor should conduct periodic assessments to ensure that it is meeting debt 
payment schedules and is in compliance with other loan covenants. Failure to meet debt 
repayment schedules can have a negative impact on the contractor's ability to perform on 
Government contracts. Therefore, it is important that the contractor periodically assess the 
status of its debt repayment efforts to ensure that they are adequate. 

5-310.4 Cash Flow Projections 

The contractor should regularly perform short and long term cash flow projections. 
The contractor should assess both current and future financial conditions in order to ensure 
that adequate financial resources are available to support the performance of Government 
contracts. For example, the auditor should consider whether: 

 the contractor prepares cash flow analyses for current and future periods to ensure 
that adequate resources are available to meet current and projected cash flow re
quirements. 

 the contractor establishes formal plans to meet anticipated cash flow deficiencies. 

5-311 Accounting System (Control Environment) 

The contractor's accounting system consists of methods and records established to 
identify, assemble, analyze, classify, record, and report an entity's transactions and to 
maintain accountability for the related assets and liabilities. The accounting system 
should be well-designed to provide reliable accounting data and prevent misstatements 
that would otherwise occur. 

5-311.1 System Description 

The contractor should establish and maintain a written description of its accounting sys
tem which clearly identifies the methods and records established to identify, assemble, 
analyze, classify, record, and report an entity's transactions and to maintain accountability 
for the related assets and liabilities. For example, consider whether the contractor: 

 maintains a current, accurate, and complete chart of accounts. 
 has flow charts, narrative descriptions, or other explanations of how information is 

processed through the accounting system from initiation of transactions to report
ing of the transactions in the financial records. This should include identification 
and purpose of all transactions, schedules, tables, files, overrides, and reports gen
erated and processed by the system. 
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 has a system that is fully or partially automated. If automated, the description 
should include the IT aspects of the accounting system transaction flow, including 
data input, data processing, and data output. 

 has clearly identified personnel responsible for preparing, reviewing, modifying, 
and approving accounting transactions. 

5-311.2 Disclosure of Cost Accounting Practices 

The contractor should establish and maintain a current, accurate, and complete descrip
tion of all cost accounting practices which impact Government contracts. Normally con
tractors who have approved CAS disclosure statements have complied with this require
ment. Contractors should establish policies and procedures to ensure that disclosed cost 
accounting practices are current, accurate, and complete. In addition, the contractor should 
have policies and procedures to ensure that all changes in cost accounting practices are 
properly disclosed to the Government along with the related cost impact. 

5-311.3 Management Intervention 

Policies and procedures should provide guidance on the situations and frequency of 
management intervention in the collection, processing, and reporting of accounting data 
and transactions, and the types of approvals and documentation required. For example, 
consider whether: 

 management has provided guidance on the situations and frequency with which in
tervention may be needed; 

 management intervention is controlled, well documented, and explained appropri
ately; and 

 deviations from established policies are investigated and documented. 

5-312 Overall Accounting Controls - Information Technology System Internal 
Controls 

a. Where information technology is used in significant financial applications, control 
activities are sometimes defined by classifying them into two types, IT general controls or 
IT application controls. Whether the control activities are classified by the auditor as gen
eral or applications controls, the objectives of control activities remain the same, to pro
vide reasonable, but not necessarily absolute, assurance that assets are safeguarded from 
unauthorized use or disposition and that financial and cost records are sufficiently reliable 
to permit the preparation of financial statements and cost representations. 

b. The auditor should audit the IT general controls and the Accounting System applica
tion controls to determine if they have been designed according to management direction, 
GAAP, and applicable Government regulations and that internal controls are operating 
effectively to provide reliability of and security over the data processed. 

c. General controls are comprised of: 
(1) organization and operational controls, 
(2) systems development and documentation controls, 
(3) hardware and systems software controls, and 
(4) data and procedural controls. 
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(See 5-400 for a more detailed explanation of general internal controls.) 
d. Accounting System application control activities are applied to the input, processing, 

and output phases of this single IT application. In contrast, IT general controls affect all 
system applications and operational elements of all IT systems. Separate control activities 
are developed for each unique application system, such as billing, purchasing, and in this 
instance, general accounting. Although some application control activities affect only one 
or just a few control objectives, most of the control activities are designed to prevent or 
detect several types of errors in most or all phases of the application. (See 5-1400 for a 
more detailed explanation of application internal controls.) 

5-313 Internal Control Reporting 

The auditor should follow the guidance in 5-110, 10-200 and 10-400 for reporting on 
compliance with laws and regulations and on internal controls relative to the contractor's 
accounting and management systems. 

DCAA Contract Audit Manual 



533 January 25, 2016 
5-401 

5-400 Section 4 --- Audit of Information Technology General System Controls 

5-401 Introduction 

a. Refer to 5-101 for the auditor's fundamental requirements on obtaining and docu
menting an understanding of a contractor's internal control and assessing control risk. 

b. This section provides guidance for auditing general IT internal controls applicable 
to centralized Information Technology (IT) operations, distributed processing environ
ments, local/wide area networks (LAN/WAN), and client/server systems. The contrac
tor's IT general internal controls establish the control environment within which all 
computerized accounting and management systems operate. See the IS Knowledge Base 
available on DCAA’s Intranet for further guidance on auditing IT systems. 

c. The guidance should be applied selectively, giving consideration to the unique 
aspects of the in-place data processing system and areas judged to be relatively high 
risk. 

5-402 Background Information 

a. IT general internal controls are comprised of the following elements: 
(1) organization and operational controls 
(2) systems development and documentation controls 
(3) hardware and systems software controls 
(4) access controls 
(5) data and procedural controls 

These controls help ensure that the contractor’s transactions are valid, properly author
ized, and completely and accurately processed. 

b. Weaknesses in IT general internal controls often have pervasive effects on con
tractor overall accounting operations. When IT general internal controls are weak or 
absent, the auditor must consider the effect of these control deficiencies in the evalua
tion of IT application/functional controls. These types of internal controls apply to spe
cific applications or functions such as the purchasing system or labor reporting systems. 
For example, internal controls should require proper authorization of source documents 
such as purchase orders or labor data recording prior to input to the IT system. 

c. IT general internal controls could vary significantly between contractor locations. 
Size of the contractor is a major factor influencing the level of general internal controls 
the auditor may find installed. Larger contractors will generally have more extensive 
internal controls in operation than smaller contractors. The auditor must be prepared to 
assess the level of compensating controls at smaller contractor sites since it is expected 
that optimum control activities will not be in effect. 

d. Larger contractors generally have most general internal controls in-place. Howev
er, large contractors having geographically dispersed locations may exhibit adequately 
documented internal controls, but may not consistently enforce the controls throughout 
the dispersed environment. 

e. Contractors may not dedicate a data center to service the IT requirements of a 
single location. Sizable contractors may have a data center supporting a single location, 
or a centralized data center that services several geographically dispersed company lo
cations. Some contractors may use an outside commercial data processing service in-
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stead of maintaining their own data center. The auditor must determine the extent of the 
contractor's IT resources when planning and defining the scope of the audit. 

5-403 General Audit Policy 

a. Refer to 5-103 for DCAA's general audit policy for the audit of contractor ac
counting and management systems and related internal controls. 

b. IT general internal controls meet the definitions of "record" and "data" contained 
in FAR 52.215-2, Audit and Records - Negotiation, and FAR 52.214-26, Audit and 
Records - Sealed Bidding. The applicability of these FAR sections is agreed to by con
tractors when submitting price proposals and executing contracts with DoD compo
nents. These contract clauses give the auditor the right of access to contractor records, 
including IT internal control data, after contract award. Refer to 1-504, Access to Rec
ords of Contractor. 

5-404 Audit Objectives 

The purpose of this audit is to evaluate the adequacy of and the contractor's compli
ance with the IT system's internal controls. Refer to 5-104 for DCAA's primary objec
tives for auditing the contractor's accounting and management systems. 

5-405 Scope of Audit 

a. While the nature and extent of audit effort depends upon contractor size, amount 
of Government business, and audit risk (materiality and sensitivity), the audit scope 
should be consistent with the guidance in 5-105. 

b. The auditor should consider any IT related outstanding deficiencies identified in 
other accounting and management system audits. The nature of such deficiencies may 
affect the scope of the IT general control audit. For example, a labor reporting system 
deficiency involving application software changes to the labor system may affect the 
current audit of software modification procedures and controls. 

c. The following sections contain general guidance for the evaluation of general IT 
controls. This guidance gives the auditor a framework for the audit. However, this guid
ance is not a substitute for professional judgment. The auditor should adapt this guid
ance to fit individual audit circumstances. 

5-406 Information Technology Environments 

The term Information Technology (IT) encompasses all forms of computer technolo
gy used to create, store, exchange, and use information in its various forms. With refer
ence to computers, the term environment refers to the combination of hardware and 
software used in the information systems processing activity. Over the past two decades, 
there have been considerable changes in the IT environments not only in terms of hard
ware and software platforms, but also the methodologies employed to support the busi
ness activities of an organization. We have seen a gradual evolution from the centralized 
data processing operations to a widely dispersed distributed processing environment. 
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These technological changes greatly impact the role of the auditor in evaluating the con
tractor’s operations and the risks associated with the processing of contract cost data. 

5-406.1 Centralized Data Processing Operations 

“Centrally organized data processing” implies that most, if not all, aspects of an enti
ty’s data processing operation are geographically centralized. All of the organization’s 
applications and user data resides on mainframe computer equipment housed in a cen
tralized computer facility and maintained by a centralized support staff. Perhaps the 
primary advantage to this organizational structure from the auditor’s perspective is the 
centralized control over the hardware and software as well as the data being processed. 

5-406.2 Decentralized versus Distributed Operations 

a. A decentralized information systems processing facility usually maintains a home 
office (control hub) computer, but disperses many data processing activities throughout 
the company. Remote locations in a decentralized facility possess independent processing 
capabilities through separate computing facilities. A distributed facility is a variation of a 
decentralized facility. The primary distinction between a decentralized and distributed 
operation is networking and data communications. In a decentralized system, each remote 
facility may periodically communicate with other sites. However, in a distributed network, 
each remote facility, while possessing autonomous processing capability, represents an 
integral part of an overall data communication and information network. Data communica
tions among the sites is an ongoing and essential element of the network rather than a pe
riodic, ad hoc routine. A distributed data network is a tightly bound facility. 

b. Centralized and distributed facilities are configured using central computers, local area 
networks (LANs), wide area networks (WANs), and stand-alone microcomputers. Decentral
ized or distributed operations, if applicable, are normally an organizational element of the IT 
Department and are subject to the same audit procedures applied to centralized data center 
systems. The auditor should evaluate policies, practices, and procedures addressing LAN and 
WAN operations, including data control, data security, and data communication. The auditor 
should also determine the distributed system's configuration and the hardware and software 
in service. Due to the many electronic devices involved, the transmission of information 
between distributed nodes (or sites) presents a greater risk to data security and integrity than 
is experienced in a centralized data center. Accordingly, the auditor should be particularly 
attentive to the distributed database and data communication operations. In some instances, 
the auditor may have to obtain regional technical assistance. 

5-406.3 Client/Server Computing 

a. Client/server architecture provides the benefits of centralized and distributed pro
cessing to the end user. The evolution of client/server technology was due in large part to 
the significant reduction in the cost of computing resources along with the need to be more 
responsive to changing customer requirements. This new technology facilitates the seam
less integration of personal computers (PCs) with host systems. This permits organizations 
to be more responsive to their customers, but still maintain the security and integrity to 
manage their business effectively. 
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b. Client/server computing has two basic components, a client and a server. A client is 
comprised of a PC or a workstation, that is used to access network applications and re
sources. A server is a dedicated computer that is physically attached to a network that 
provides electronic access to databases, e-mail, printing, FAX’s, communications, and 
other services. Clients are typically PCs, but a client can also be a midrange or a main
frame computer. Servers are typically midrange or mainframe computers; however, a 
server could be another PC attached to the network. Client/server networks allow specific 
computers to be identified as servers, and to provide one or more services to other com
puters within a network. Client/server networks can have designated computers for file 
serving, database serving, application serving, and communications serving. Each of these 
servers are dedicated devices that provide a specific service to all authorized users operat
ing within a network. Servers can also direct that a portion of the data processing be ac
complished on each user PC or on a centralized server. 

c. The following are among the more significant advantages of processing data in a 
client/server environment: 

(1) Allows access to data and resources. 
(2) Increases organizational flexibility. 
(3) Processing of data can be done either locally or at a central location. 
(4) Provides faster access to information. 
(5) Data can reside where best suited. 
(6) Users can have a greater role in systems design and development. 

d. Another way to describe the client/server architecture is to view it as a model for a 
relationship between two computer programs in which one program, the client, makes a 
service request from another program, the server, which fulfills the request. Although 
the client/server model can be used by programs within a single computer, it is more 
commonly used in a network where computing function and data can more efficiently 
be distributed among many client and server programs at different network locations. 

e. In evaluating the integrity, reliability and accuracy of data processed in a cli
ent/server environment, the auditor should view it from two different perspectives: 

(1) the environment audit (general internal controls) and 
(2) the application approach. 

In an environment audit, primary audit consideration centers around key elements that 
make up the environment. These include the operating system, database management sys
tem, network components, program libraries, and change control. In the application ap
proach, the auditor should evaluate the adequacy of critical control points associated with 
the user interface, user authentication process, menu level authority and file level access. 

5-406.4 End-User Computing 

a. The trend in IT has gradually evolved from performing all computerized data pro
cessing in a centralized environment to empowering users to perform much of their activi
ty at their workstation or personal computer. End-user computing is where the end user 
develops, maintains, and processes computer-based information to meet their needs. 

b. The primary audit objectives to be considered by the auditor in evaluating the per
sonal computer (PC) or microcomputer environment include: 

(1) Evaluating the adequacy and completeness of PC related policies and proce
dures. 
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(2) Determining whether physical security controls over PCs are adequate. 
(3) Evaluating the adequacy and completeness of logical (system and data) security 

controls. 
(4) Evaluating the adequacy and completeness of system and data integrity con

trols. 
(5) Evaluating the adequacy and completeness of application system controls. 
(6) Determining the adequacy of micro to host computer link controls. 

5-406.5 Commercial-Off-The-Shelf (COTS) Software 

a. COTS software are commercially developed IT systems applications that Govern
ment contractors can acquire and adapt to their various enterprises. In evaluating COTS 
software internal controls, the primary audit objective should be to ensure the contractor’s 
software acquisition procedures conform to accepted system development standards. As 
with in-house developed applications, the audit procedures should include evaluating the 
adequacy of system controls, audit trails, and security features incorporated within the 
COTS application system. 

b. A common term used in the COTS environment is ERP (Enterprise Resource Plan
ning). ERP is an industry identifier for the broad set of activities supported by multi-
module application software that help an organization manage specific aspects of its busi
ness, including product planning, parts purchasing, maintaining inventories, interacting 
with suppliers, providing customer service, and tracking orders. 

c. Audit considerations relative to various components/modules of the contractor’s ERP 
environment are addressed in the respective application system audits. 

5-406.6 Relational Database Management Systems (RDBMS) 

a. An RDBMS is a program used to create, update, and administer a relational 
database. A relational database is a collection of data items organized as a part of 
formally described tables from which data can be accessed or reassembled in many 
different ways without having to reorganize the database tables. In addition to being 
relatively easy to create and access, a relational database has the important advantage of 
being easy to extend. After the original database is constructed, a new data category can 
be added to the database structure without requiring all existing applications be 
modified. 

b. An RDBMS takes Structured Query Language (SQL) statements, either entered by 
a user or contained in a system application program, and creates, updates, or provides 
access to the database. 

c. Audit considerations in the database management environment center around sev
eral facets of the organization, including; database administration functions, database 
access, database management system functions, data communications, and database 
applications. 

5-406.7 Enterprise Resource Planning Systems 

Enterprise Resource Planning (ERP) systems are Information Technology systems that 
include broad functionality and a high degree of functional integration. They integrate 
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company-wide information that can cover virtually all functional areas (e.g., purchasing, 
manufacturing, inventory, sales, accounting, human resources, etc.). These systems are 
generally comprised of commercial off-the-shelf (COTS) multi-module application soft
ware, specifically designed to operate in client/server data processing environments. ERP 
systems are designed to share common databases and are usually accessible by many con
tractor employees performing a wide variety of tasks. ERP systems use best business prac
tices that are designed into the software to organize businesses along process lines as op
posed to functional lines. This process orientation allows the business to focus on 
streamlining and improving its processes. 

a. Auditors should determine how the audit coverage will be affected by the ERP sys
tem implementation. For example: 

(1) Determine the overall scope and schedule of any ERP system implementations. 
(2) Obtain an understanding of the differences between the contractor’s current data 

processing environment and the data processing environment to which the contractor is 
converting. 

(3) Identify the specific ERP software and its version or release the contractor in
tends to implement; e.g., SAP R/3, PeopleSoft, BaaN, or any of the several other available 
ERP systems. Generally, more recent releases and the implementation of aerospace and 
defense (A&D) specific products will more fully comply with Government regulations. 
Auditors should determine whether the contractor is implementing the latest version of 
whatever vendor’s product the contractor is using. 

(4) Determine the impact the ERP system will have on the contractor’s accounting 
and management systems’ internal controls and how the contractor intends to ensure the 
adequacy of the new system’s internal controls. 

(5) Determine if costs and cost reductions have been identified and are incorporated 
into forward pricing rates. Potential cost reductions may include but are not limited to the 
following: 

 reduction or elimination of legacy systems,
 
 reduction in labor costs,
 
 reduction in inventory levels, and
 
 improved reporting processes.
 

(6) Determine what access to the system is required to perform the various audits 
most efficiently and effectively. Auditor read-only on-line user access to the new system is 
expected along with the ability to apply computer assisted audit techniques that extract 
data into external files for more complex analysis. This access is well-founded in regulato
ry requirements, which provide for auditor access to contractor books, records, documents, 
and other evidence and accounting procedures and practices, regardless of form (see 1
504.4). Auditors should also take advantage of any contractor-provided training for system 
end-users. 

(7) Identify what additional hardware and software, if any, will be required to inter
face with the new ERP system. 

(8) Assess the contractor’s procedures for determining whether ERP implementa
tion results in any cost accounting changes, disclosure statement changes, and/or cost im
pacts. 

(9) Evaluate data conversion from the legacy system to the ERP system to ensure 
the integrity of the data entering the new system. Data conversion is generally a major 
project with the potential for significant errors. Contractors usually do not run their old 
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non-ERP system in parallel with the new ERP system modules. However, an ERP system 
has many individual modules and each module may be implemented in a time-phased 
manner. For example, general ledger, cost ledger, and personnel modules could all be im
plemented at different times. Therefore, the auditor’s early involvement in a single, or 
multi-phased, data conversion process is essential in order to ensure the integrity of the 
contractor’s reconciliation of data between the old and new systems. The auditor should 
ensure that the contractor maintains ending legacy system balances in an electronic format 
reconcilable to beginning ERP system balances. The data must be reconcilable both to 
detail amount and to allocation to final cost objectives. It is also critical that the auditor 
ensures that the contractor maintains data conversion information at the necessary level of 
detail. For example, depending on the type of contract funding, data reconciliation at the 
contract level, CLIN level or some other lower level of detail, may be required to meet 
regulatory requirements and contract terms. Fourth generation software, such as SAS, can 
be employed to facilitate the auditor’s review of the contractor’s data conversion process. 

b. The current functional, risk-based auditing approach inherent in DCAA’s audit of 
contractor compliance with the applicable DFARS 252.242-7005 Business System 
Criteria (e.g., DFARS 252.242-7006(c) Accounting System Administration, System 
Criteria) is equally applicable to ERP systems. The contractor is responsible for 
establishing and maintaining acceptable systems. At contractors implementing ERP 
systems, audits should be planned to determine if the contractor has fulfilled its 
responsibilities. In addition, where contractors not subject to the DFARS Business 
Systems requirements (i.e., contractors that are 100 percent reimbursable), the DFARS 

suitable standards to use in determining the acceptability of the 

c. Treatment of ERP system costs. See Selected Areas of Cost guidebook, Chapter 11. 

5-407 Independent Management Reviews 

a. Most organizations are subject to dynamic change, therefore, the internal controls 
should include the requirement for periodic independent management review. Typically, 
these reviews are performed by the internal audit function or external auditors engaged by 
the organization. Internal or external auditors should possess sufficient technical compe
tence, independence, and authority to conduct objective audits of IT internal controls, and 
submit reports on findings and recommendations for improvement in all functional areas 
of the organization's information services environment. A consequence of these audits is 
the obvious requirement for follow-up and resolution of identified deficiencies. Refer to 
Chapter 4-1000, Relying upon the Work of Others, for additional guidance. 

b. Many factors, including changes in computer center equipment, systems software, 
information systems personnel, user requirements, and the general business environment 
can weaken established internal controls. However, changes in the same elements can also 
strengthen internal controls and eliminate the necessity for some redundant controls and 
their associated cost. Periodic management reviews should be designed to identify any 
new requirements and to eliminate redundant controls. These reviews should be scheduled 
on a recurring basis. 

c. In addition to independent management reviews, the quality of the services per
formed by a contractor's IT Department should be ensured by the establishment of a sepa
rate function within the department devoted to maintaining established standards of quali

system criteria are 
contractor’s system. 

DCAA Contract Audit Manual 



540 January 25, 2016 
5-408 

ty. Quality policies, practices, and procedures should be available and should clearly de
fine the responsibilities of the quality function. Moreover, review plans, schedules, and 
measurements should be developed, standardized, and maintained by the quality function 
to establish criteria for the guidance of assigned personnel. Reports on the results of quali
ty reviews should be prepared and submitted to user management and IT management. 

5-408 Organization 

The effectiveness of most internal control activities is dependent on the actions of per
sonnel responsible for implementation of the controls. An organization's structure is a 
significant control factor. A basic accounting internal control is the segregation of duties 
among those who: 

(1) initiate and authorize transactions 
(2) have custody of the asset acquired 
(3) record accountability for the asset 

Assigning different people the responsibilities of authorizing transactions, recording 
transactions, and maintaining custody of assets is intended to reduce the opportunities to 
allow any person to be in a position to both perpetrate and cancel errors or irregularities. 
This concept of segregation of duties is universal and must be maintained in order to 
achieve satisfactory internal control. The data processing function is subject to the same 
internal control criteria, both as an organizational element and as a functional department. 

5-408.1 Independent Structure 

a. Organizational and administrative controls are essential operational elements of 
most enterprises. The nature and extent of these controls depend on such factors as corpo
rate culture, strategic importance of departments or divisions, legal requirements, assets 
employed, and a variety of other influences. Traditional organizational structures are 
based on the separation of functions by establishing independent departments reporting to 
senior officials or directors. For example, the finance department and the accounting de
partment are typically independent, equal entities reporting to different officials. This or
ganizational independence is viewed as a mechanism to prevent or minimize the oppor
tunity for the perpetration and concealment of material irregularities and serves as a 
crosscheck to disclose potential errors. In this traditional organizational structure, each 
department usually accomplished its own clerical and data processing activities. However, 
with the advent of centralized data processing centers, many of the traditional depart
mental data processing activities were transferred to a separate centralized functional and 
organizational entity, the IT Department. 

b. Centralization of data processing activities resulted in the concentration of many 
systems processing steps into one department. The concentration of traditional account
ing data along with operating data is still a common practice in today’s network compu
ting environment. Such concentration is referred to as integration, in which related ele
ments of different data processing activities are combined into common and coordinated 
procedures and a logical workflow. Integration assists in the preparation of desired 
managerial reports from a single record of each business transaction, and all transac
tions are processed in a unified system. The centralization of data processing into one 
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department emphasizes the importance of proper control of the data processing center 
itself. 

c. The IT Department should be positioned in the organizational structure to enable it 
to meet established overall objectives and to ensure operational independence from user 
departments. Therefore, the contractor should be able to demonstrate that the IT Depart
ment is not subjected to undue influence from other departments having the authority to 
initiate or authorize transactions. The IT function should be positioned within the organi
zation at a level sufficiently high to ensure that its independence is not compromised. At 
small contractors, the IT Department might not report directly to senior management. In 
this situation, the contractor should be able to demonstrate that the level of management 
involved is sufficient to preclude the perpetration and concealment of material errors and 
misstatements. 

d. The contractor should be able to show that the IT Department exercises adequate 
control over the data processed, and that they do not: 

(1) initiate data for input 
(2) have custody of or control non-IT assets 
(3) have the authority to originate master file changes 

The IT function should not correct errors unless the errors are generated as a result of 
information technology and they should also be prohibited from initiating or authorizing 
transactions. 

e. Although the centralization of data processing activities still exists in current envi
ronments, many large and small enterprises are moving (distributing) their applications 
and data to where they can operate most efficiently in the enterprise, to some mix of desk
top workstations, local area network servers, wide area network servers and Web servers. 
With each technological advance comes inherent organizational changes that may impact 
internal control within the enterprise. The auditor must give proper consideration to the 
network computing environment and the overall impact it has on assessment of internal 
controls over the processing of contract cost data. 

5-408.2 Segregation of Duties 

a. Just as there should be organizational independence between functions, there 
should also be independence or segregation of functions or duties within the IT Depart
ment. Management should provide for a segregation of incompatible duties within the 
IT Department. Examples of incompatible duties include: 

(1) systems development and computer operations 
(2) computer operations and data control 
(3) database administration and systems development 

b. Application development personnel having control over changes made to applica
tion systems and their eventual implementation, should not have access to the computer 
resources which process those systems. These type controls help prevent the introduc
tion of unauthorized changes to the system. Likewise, computer center operations per
sonnel who actually operate the computer system hardware should not have access to 
application systems libraries. This type control helps prevent unauthorized changes 
from being made to application software. Most large corporations employ some type of 
database management system (DBMS) directed by an administrator responsible for the 
control of database elements introduced into the system. Database administrators (DBA) 
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should not have access to application systems that access and process the data in the 
system. Segregation of duties: 

(1) provides an effective cross-check of the accuracy and propriety of changes in
troduced into the systems 

(2) reduces the opportunity for computer operations personnel to implement revi
sions without prior approval and checking 

(3) minimizes access to the equipment by non-operating personnel and other people 
who have knowledge of the system 

(4) improves efficiency because the capabilities, training, and skills required in 
carrying out these activities differ greatly 

c. The contractor should be able to show through IT Department organization charts 
and position descriptions that duties and responsibilities are adequately segregated. Small 
contractors may have organizational structures where some incompatible duties and re
sponsibilities may occur. The contractor may be able to demonstrate the existence of com
pensating controls that mitigate these problems. For example, data processing functions 
might be under the cognizance of the finance department. Under these circumstances, the 
contractor should ensure that adequate controls are installed which will preclude undue 
influence on data processing operations. 

5-409 Software Acquisition, Development and Modification 

a. Information technology has substantially reduced the time available for reviewing 
transactions before the transactions are entered into an organization's records. Consequent
ly, in poorly controlled systems, the opportunity for detecting transaction errors before 
they have an impact on operations may be reduced, especially in the case of real-time and 
database systems where records are subject to immediate update. To help provide reason
able assurance that software systems contain adequate controls and security, organizations 
should employ a standardized methodology when acquiring, developing, and modifying 
either systems software or applications software. The goal of this methodology should be 
to achieve: 

(1) system effectiveness 
(2) economy and efficiency 
(3) data integrity 
(4) resource safeguarding 
(5) compliance with laws and regulations 

b. The methodology to effect software acquisition and/or development can vary signif
icantly among contractors and is influenced by many factors such as: 

(1) size 
(2) type of business 
(3) organizational structure 
(4) current business environment 

c. Senior management should issue a written policy statement establishing a standard 
System Development Life Cycle (SDLC) methodology as a means for structuring and con
trolling the process of acquiring, developing, and maintaining systems and application soft
ware. The SDLC methodology should include the following controls: 

(1) definition of requirement 
(2) participation of appropriate personnel 
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(3) software documentation 
(4) validation, verification and testing 
(5) final management approval 

d. Software development begins when the need for an automated solution to a problem 
is identified and validated. Definition of requirements produces the functional require
ments and begins the detailed planning for the development of an operable system. It is 
critical that internal control and specific security requirements be identified during this 
process. Requirements definition should include: 

(1) internal audit plan 
(2) project plan 
(3) functional requirements document 
(4) functional security and internal control requirements document 
(5) data requirements document 
(6) description of sensitive and critical data 

e. It is good practice to require participation of cognizant personnel in the development 
process to provide reasonable assurance that internal controls, security, user, and organiza
tional requirements are addressed. Participants should include: 

(1) IT management 
(2) systems security officer 
(3) internal auditors 
(4) users 
(5) quality assurance personnel. 

f. The development methodology should incorporate standards for systems, program, 
and user documentation. Good documentation policies and procedures facilitate pro
gram modifications, staff training, and establish a starting point for a review of control 
activities. System documentation should include a description of the system, information 
flow, various programs required, interrelationship with other systems, computing re
sources required, and operating environment. In addition to narrative, the documentation 
should include flowcharts depicting system operation. Program documentation should 
include a detailed narrative explaining the objective of the program. It should contain de
tailed narratives and flowcharts of the processes incorporated into the program to accom
plish data processing objectives. 

g. An effective validation, verification, and test plan is an essential part of any 
development and program change methodology. It helps maintain the integrity of the 
applications by assuring that only authorized modifications, revisions, or changes are 
made. The plan must provide for the testing of software, including detailed program 
specifications, data set descriptions, internal controls, security specifications, and 
procedures for all tests, as well as data reduction and evaluation criteria. Results of 
the test should be well documented and reflect any corrective actions taken as a result 
of the test. The decision to implement a system without exercising a well-designed 
test plan presents serious risks to system integrity, reliability, and organizational op
erations. 

h. Signed approvals should be obtained from the requestor, users, quality function, and 
IT management, prior to putting into production new or modified system software or ap
plications software. This procedure establishes accountability for system results and pro
vides an incentive to properly test and validate a system prior to implementation. 
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i. The contractor should be able to explain whether SDLC methodologies are em
ployed for software acquisition, development, or modification and should also provide 
policies and procedures that govern SDLC implementation. Reviewing at least one 
completed or in-process project processed under the SDLC methodology may test the 
adequacy of SDLC implementation and compliance. 

5-409.1 In-House Software Development 

a. “In-house software development” refers to those programming applications that are 
developed, supported, and maintained by the applications programming staff of an IT or
ganization. 

b. When evaluating in-house developed applications, an important audit procedure is 
the review of an organization’s systems development life cycle procedures to determine 
adherence to generally accepted system development standards. The primary goal of the 
contractor’s IT organization should be to develop a usable, securable, auditable, maintain
able, and controllable application system that produces consistent results to satisfy user 
requirements. 

5-409.2 Software Modifications 

Software modification activity should be adequately controlled to ensure that modifica
tions, revisions, or changes to operational application systems are made only as author
ized, within a controlled and secured environment. At a minimum, the following guide
lines should be in place to ensure adherence to management’s stated objectives: 

(1) A standard maintenance policy should be established regarding application 
software modifications. 

(2) Users should actively participate in software change or modification activities. 
(3) Each system/software revision or change should be supported by a ‘Request 

for Change’ form with proper management and user approvals. 
(4) Adequate systems analysis and detailed design and/or written software speci

fications should exist to support each system/software revision or change. 
(5) There should be evidence of adequate testing and updating of applicable docu

mentation to support each system/software revision or change. 
(6) A clearly identifiable and traceable audit trail should be available for each soft

ware change or modification. 
(7) There should be evidence of user sign-off or other written approvals before 

software changes are moved into production status. The approvals should be per
formed by an individual that is independent but yet knowledgeable of the process. 

5-410 IT Computer Operations 

Computer operations should provide reasonable assurance of the integrity of all ac
tivities impacting the physical operation of the computer and all peripheral components. 
Such activities may include system initiation, operator interaction, help desk assistance, 
print operations, and identification and correction of hardware and system software 
problems. As a minimum, controls should be established over: 

(1) system documentation 
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(2) recording of transactions 
(3) hardware and software changes 
(4) hardware and software maintenance 
(5) operational procedures 
(6) telecommunications 

5-410.1 System Documentation 

a. Each major application system should be documented in a unique operations and 
maintenance manual. The manual should be available for use in all software testing and 
accessible by all appropriate operations personnel. To help provide reasonable assur
ance of the proper processing of the relevant application system, the manual should 
include: 

(1) software function and hardware requirements 
(2) interactive system operation, database involvement 
(3) explanation of console messages, user screens queries, and related responses 
(4) proper identification of output file labels for removable media, such as magnetic 

tape 
(5) appropriate restart or notification procedures for error or failure conditions 
(6) checkpoint controls for proper run-to-run control of program operation 
(7) list of all reports generated by various run options for the system 

b. The contractor should be asked to demonstrate that documentation on all system 
software is current and accessible only to appropriate system software personnel as
signed to install and maintain the operating system and other system level software. 
Contractor data centers may be using on-line operations documentation in lieu of hard 
copy user manuals. Policies and procedures governing the creation and use of on-line 
operations documentation should be available. 

5-410.2 Recording of Transactions 

Manual and/or automated recording and reporting of systems processing activities 
are essential for safeguarding the integrity of the data processed. These reports, or sys
tem logs, provide audit trails for several functions, including system security, data 
backup/recovery, and general problem resolution. Examples of where system log entries 
provide operational assistance include: 

(1) update and recovery of databases and data files 
(2) system accesses 
(3) computer performance 
(4) hardware/software failures 
(5) corrective actions 

System logs are extremely important and should be implemented at any data center, 
regardless of the size of the data center. 

a. Access Logs may consist of records of physical access to data processing areas and 
equipment, or records identifying a system user’s logical access to some application or 
communication network. The contractor should demonstrate that access logs are retained 
for a reasonable period and that they are periodically reviewed for compliance with estab
lished policies and procedures. 
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(1) Physical access logs are normally contractor maintained manual records that 
record visitor access to the data center or employee access at times other than normal 
working hours. Physical access logs can be automated depending on the type of access 
control system employed. For example, encoded identification badges could be elec
tronically scanned and matched to a listing of authorized entrants. The authorized badge 
holder would be allowed entry and the badge number would be recorded. 

(2) System access (logical) logs record, by User ID, all accesses to computer re
sources or to the data communications network. System logs help in the detection of unau
thorized attempts to access computer resources and data. 

b. Transaction Logs are the audit trail of all changes made to data elements contained 
in applications systems, including batch and interactive systems. These logs are normally 
automated and are critical to data center backup and recovery operations. Transaction logs 
should record: 

(1) all additions, deletions, and changes to the application data elements 
(2) the user making the changes 
(3) the day/time the transaction was made 

The logs provide the primary source of data recovery if a system failure should occur. The 
contractor should be able to show that application system documentation provides for 
these audit trails and that the logs are fully operational. Documentation on system testing 
prior to implementation should contain information on the operational test of these logs 
for backup/recovery and identification of inadvertent transaction errors. The auditor 
should request that data center personnel demonstrate the existence of these logs and pro
vide documentation of their use during backup and recovery. 

c. System Activity Logs record actual utilization of the hardware resources within the 
data center. These logs would normally identify: 

(1) the level of central processing unit (CPU) utilization 
(2) direct access storage device (DASD) activity and utilization 
(3) number of system users 
(4) job activity 
(5) other processing measurements needed to manage the performance and capac

ity of the hardware resources 
The logs are a primary means of identifying processing problems created by inadequate or 
failing components. The contractor should be asked whether systems activity logs are be
ing generated, since most operating systems provide an option to either not collect any 
data or to collect only a limited amount. The auditor should also verify the retention period 
for these logs. Normally, two to three months of systems activity data should be stored on 
DASD for on-line access, with an additional twelve to eighteen months of data stored on 
magnetic tape. 

d. Maintenance Logs record all scheduled/preventive maintenance (PM) and correc
tive/remedial maintenance (RM) performed on the hardware components installed in the data 
center. PM provides reasonable assurance that required checks and procedures designed to 
minimize hardware failures are accomplished. RM is performed when hardware failures 
occur. RM logs are helpful in resolving recurring problems and identifying components re
quiring replacements. The auditor should determine whether the contractor maintains the PM 
and RM logs on a timely basis. The logs may be manually maintained or automated. The PM 
log should reflect the hardware manufacturer's basic requirements for periodic maintenance. 
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e. Problem Logs are maintained by the data center to identify system and application 
problems and to track the problems until corrected. The logs may be manually maintained 
or automated. The contractor should be able to show that the log is in use and that all rec
orded problems have been acted upon. At many contractors, problem logs are the respon
sibility of the Help Desk function. Information systems (IS) problems or questions are 
directed to the Help Desk from throughout the organization. Help Desk personnel are re
sponsible for logging the call, identifying the problem, resolving the problem, and docu
menting the series of events. The Help Desk may transfer the issue to another resolution 
source. The functions of the Help Desk should be documented in a standard procedure 
approved by IT management and distributed to all IS users. 

f. Software Change Logs provide a record of all installations of system level software and 
applicable changes. They are an important part of change management and should be well 
documented in the policies and procedures governing change control. The changes may be 
vendor supplied or in-house changes required to customize the software to the contractor's 
special needs. The types of software involved would be operating systems, utilities, compil
ers, database management systems (DBMS), and other non-application software products. 
The logs may be manual or automated. The auditor should determine whether this type rec
ord is maintained, and that it: 

(1) contains all changes made to non-application software 
(2) is accurate 
(3) is current 

There should be few in-house changes to operating system, utility, and computer software. 
The auditor should obtain copies of the contractor's work orders to the systems software 
developers to incorporate in-house changes in the next release of the system software. 

5-410.3 Operational Procedures 

a. Most computer hardware has the capability to detect and record hardware failures, 
although some systems are not designed to take advantage of available controls. Failure to 
utilize available hardware controls could result in significant processing errors. A number 
of undetected minor errors can have a cumulative effect that could result in a major system 
or subsystem failure. 

b. Active preventive maintenance (PM) and remedial maintenance (RM) programs 
are necessary to keep data center equipment operational. The data center should main
tain a current schedule of all PM to be performed as required by the equipment manu
facturer and should ensure that the PM is completed as scheduled. Contracts should be 
negotiated with equipment manufacturers or related equipment maintenance providers 
to provide timely RM in the event of hardware failure. For example, response time for 
making repair to hardware components that are critical to the continuity of operations, 
should, on average, approximate no more than four hours. 

c. The auditor should determine whether the contractor has installed all vendor sup
plied failure detection software and that operations personnel monitor the output on a rou
tine basis. The auditor should evaluate the PM schedules and obtain contractor verification 
that PM has been performed as scheduled. The contracts for RM should be evaluated on a 
selective basis to ensure that maintenance responses are appropriate for critical hardware 
components. 
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5-410.4 Telecommunications 

a. Over the years, contractors have steadily migrated from the traditional batch pro
cessing environment to an on-line access and processing environment. Although batch 
processing remains an important element of most data center activity, an even greater 
number of jobs are being submitted through on-line access procedures. The current en
vironment also supports significant database activity as a replacement to storage and 
retrieval of data from conventional sequential type data files. Database activity includes 
centralized database operations having many users accessing the same centralized data
base. It also may include distributed operations where users are accessing only their 
portion of the entire database which may reside at the mainframe data center or at a 
local node (connection point) on the network. A network is a series of points or nodes 
interconnected by communication paths. Networks can interconnect with other networks 
and contain sub-networks. 

b. During an audit, the auditor may encounter various network configurations in 
use within the contractor’s telecommunications network. Common network technolo
gies currently employed are the Internet, Intranet, Extranet, and Ethernet: 

(1) The Internet is a cooperative public network of shared information that uses a 
subset of the total resources of all the currently existing public telecommunications 
networks. It is a worldwide “network of networks” that uses the TCP/IP (Transmission 
Control Protocol/Internet Protocol) which is the universal protocol suite for Internet 
communications. TCP manages the packaging of data into packets that get routed on 
different paths over the Internet and reassembled at their destination. IP manages the 
address of each data packet so that it is routed to the right destination. 

(2) An Intranet is a network that is contained within an organization and services it 
exclusively. It may consist of many interlinked LANs and may also be linked to other 
functional elements of the organization via a WAN (wide-area network). Some Intranets, 
depending on their configuration, may be connected to the Internet through one or more 
gateways. 

(3) An Extranet is a collaborative network that uses Internet technology to link en
terprises with their suppliers, customers, or other businesses that share common goals. An 
Extranet can be viewed either as an element of a firm’s Intranet that is made accessible to 
other companies or as a collaborative Internet connection with other groups. 

(4) Ethernet is the most widely installed LAN technology. It is normally comprised 
of a network of interconnected workstations that are sharing resources. 

c. The on-line or distributed users may access mainframe and peripheral hardware 
located in the data center through the contractor's or a commercially available tele
communication network. The telecommunications network may be a direct connection 
between the users and the data center or through other communication circuits, in
cluding landlines, microwave transmitters, or dial-up connections. In general, tele
communications circuits are vulnerable to access by unauthorized users; consequent
ly, the effectiveness of the contractor's controls and management of the network 
should be closely scrutinized. 

d. In evaluating the various aspects of a telecommunications network, the auditor’s 
attention should be directed at the internal controls over the financial data being 
passed through the network rather than at the technical aspects of how the processes 
take place. If necessary, technical assistance should be requested to supplement the 
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auditor’s knowledge and experience level. To adequately address the internal control 
issues relative to the telecommunications network, the following audit objectives 
should be considered: 

(1) Evaluating controls over data communication messages and data communica
tions software. 

(2) Reviewing administrative procedures and the effectiveness of the configuration 
management and network security functions. 

(3) Evaluating controls over system security software. 
(4) Evaluating the adequacy of policies, procedures, and controls over electronic-

mail system. 
(5) Determining the adequacy of security and integrity controls over local area net

works (LANs). 
(6) Assessing the adequacy of network change procedures and controls. 

e. The contractor should be asked to demonstrate that a network management or oth
er designated group has the responsibility to manage and control telecommunications 
resources. Standards for operation of the network should be published and distributed to 
all designated network users. The auditor should verify with network management per
sonnel that all sensitive data in the network have been identified and that adequate pre
cautions have been implemented to protect this data. The network hardware and soft
ware should be secured to minimize the possibility of unauthorized access to the 
telecommunication network. See 5- 411 for additional information on auditing the phys
ical and logical security requirements for protection of hardware, software, and data. 

5-410.5 Uninterruptable Power Supply (UPS) 

Larger contractor data centers will have UPS units installed to furnish auxiliary elec
trical power in the event the normal power supply is disrupted. UPS configurations can 
vary between a simple battery backup to facilitate orderly power down of the system, to 
elaborate battery and motor-generator units that provide sufficient electrical power for 
the system to continue full operation. The contractor should have documentation regard
ing UPS operation and should demonstrate that the UPS is tested on a periodic basis. 

5-411 Data Processing Security 

a. Information is one of the most valuable resources an organization possesses. Access 
to the computing resources that process this information should be limited to users having 
a documented and authorized need for such access. Layers of physical and logical access 
controls should be provided to protect the organization's computing resources against 
damage, loss, or unauthorized use or modification. 

b. Responsibility for assuring both the logical and physical security of the IT Depart
ment assets and processed data should be assigned to a security administration function 
that reports to senior management. The security administrator designee should have no 
conflicting job responsibilities or other incompatible duties assigned which would reduce 
the effectiveness of the position. For example, he or she should not perform systems or 
applications programming functions, operate the mainframe, or perform data entry duties. 
Where Security Administration is a part-time function, those duties should be performed 
under an exclusive User ID and all activities under this User ID should be logged and reg-
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ularly reviewed by an appropriate person in the IT Department. The auditor should deter
mine whether the security administrator position has been established, is currently filled, 
and that effective controls are in operation. 

5-411.1 Physical Security 

a. Physical access controls help protect computer center resources from unauthorized 
modification, theft, and/or destruction. Data centers should employ these controls to limit 
physical access to computing resources to only individuals who have been authorized to 
have such access. The auditor should request a demonstration by the contractor of all 
physical controls to verify that established policies and procedures have been effected. 

b. Facility Security - Physical access to computer resources should be restricted to per
sonnel having an authorized need for the access. Access control can be obtained by mini
mizing the number of entrances and exits at the site and by installing security devices re
quiring keys, badges, cipher codes, or other means to impede and control entry into the 
installation. Personnel access devices such as badges, cipher lock codes, and keys should 
be changed or re-coded periodically, especially when employees who have had access to 
the computer center are terminated. Positioning the computer center in a relatively inac
cessible area helps provide physical security. External identification of the facility should 
be limited to avoid bringing unwanted attention to the data processing department. IT per
sonnel should not be authorized access to all areas of the data center. For example, com
puter operators should be restricted from data entry areas and systems programmers 
should be restricted from accessing the operations area. The auditor should verify that 
physical security has been provided for all computing resources including CPUs, periph
erals, and telecommunications hardware. 

c. Personnel Authorization - A current list of personnel authorized physical access to the 
installation should be maintained by the security administrator. Procedures should require 
the notification of the IT Department when an employee is no longer authorized access to the 
computer facility or other related resources. These procedures should also require that au
thorized visitors to the computer facility be escorted while in the restricted areas. The auditor 
should verify that a current list of personnel authorized entry into the data center is available. 
Also, a list of recently terminated or transferred employees could be obtained and compared 
with the latest authorization list to ascertain the timeliness of the data center access revoca
tion procedure. 

d. Inventory - A current inventory of IT Department computer hardware and soft
ware should be maintained outside the facility. The inventory could help facilitate the 
replacement of computer processing equipment following a disaster in which the data 
center was damaged or destroyed. 

e. Alternate Storage Facilities - Offsite storage facilities should be used to store backup 
copies of critical data and program files. The contractor should ensure that procedures are 
in effect for the identification of critical data, system, and application files, and that there 
is a requirement for the routine backup and transportation of these files to an offsite stor
age facility. 

f. Environmental Protection - In addition to the usual fire and safety precautions nor
mally installed to protect computer hardware facilities, other special equipment, devices, 
or methods may be employed to further help protect sensitive computer hardware. For 
example, fire suppression devices that use dry chemicals or gas, such as Halon, may be 
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installed. The auditor should obtain a description of the environmental safeguards availa
ble at the site, and evaluate the applicable policies and procedures in effect to monitor 
their operation. 

g. Monitoring - In addition to controlling physical access to the computer facility and 
computing resources, continuous monitoring of personnel accessing the facility and re
sources should be effected. A log of all visitors to the data center should be required. Con
tractors may have automated security systems that require the use of magnetically encoded 
badges to unlock doors and automatically log personnel entries and exits to the facility. 

5-411.2 Logical Security 

Logical controls are encoded or embedded into systems and application software with 
the objective of restricting or permitting access only to users who have been properly au
thorized such access. Examples of logical controls are User IDs, and uniquely created 
systems passwords. 

a. Systems Software - System logical security is accomplished through the use of the 
security features of the operating system or through the use of commercially acquired se
curity software. In smaller data centers, the operating system security features may be the 
only software security package in service. The security administrator should control access 
to the computer system through the assignment of unique user identification codes. The 
effectiveness of the policies and procedures which address the assignment of User IDs 
should be reviewed. The security administrator should not assign user IDs unless specifi
cally authorized by the appropriate management. Systems users should be required to pe
riodically change their passwords. Procedures should require that employees, who are 
terminated for any reason, have their access to system resources immediately revoked. All 
User IDs should be re-certified on a periodic basis and system access revoked for current 
employees whose job duties no longer require access to system resources. The auditor 
should review IT policies and procedures to determine whether logical security options are 
identified and in use. The auditor should verify that: 

(1) system access cannot be effected without a valid User ID and password 
(2) password input is masked 
(3) passwords contain at least six characters 
(4) passwords are changed periodically 

b. Application Software - User access should be restricted to those applications re
quired to accomplish assigned duties. Application restriction is effected through operat
ing system security or commercial security packages. Commercial security software 
normally invokes automated rules that restrict system users' access to certain applica
tions or database elements. These rules are usually established for certain classes of 
users. For example, personnel involved in material inventory would not be permitted 
access to financial data or programs used by payroll personnel, and vice versa. Security 
system rules may be further profiled to restrict access to certain users within a class. For 
example, a payroll clerk may not have the same user rights as the payroll supervisor. 
Moreover, read only, write only, and read/write authorizations over selected datasets are 
possible. 

c. The auditor should coordinate regional technical assistance, as necessary, to verify 
that contractor acquired security software have been placed in operation and that appropri
ate security rules have been invoked to protect all systems/application access/software 
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processed by the data center. Contractors have been found to install expensive logical 
security packages and then not use the full security capabilities of the system. The overall 
security administration function should be evaluated for adequacy, especially at the user 
level where access authorization for the various application is usually effected. Where 
database management systems are used, a database administrator may be the authorizing 
agent for assigning access levels to users. The auditor should verify that security personnel 
who authorize/assign user access to systems, promptly revoke access when the user trans
fers to a function not needing the level of access authorized or is terminated. 

d. Dial-Up Security - Computer systems having communications capabilities can be 
accessed over common communication lines. This means that the physical security that 
protected the computer may no longer be effective. Where the computer can be accessed 
through a dial-up network (the CPU has a phone number), any telephone can theoretically 
access the system. Once the computer is accessed from a remote location, logical security 
should prevent unauthorized entry. Several dial-up security techniques are used. Some 
dial-up security systems call a subscriber back at a predetermined number; other tech
niques involve synchronous and/or encrypted methodologies. The auditor should review 
contractor procedures involving data center dial-up activity and determine whether dial-up 
is properly controlled and monitored. 

e. The security software in operation (i.e., commercial security software or the operat
ing system security software) should log all system access attempts. This access logging 
information should be used to generate violation and security activity reports which 
should be monitored by the contractor to identify and resolve incidents involving unau
thorized activity. The auditor should review the contractor's procedures for monitoring and 
resolving reports of security violations and associated activities and verify that these pro
cedures are being followed. The auditor should also determine that the contractor's records 
of security violations are protected from inadvertent or intentional destruction. Repeated 
failed access attempts should be identified, reported by the security system, and investi
gated by security personnel to determine the cause. This could be an indication that some
one is randomly entering User IDs or passwords in attempting to gain unauthorized access 
to the system. The auditor should verify that User IDs that have not had activity for a rea
sonable period are deleted and determine whether terminated employee User IDs are re
voked in a timely manner. 

f. The contractor should provide employee training in logical access to computer re
sources. Unambiguous logical access procedures should be developed and provided to all 
employees accessing computer resources. The auditor should verify that the contractor is 
providing adequate staff training in this area. 

g. Modern data centers often consist of several computer platforms (mainframes, local 
area networks, workstations, and individual PCs) and a variety of security software and 
application software. Generally, each software system has its own inherent security that 
must be considered in order to assess the overall security level in effect within the data 
center. Users can pass through several computer platforms and security software systems, 
and possibly access more than one data center, during a single session. It is therefore im
portant for the auditor to determine that security controls are in place over all operating 
environments. Logical security systems should be in use for the mainframe and its re
sources. The security software should also protect the communications network. Security 
software should also be in use for interactive processing systems and for database man
agement systems. The auditor should identify the security systems in use at a data center, 
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and the interaction among them, in order to verify that the contractor's data is being ade
quately protected from unauthorized access. 

h. Application systems that are developed by the contractor or acquired commercially 
should follow a sequence of migrations as part of the implementation strategy. Data are 
first placed in a test environment. When testing is completed, the data are migrated to an 
acceptance/training environment, and finally, to a production environment. Generally, 
there will be a separate set of users and data for each environment. For example, in a data
base management systems (DBMS) environment there would normally be separate operat
ing copies of the software and data for each environment. The security should be more 
restrictive as the application migrates from the testing to the production environments. The 
auditor should determine whether the contractor has a software migration strategy which is 
being used, and that security access levels for each environment have been granted based 
on a demonstrated need. 

i. In a telecommunications network environment, firewalls play an important role in 
ensuring that an access control policy between two networks is enforced. A firewall is a 
program that protects the resources of one network from users from other networks. For 
example, an enterprise with an Intranet that allows its employees access to the outside 
Internet, will want a firewall to prevent outsiders from gaining access to the enterprise’s 
private data resources. 

5-412 Data Processing Contingency Planning 

Contractor policies and procedures should contain provisions for the continuation of IT 
operations in the event of a disaster or failure that renders the IT center inoperable. Con
tingency (disaster recovery) plans should be in place for the backup and recovery of IT 
department services in the event of unanticipated interruptions to IT operations. Contin
gency planning can be critical to the resumption of operations in the event of a major 
hardware or software failure for whatever reason. The plan should include: 

(1) identification of critical processes and data 
(2) provision for an alternate-processing site 
(3) off-site storage of critical backup application programs, data and contingency 

plans 
(4) provisions for periodic testing of the plan. 

The auditor should review the contractor's IT Disaster Recovery Plan to determine wheth
er the plan reasonably addresses the actions to be taken in the event of a disaster and iden
tifies personnel and their responsibilities in restoring data processing operations. 

5-412.1 Critical Processes and Data 

Contingency planning should provide for priorities in the establishment of the pro
cessing of specific critical or sensitive application programs. Critical data processing ap
plications, operating systems, and data files need to be identified and placed on a list of 
priorities for the establishment of services based on the nature and extent of a likely disas
ter. Priority on the list should be minimally based on a reasonable expectation of elapsed 
time before normal data processing operations are restored, and the potential loss to the 
organization if the processing of the application is not restored in a timely manner. 
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5-412.2 Alternate Processing Site 

Contingency plans should contain provisions for an alternate processing site and 
appropriate data processing hardware needed to restore data processing operations after 
a disaster occurs. The contractor should have a written agreement or contract with the 
alternate site specifying the procedures each party will follow in the event of a disaster. 
Criteria for selection of the alternate site should include: 

(1) compatible computer hardware 
(2) sufficient time and processing capacity 
(3) periodic tests of alternate site computer hardware 

The auditor should review the contractor's alternate site plans to determine whether they 
are current and address equipment, capacity, and timing requirements. The auditor 
should review contract provisions the contractor has made with alternate-site vendors 
and equipment providers to determine whether an adequate site and essential computing 
hardware will be operational within the time limits prescribed in the contingency plan. 

5-412.3 Offsite Storage 

Normal systems operations should include routine back up of data files, application 
programs, and system software. The auditor should review the contractor's procedures 
for storage of these files at a location that should not be affected in the event of comput
er center disruption and would be available for use in data processing recovery at the 
alternate site. The auditor should also review the contractor's procedures and actual 
practices for storing files offsite. 

5-412.4 Contingency Plan Testing 

Contingency plans should be tested periodically to determine their effectiveness. 
Results of the tests should be documented. Deficiencies noted during the test should be 
resolved in a timely manner. The auditor should review the results of the test plan to 
determine whether all elements were tested and that deficiencies noted during the test 
were satisfactorily resolved. 

5-413 Internal Control Reporting 

The auditor should follow the guidance in 5-110, 10-200 and 10-400 for reporting on 
internal controls relative to the contractor's accounting and management systems. 
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5-500 Section 5 --- Audit of Contractor Budget and Planning System 
Internal Controls 

5-501 Introduction 

Refer to 5-101 for the auditor's fundamental requirements for obtaining and documenting 
an understanding of a contractor's internal controls and assessing control risk. 

5-502 Budgeting and Planning Concepts 

a. Budgets and plans are key managerial tools used to plan and control operations. A 
budget or plan identifies expected revenues to be received and resources to be expended in 
achieving an organization's goals during a specified future period. Budgets and plans provide 
a control to measure performance. In general, a budget or plan: 

(1) is stated in monetary terms 
(2) covers a specific period of time (generally one year for the master budget and sev

eral years for long-range plans) 
(3) implies commitment (i.e., managers agree to accept responsibility for attaining 

budgeted objectives), and serves as a motivational tool for individuals to strive to achieve 
stated goals 

(4) is reviewed and approved by a management level higher than the unit preparing 
the budget 

(5) can only be changed under specified conditions 
(6) is compared to actual performance, with variances being analyzed and explained 

b. Budgetary and planning systems vary among companies according to organizational 
size and structure, type of product or service, accounting system, personal preferences of 
corporate officials, and other influences. Budgeting and planning systems can be manual or 
automated. However, in larger companies IT systems are used more extensively to collect 
and analyze data and prepare budgets and plans. Budgets and plans may be prepared on ei
ther a functional or organizational basis. Generally, a contractor's budgetary and planning 
system should have: 

(1) A functional organization with defined organizational responsibilities, a written 
description of the workflow in the budgeting and planning process, and policies and proce
dures for effectively controlling the process. 

(2) A strategic and long-range planning process to develop the long-term goals and 
objectives critical to the operation of the company. 

(3) Effective techniques for preparing budgets. 
(4) Procedures for comparing actual performance to the budget, identifying and ana

lyzing variances as work is accomplished, studying the impact on remaining effort, and initi
ating necessary corrective action. Procedures should provide for promptly revising estimates 
to complete and notifying the Government of projected overruns or underruns. 

(5) A replanning capability to react to significant changes in assumptions, such as a 
major fluctuation in the forecast volume. 

5-502.1 Access to Budgets 

a. Budgets, plans and forecasts meet the definitions of "records" and "data" contained in 
FAR 52.215-2, "Audit and Records -Negotiation," and 52.214-26, "Audit and Records -Sealed 
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Bidding." The applicability of these FAR sections are agreed to by contractors when submitting 
price proposals and executing contracts with DoD components. These contract clauses give the 
auditor the right of access to a contractor's budgetary and planning data after contract award. 
(Also see 1-504, Access to Contractor Records.) 

b. Recognizing that budgetary and planning data is generally considered proprietary and 
sensitive by contractors, sound judgment must be exercised in determining which records 
and data are needed. (For example, data such as pricing formulas for commercial products 
may not concern the Government.) In requesting budgetary data, informal arrangements 
acceptable to the auditor concerning the timing and frequency of access may be established, 
but see 1-504.1f. 

c. Budgetary and planning information generally required during the performance of the 
internal control audit includes: 

(1) identification of all budget documents and reports; 
(2) policies and procedures concerning the preparation, authorization, and approval of 

budgets; and 
(3) all current operating budgets, plans and performance and variance analysis 

reports for use in testing system effectiveness. 
d. When the contractor denies access to such records, follow the procedures outlined in 1

504. 

5-503 General Audit Policy 

a. Refer to 5-103 for DCAA's general audit policy for the audit of contractor accounting 
and management systems and related internal controls. 

b. It is DCAA's policy that contractor budgetary and planning system internal control 
audits be performed at least every three years at large business contractors which in their 
preceding fiscal year received DoD prime contracts or subcontracts of at least $50 million 
which required certified cost or pricing data. These audits are oftentimes conducted in 
conjunction with the estimating system audit (5-1207.3). These audits may be waived or 
modified if past experience and a current assessment (see 3-400) indicate low risk. This 
determination of low risk must be fully documented in the planning document supporting 
the program plan. If the audit risk is considered to be high, budgetary system audits should 
be performed more frequently. These audits should also be considered at smaller contrac
tor locations where there are indications of significant budgetary system problems. 

c. If the audit risk assessment indicates that only certain parts of a contractor's budg
etary system are subject to high risk, only the high risk areas would require a complete 
audit. Areas of little or no risk need not be audited so long as the low risk determination 
is adequately documented. 

d. FAOs with audit cognizance over corporate and/or group offices allocating sub
stantial costs to other segments for ultimate allocation to Government contracts are re
sponsible for performing budget audits at these offices and providing the results of the 
audit to the segment auditors. Auditors at segments receiving these allocations are to 
request such audits as needed. 
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5-504 Audit Objectives 

a. Refer to 5-104 for DCAA's primary objectives for auditing the contractor's accounting 
and management systems. 

b. The primary audit objective in auditing contractor budgetary systems and data is to 
establish that a sound budgetary system is operating for company planning and cost control 
purposes. A secondary objective is to obtain a comprehensive overview of the contractor's 
financial planning process. Related objectives are to determine whether: 

(1) Costs estimated and/or incurred for Government work are developed, record
ed, and controlled on a basis consistent with management's latest, "most probable" 
plans. 

(2) Direct and indirect efforts for Government contracts are estimated and performed 
efficiently and economically. 

(3) Significant changes in plans and circumstances are reflected promptly through 
controlled and documented revisions to budgets and estimates to complete. 

(4) Reports to the Government on major contracts and weapon systems are con
sistent with the contractor's latest budgetary data. These latter objectives should be con
sidered for in-depth coverage during audits of forward pricing proposals and indirect 
rate forecasts (Chapter 9), audits of contractor compliance with the Earned Value Man
agement System (EVMS) criteria (11-200), and postaward audits (14-100). To ensure 
adequate evaluation of the system and related output, and to preclude any duplication of 
effort, programmed surveillance should be coordinated with the CAO EVMS monitor 
(11-204d). 

5-505 Scope of Audit 

While the nature and extent of audit effort depends upon contractor size, amount of Gov
ernment business, and audit risk (materiality and sensitivity), the audit scope should be con
sistent with the guidance in 5-105. In general, the audit scope should include: 

(1) obtaining an understanding of the contractor's budgeting and planning system 
and related internal controls; 

(2) documenting the understanding of the budgeting and planning system internal 
controls; 

(3) testing the operational effectiveness of budgeting and planning system inter
nal controls; 

(4) assessing control risk as a basis to identify factors relevant to the design of 
substantive tests; and 

(5) reporting on the understanding of the internal controls, assessment of control 
risk, and adequacy of the system for Government contracts. 

5-506 Budgeting and Planning - Functional Organization 

a. The budgeting and planning function may be organized differently by individual 
contractors because of differences in their products or services, industry practices, size 
and type of organization, degree of departmentalization, management attitudes, person
nel capabilities, and other factors. Responsibility for developing budgets and plans may 
be centralized in a budgeting or planning group or delegated to the various participating 
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departments. However, the budgeting and planning function should be soundly orga
nized on the basis of a definitive flow of authority and standard policies and procedures 
established at a top or upper management level. 

b. The contractor should establish clear responsibility for preparation, review, and 
approval of budgets and plans, to include establishing and maintaining: 

(1) Written documentation of current organizational responsibilities and the du
ties of budgeting personnel. 

(2) A system description of the work flow in the budgeting process from the de
velopment of strategic objectives to budget execution and revision. 

(3) Written policies and procedures. 

5-506.1 Organization 

Evaluation of a contractor's budgeting and planning organization requires analysis of 
the relationship of the organizational segments participating in the budgeting and plan
ning process. When evaluating the organization of the contractor's budgeting and plan
ning process, the auditor should consider whether: 

(1) Preparation of required budgets and plans is effectively controlled either on a 
centralized or decentralized basis. 

(2) Lines of authority, duties, and responsibilities are clearly defined, including 
responsibilities for preparing, reviewing, and approving budgets and plans. 

(3) The budgeting and planning process is properly coordinated among segments 
of the organization responsible for developing related parts of budgets and plans. 

(4) The department responsible for overall compilation of the budgets and plans 
has authority to review and question the reasonableness or accuracy of feeder infor
mation received from other departments. 

5-506.2 System Description 

a. The contractor should maintain a written description of the work flow in the budg
eting and planning process from the development of strategic objectives to budget exe
cution and revision. This description should contain sufficient detail to allow the auditor 
to obtain a thorough understanding of how the budgeting and planning system operates. 
The description should include references to written policies, procedures, and operations 
manuals. Information should be provided for each process or function within the system 
as well as existing internal controls. 

b. The contractor's system description should identify the duties of personnel responsi
ble for preparing, reviewing, and approving budgets and plans, and the various functions 
contributing to the budgeting and planning process. 

c. If the contractor’s system is fully or partially automated, the description should in
clude the IT aspects of the Budget and Planning system transaction flow, including data 
input, data processing, and data output. 
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5-506.3 Policies and Procedures 

a. Written policies and procedures help ensure that: 
(1) delegated duties and responsibilities are formally documented and communicated 

to employees 
(2) specific budgeting and planning controls operate consistently from period to peri

od 
(3) established budgets and plans are consistent with management's goals and objec

tives. A formal written statement of policies and procedures rather than an informal one 
based on established customs of the organization should exist at all contractor locations with 
substantial Government business. 

b. Budgets and plans policies and procedures represent the means by which goals and 
objectives established by management are translated into detailed guidance and direction to 
personnel engaged in the budgets and planning process. Policies and procedures should cov
er all aspects of the budgets and planning system, be approved by an appropriate level of 
management, communicated to appropriate personnel, and periodically reviewed to ensure 
that they are consistent with management's intentions. When evaluating the contractor's poli
cies and procedures, the auditor should consider whether they: 

(1) Address all major duties and responsibilities in the budgeting and planning sys
tem. The auditor should be alert for aspects of the budgeting and planning process which are 
not covered by policies and procedures. Additionally, the auditor should note any instances 
where actual practices are inconsistent with established policies and procedures. In these 
instances, the auditor should consider the underlying cause for these inconsistencies (i.e., 
failure to adequately communicate changes in established policies and procedures). 

(2) Are approved by an appropriate level of management to signify the delegation 
of authority and to effectively convey management's commitment to following estab
lished policies and procedures. The auditor should carefully assess the level of man
agement approval to determine if it is appropriate given the nature of the duties and 
responsibilities being assigned. While not inherently indicative of poor policies and 
procedures, failure to involve an appropriate level of management in the approval pro
cess can result in a perceived lack of importance and ultimately a lack of compliance. 

(3) Were communicated to those individuals within the organization who are respon
sible for executing them. This communication involves not only making sure that appropri
ate employees are aware of established policies and procedures but providing the necessary 
training to ensure that they understand how to execute them. 

(4) Have been subject to periodic reviews to ensure that they are consistent with cur
rent management intentions and actual budgeting and planning practices. Failure to keep 
established policies and procedures current is indicative of a poor internal control environ
ment and typically leads to ineffective internal controls over the budgeting and planning 
process. For this reason, management should have a systematic process in place to periodi
cally review and update the budgeting and planning policies and procedures, including ap
plicable IT policies and procedures. The required frequency and depth of these audits de
pends on the nature of the contractor's business. If the contractor is undergoing significant 
organizational changes or major restructuring of its business operations, the budgeting and 
planning system should be closely monitored to ensure that it continues to produce budgets 
and plans which are consistent with management's goals and objectives. 
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5-507 Budgeting and Planning - Strategic or Long-Range Goals 

a. Strategic or long-range planning refers to the process of developing general goals 
and objectives for a business unit, and the broad strategies to be used to attain them. It 
provides general direction covering a three- to ten-year period and forms the basis from 
which a more detailed plan, encompassing a shorter period and generally known as the 
master budget, is developed. 

b. The strategic plan is generally a narrative document. It affects the physical, finan
cial, and organizational structure in which operations are carried out and addresses the 
direction of the company regarding new markets, market share, profit objectives, sources 
of new capital, and the acquisition or elimination of segments, facilities, or product lines. 
Based on these considerations, a plan for future operations which provides for alternative 
courses of action under various conditions that may arise is developed. Contractors should 
review these plans periodically and revise them when new information yields different 
conclusions. 

c. Long-range plans may include forecasted financial statements, cash flow projections, 
and various other data. This data is sometimes in graphic form and similar to that con
tained in short-range budgets. A typical long-range plan contains information on predicted 
sales and profit trends by major product line, backlog, potential awards, new product lines, 
diversification plans, planned plant facilities, staffing requirements, and independent re
search and development plans. 

d. Strategic or long-range plans of major defense contractors generally include in
formation which significantly affects proposals and contracts for long-term Government 
work. They may reflect contemplated substantial increases or decreases in future work 
load affecting plant population (payroll costs), plant expansion (depreciation or lease 
costs), physical moves (relocation costs), idle or excess facilities, and bases for deter
mining overhead rates. In addition, they may reflect possible future financial problems 
in periods beyond those reflected in master budgets. 

e. An adequate strategic and long-range planning process will ensure that important 
information related to the physical, financial, and organizational structure of the organi
zation are available for the development of effective budgets. The development of a 
strategic or long-range plan is the first step towards identifying and documenting how 
management intends to accomplish the goals and objectives of the organization. Strate
gic and long-range plans, while broad in nature, set the foundation for more detailed 
budgeting and planning decisions. When evaluating the effectiveness of the contractor's 
strategic and long-range planning process, the auditor should consider whether these 
plans: 

(1) Cover all areas which impact the overall operation of the company. 
(2) Are documented in sufficient detail to enable assessment of the reasonable

ness of the underlying assumptions. 
(3) Are communicated to personnel responsible for preparing long-range plans and 

related budgets. 
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5-507.1 Scope of Planning Activities 

Strategic and long-range plans should cover all areas which have an impact on Gov
ernment contract pricing, costing, billing, or related reporting requirements. These areas 
may include such things as projected business volume, planned reorganizations, antici
pated plant expansions/retirements, etc. Contractor strategic and long-range plans 
should cover, at a minimum, the length of current and forecasted Government contract 
activity to ensure that sufficient information exists to prepare related contract reporting 
requirements (i.e., estimates at completion) and proposals for anticipated contract 
awards. 

5-507.2 Documentation of Plans 

Strategic and long-range plans should contain sufficient documentation for the auditor 
to assess the reasonableness of underlying assumptions and to facilitate the communica
tion of key information to personnel responsible for preparing related budgets. For exam
ple, contractor plans regarding future sales volume should contain sufficient detail and 
documentation to assess the reasonableness of the assumptions used to arrive at firm and 
projected Government and commercial business. While contractors are not expected to 
develop infallible estimates, they should be able to present evidence in support of the rea
sonableness of such estimates in cases where those estimates will impact the pricing, cost
ing, billing, or related reporting on Government contracts. 

5-507.3 Communication of Planning Information 

Key financial and related information contained in the strategic and long-range plans 
should be communicated to personnel responsible for preparing related budgets. While 
most contractors will not routinely release their strategic or long-range plans to the gen
eral work force, they should have in place a process for releasing key information to 
those individuals who are responsible for preparing budgets. This communication is 
essential to ensuring that budgeted amounts accurately reflect management's current 
business plans and forecasts. 

5-508 Budgeting and Planning Preparation 

Budgets are detailed and comprehensive plans for the immediate budget period, normally 
covering one year. They are developed through the coordinated planning of all functions and 
activities within an organization and consist of two major elements, the operating budget and 
the financial budget. The entire master budget is usually distributed only to executives and top-
level managers. Lower level managers usually receive only those sections for which they are 
responsible. 

a. Operating budget. An operating budget is a forecasted net income statement consisting 
of several sub-budgets (e.g. sales, cost of goods sold, direct and indirect expenses) and sum
marizing the individual budgets of each department or function within an organization. 

(1) Sales budget. The sales budget is the starting point for the entire master budget. 
From the sales budget, resource requirements are developed for work already under contract, 
new work expected during the budget period, administrative functions, and independent 
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research and development efforts. Required resources include total staffing needs, space, 
capital expenditures, utility requirements, direct and indirect material needs, employee fringe 
benefit costs, and others. 

(2) Program or production budgets. A program or production budget is part of the oper
ating budget. It is a summary type document used to project direct and indirect resource re
quirements needed to meet forecasted sales volume. It typically includes a series of sub-
budgets. These sub-budgets are generally for direct labor, direct material, other direct costs, and 
overhead. It may also include quantity and scheduling information on parts, major assemblies, 
and deliverable hardware. Once quantity requirements are defined, each of the various sub-
budgets is developed based upon those requirements. Program budgets are generally prepared 
for each accounting period by contract, program, or product line. The level of detail in a pro
gram budget varies, based on program size and contractual requirements. The estimated effort 
in the program budget should reconcile to similar data in the operating budget, and the overall 
management controls imposed by the operating budget also apply to individual program or 
contract costs. Automated systems used in the process should include controls which identify 
and report reconciliation errors. Some small tolerances may be built into the system; for exam
ple, insignificant dollar amounts or percentages. However, these should be clearly identified 
with controls in place to prevent changes without proper authorization. 

(3) Staffing budget. The staffing budget shows staffing requirements for both direct 
and indirect employees. 

b. Financial budget. The financial budget is a forecasted balance sheet consisting of sub-
budgets, typically the capital expenditure plan and cash flow projections. A capital budget 
shows total planned capital asset acquisitions, each designed to contribute to the productive 
facilities required to support planned volume. It formalizes capital expenditure funding and 
is typically approved by a special appropriations committee. (See 14-600.) 

c. Motivational budgeting. Some companies use a budgeting philosophy known as 
motivational budgeting whereby management establishes extremely tight goals and tar
gets as a means of motivating better performance and cost reductions. When such tech
niques are used, they are usually reflected in the budgets of lower level managers from 
whom resources expected to be available are held back. Sometimes these resources are 
ultimately distributed. On the other hand, top management may never intend to allocate 
these resources to the operating managers but instead use them as a control device 
against which to offset unfavorable variances. By using this technique, top management 
establishes different goals or levels of expected performance for selected segments of its 
organization. Accordingly, the auditor must determine that staffing level forecasts and 
supporting expense projections in operating level budgets reconcile with the higher lev
el master budget. If significant differences are found, the auditor should obtain an ex
planation, and assess the reasonableness of any management reserves. 

d. An adequate budgeting process will ensure that budgeted amounts reflect the rea
sonable cost of work to be performed. The preparation of effective budgets is an essen
tial part of any contractor cost control effort. It not only serves as a baseline for evaluat
ing performance but also helps identify areas requiring special attention. When 
evaluating the effectiveness of the contractor's budget preparation process, the auditor 
should consider whether controls are in place to ensure that budgets are: 

(1) prepared for appropriate time periods and in all areas which impact Government 
contracts; 

(2) prepared in a timely manner; 
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(3) consistent with strategic and long-range plans; 
(4) aggressive but attainable; 
(5) approved by an appropriate level of management; and 
(6) communicated to appropriate individuals within the organization. 

5-508.1 Scope of Budgets 

Budgets should be prepared for all major aspects of the contractor's operations which 
have an impact on Government contracts. The auditor should be alert for areas of the 
contractor's operations in which budgets are not prepared or prepared in insufficient detail 
to serve as a baseline for controlling costs. In addition, budgets should cover a sufficient 
period of time to allow for the effective management of the operations being budgeted. 
For example, budgets for overhead or general and administrative expenses typically cover 
a single operating period while program budgets or capital expenditure budgets may cover 
several years. The auditor must exercise considerable care in evaluating the scope of the 
contractor's budgeting activities and the effect that it has on other contract audit effort, 
particularly contract pricing. 

5-508.2 Timeliness of Budgets 

Budgets should be prepared and finalized early enough in the budget cycle to maxim
ize the amount of time individual managers have to meet the budget objectives. Failure to 
develop budgets early in the budget cycle can result in ineffective control over cost in
curred prior to implementation of the budget. This can often create additional pressure for 
managers to redirect costs in an effort to meet the budget objectives. The auditor should 
consider whether or not the contractor establishes a formal timetable for the budget prepa
ration process and controls the process to identified milestones. 

5-508.3 Consistency with Strategic and Long-Range Plans 

Budgeted amounts should reflect the goals and objectives contained in the contrac
tor's strategic and long-range plans. Since a major purpose of budgets is to help 
achieve the strategic and long-range goals of the company, it is important that those 
objectives be considered in the budget preparation process. For example, the auditor 
should consider whether: 

(1) strategic and long-range planning information is communicated to budgeting 
personnel at the beginning of the budget preparation process; 

(2) budget objective guidance is prepared and distributed by individuals who are 
familiar with strategic and long-range goals; and 

(3) budgets are reviewed for consistency with strategic and long-range objectives 
prior to final approval. 

5-508.4 Development of Budget Amounts 

Budgets that are not sufficiently aggressive may not maximize the contractor's oppor
tunity to achieve strategic or long-range objectives. Conversely, budgets that are too ag
gressive increase the risk that individual managers will misallocate resources in an attempt 
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to meet budgets, or not attempt to meet budgets they perceive as unattainable. For exam
ple, the auditor should consider whether: 

(1) guidelines are established for the use of scientific/technical studies (e.g., work 
measurement standards), historical performance, cost/benefit analysis, accepted eco
nomic indices, and/or other objective techniques; 

(2) budgets are coordinated with appropriate personnel, particularly individual 
managers responsible for performing within budgets, by soliciting their input, and ob
taining their concurrence before finalizing budgets; and 

(3) supporting data and rationale is required to be documented for use in the 
preparation of future budgets. 

5-508.5 Management Approval 

Final budgets should be reviewed and approved by an appropriate level of manage
ment. Formal requirements for management approval help ensure that management is 
aware of specific budgetary objectives, and evidence of management approval increases 
the authority of budgets by demonstrating management support for budgetary objec
tives. For example, the auditor should consider whether: 

(1) Budgetary documents require management approval. 
(2) The level of management approval for different budgets has been identified. 
(3) Managers are allowed sufficient time to effectively review budgets prior to ap

proval. 
(4) Documentation standards exist for management review, adjustments, and ap

proval to ensure that individual managers are aware of management's support for budget 
objectives. 

5-508.6 Communication of Budget Information 

Budget information should be distributed to individual managers responsible for meeting 
budgetary objectives and to personnel responsible for monitoring budget performance. For 
budgets to be effective, these individuals must have the specific information they need to 
perform their duties. For example, the auditor should consider whether budget formats are 
formalized to ensure that relevant information is distributed to the individual managers and 
monitoring personnel; and, a distribution list is maintained showing the appropriate budget 
formats and/or relevant budget information to be distributed to individual managers and 
monitoring personnel. 

5-509 Budget Performance and Measurement 

Actual performance should be periodically compared to budgeted amounts to allow for 
the prompt identification of variances and implementation of necessary corrective actions. 
Budgets are designed to serve as a baseline for comparing actual performance with estab
lished strategic or long-range goals. To effectively accomplish this, contractors should 
have a formal system for monitoring actual budget performance. A budgetary reporting 
system may provide adequate report, but the reports may not be analyzed and acted upon. 
Accordingly, in evaluating the effectiveness of the contractor's monitoring, the auditor 
should consider whether actual performance is periodically compared to budgeted 
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amounts and that variances are identified and reported; and, necessary corrective actions 
are identified and implemented in a timely manner. 

5-509.1 Comparison of Actual and Budgeted Amounts 

Periodic comparison of actual performance and budgeted amounts increases the like
lihood that budgetary objectives will be met by providing individual managers with the 
opportunity to take corrective actions to control potentially significant variances. To 
accomplish this, the contractor should have a formal system which identifies: 

(1) variance analysis reporting thresholds or other criteria to define what manage
ment considers to be a reportable variance 

(2) variance computation guidelines to help identify potentially significant vari
ances 

(3) standard variance report formats to facilitate monitoring of significant variances 
by providing consistency and comparability between reporting periods 

(4) formal variance analysis reporting periods 
(5) distribution of detailed variance analysis reports to individual managers subject to 

budgetary control 
(6) distribution of summary variance analysis reports to upper management so they 

can monitor budget performance in relation to strategic and long-range objectives to de
termine if revisions to strategic or long-range plans are needed. 

5-510 Budget Performance - Revisions 

Budget revisions, when necessary, should be controlled to ensure that they are justi
fied, documented, approved, and processed in a timely manner. While budget revisions are 
inevitable, contractors should have a formal system for submitting, reviewing and approv
ing requests for such revisions. Failure to establish such a system can result in excessive 
or unnecessary budget revisions and undermine the integrity of the entire budgeting pro
cess. In evaluating the effectiveness of the contractor's budget revision process, the auditor 
should consider whether procedures are in place to ensure that budget revisions are justi
fied and necessary budget revisions are made in a timely manner. 

5-510.1 Justification for Budget Revisions 

Requests for budget revisions should be carefully screened to ensure that a valid reason 
exists for adjusting the budgeted amounts. Failure to meet budget objectives should not be 
considered a valid reason for making adjustments. The contractor should establish a for
mal decision making process to review, document, and approve all requests for budget 
revisions. This process should include: 

(1) A formal management policy on budget revisions to ensure that corrective actions 
or other measures are attempted before revising budgets. 

(2) Criteria for evaluating requested revisions to ensure approvals are consistent 
with management policy. 

(3) Thresholds established to minimize requests for immaterial revisions. 
(4) Provisions for upper management to initiate budget revisions based on changes in 

strategic or long-range plans. 
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(5) Criteria for reviewing and approving requests for budget revisions that maintain 
the same level of control as those established for preparation of initial budgets. 

5-510.2 Timely Implementation of Budget Revisions 

Timely review and approval of budget revisions increases the likelihood that revised 
budgetary objectives will be met by maintaining the integrity (reasonable
ness/attainability) of the budget and by providing individual managers as much time as 
possible to achieve the revised objectives. For example, the auditor should consider 
whether: 

(1) corrective actions are monitored to identify when budget revisions may be neces
sary. 

(2) there is periodic communication between the budget department (or other or
ganizational element responsible for reviewing and approving budget revisions) and indi
vidual managers to identify the need for budget revisions as soon as possible. 

(3) standardized request formats and procedures are used to expedite processing 
of requests for budget revisions. 

5-511 Budgeting and Planning System - Information Technology System Internal 
Controls 

a. Where information technology (IT) is used in significant financial applications, con
trol activities are sometimes defined by classifying them into two types, IT general con
trols or IT application controls. Whether the control activities are classified by the auditor 
as general or applications controls, the objectives of control activities remain the same: 

(1) to provide reasonable, but not necessarily absolute, assurance that assets are 
safeguarded from unauthorized use or disposition, and 

(2) that financial and cost records are sufficiently reliable to permit the preparation 
of financial statements and cost representations. 

b. The auditor should audit the IT general controls and the Budgeting System applica
tion controls to determine if they have been designed according to management direction, 
GAAP, and applicable Government regulations and that internal controls are operating 
effectively to provide reliability of and security over the data processed. 

c. General controls are comprised of: 
(1) organization and operational controls, 
(2) systems development and documentation controls, 
(3) hardware and systems software controls, and 
(4) data and procedural controls. 

(See 5-400 for a more detailed explanation of general internal controls.) 
d. Budget System application control activities are applied to the input, processing, and 

output phases of this single IT application. In contrast, IT general controls affect all system 
applications and operational elements of all IT systems. Separate control activities are devel
oped for each unique application system, such as labor, compensation, and in this instance, 
budgeting. Although some application control activities affect only one or just a few control 
objectives, most of the control activities are designed to prevent or detect several types of 
errors in most or all phases of the application. (See 5-1400 for a more detailed explanation of 
application internal controls.) 
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5-512 Reporting Audit Results 

a. The auditor should follow the guidance in 5-110, 10-200 and 10-400 for reporting on 
compliance with laws and regulations and on internal controls relative to the contractor's 
accounting and management systems. 

b. Conduct an exit conference in accordance with 4-304. Include the contractor's reac
tions in the working papers and the report. 

c. If deficiencies have been disclosed and/or recommendations are presented in the 
report, schedule a follow-up audit to be performed within a reasonable period of time. 
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5-600 Section 6 --- Audit of Purchasing System Internal Controls 

5-601 Introduction 

a. Refer to 5-101 for the auditor's fundamental requirements for obtaining and docu
menting an understanding of a contractor's internal controls and assessing control risk. 

b. This section presents guidance for auditing a contractor's internal controls of both 
a manual and automated nature over purchasing and subcontracting. The guidelines 
relate to the assessment of control risk based on an audit of the contractor's policies, 
procedures, and internal controls. Guidance on audits of other components affecting 
incurred material cost is in 5-700. 

5-602 Background Information 

a. The purchasing and subcontracting function includes make or buy decisions, the 
selection of vendors, analysis of quoted prices, negotiation of prices with vendors, placing 
and administering of orders, and expediting delivery of materials. 

b. Purchasing systems vary among companies according to organizational size and 
structure, IT capabilities, accounting system, personal preferences of corporate officials, 
and other influences. In general, the critical control objectives a contractor's purchasing 
system should have include: 

(1) Internal audits or management audits, training, and policies and procedures for 
the purchasing department to ensure the integrity of the purchasing system. 

(2) Policies and procedures to assure purchase orders and subcontracts contain all 
flow down clauses, including terms and conditions required by the prime contract, as 
well as any clauses needed to carry out the requirements of the prime contract. 

(3) An organizational and administrative structure that ensures effective and effi
cient procurement of required quality materials and parts at the most economical cost 
from responsible/reliable sources. 

(4) Selection processes to ensure the most responsive and responsible sources for 
furnishing required quality parts and materials and to promote competitive sourcing 
among dependable suppliers so that purchases are reasonably priced and from sources 
that meet contractor quality requirements. 

(5) Price or cost analysis performed with every purchasing action. 
(6) Procedures to ensure that proper types of subcontracts are selected and that 

there are controls including oversight and surveillance of subcontracted effort. 

5-603 General Audit Policy 

a. Refer to 5-103 for DCAA's general audit policy for the evaluation of contractor ac
counting and management systems and related internal controls. 

b. The administrative contracting officer (ACO) is responsible for reviewing the con-
tractor's purchasing systems. FAR 44.302(a) says, among other criteria, that if a contrac
tor’s sales to the government (excluding competitively awarded FFP contracts, competi
tively awarded fixed price contracts with economic price adjustment, and sales of 
commercial items pursuant to FAR Part 12) are expected to exceed $25 million during the 
next 12 months, perform a review to determine if a CPSR is needed (generally – ACO can 
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raise or lower the $25 million in the best interests of the Government. FAR 44-302(b) says 
once an initial determination has been made, at least every three years the ACO shall de
termine whether a purchasing system review is necessary. If it is necessary, the cognizant 
contract administration office will perform the review of the purchasing system. In ac
cordance with DFARS 244.301, members of other organizations, such as audit or program 
management activities, should not conduct separate reviews of these contractors, but may 
participate in a review conducted for the ACO by the DCMA CPSR team. These organiza
tions may, if they suspect a problem, recommend that the ACO initiate a special review. 

c. DCAA's audit objective is the adequacy of the internal controls over the system and 
the contractor's monitoring of compliance with its controls. The DCMA CPSR team nor
mally covers many DCAA concerns regarding internal control objectives but not always 
all of them. The ACO, in consultation with the CPSR team leader, local management 
council, and PCO, conducts two sets of risk assessments. The first risk assessment will 
determine which contractors will require an on-site CPSR. Risk, as used in this context, 
means the Government’s financial, quality, and delivery exposure posed by contractor 
operations. Having decided that a review is necessary, the team leader, in conjunction with 
the customer (ACO, PCO, and other cognizant Government personnel), will conduct a 
second risk assessment to determine the depth and scope of the review to be made. In most 
cases, an initial review should constitute a complete appraisal of the contractor’s purchas
ing system. Later reviews may, if considered appropriate, constitute a complete appraisal 
of the contractor’s purchasing system or be limited to those areas that the customer and the 
team leader determine necessary for adequate system analysis. Therefore, it is extremely 
important that prior to commencing any audit of the contractor's purchasing system, the 
auditor coordinate with the contracting officer (see 5-1300 and FAR Part 44 for discussion 
of DCAA's participation on joint CPSR reviews). 

d. If a CPSR is planned, the DCAA auditor should be a member of the CPSR team and 
the scope of the review should be discussed. There should be mutual agreement in the 
planning stage on what additional audit steps will be necessary to address any DCAA con
cerns. During the CPSR, it is not the auditor's responsibility to review the quality of the 
CPSR team's work. However, the auditor should understand the scope of the work being 
performed in order to assess whether additional steps are required to satisfy any DCAA 
concerns. The auditor will make maximum use of the work performed and the conclusions 
reached during these reviews in establishing the extent of any separate coverage and audit 
tests to be undertaken in this area. 

e. At major contractor locations, DCAA will continue to share its annual program 
plans with the cognizant ACO, including the need for evaluations of purchasing system 
internal controls. When discussing the annual program plan with the ACO, FAOs should 
inquire whether a CPSR has recently been performed, and if DCMA has planned a CPSR 
at the contractor location during the period covered by the program plan. Where DCMA 
has planned a CPSR, but the scheduled CPSR does not coincide with DCAA’s cycle for 
evaluating purchasing system internal controls, the FAO should, to the extent possible, 
adjust its schedule to perform the internal control evaluation as part of a joint 
DCMA/DCAA CPSR. 

f. If a CPSR has not recently been performed, and if there is no CPSR scheduled 
within the normal DCAA cycle for accounting or management system audits (see 5
103), but the FAO believes a purchasing system internal control audit is required based 
on risk, the FAO should discuss those concerns with the cognizant ACO. 
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(1) Where the ACO agrees with DCAA concerns, the auditor should perform a 
purchasing system internal control audit (not CPSR) in accordance with guidance set forth 
in the following paragraphs. 

(2) Where agreement is not reached with the ACO, and the FAO believes that the 
Government is at risk, these concerns should be elevated to the regional office prior to any 
audit effort. The regional office should determine whether the FAO purchasing system 
internal control audit is warranted and coordinate with the local and District DCMA man
agement in gaining support for a joint DCMA/DCAA CPSR, or individual audit of inter
nal controls. If the regional office is unable to resolve the issue, the concerns should be 
elevated to DCAA Headquarters (Attn: PPD). FAOs should document their coordination 
with the ACO with respect to CPSRs and purchasing system internal control audits, and 
retain the documentation in their permanent files. 

(3) There may be instances where the FAO is aware of significant contract costing 
and administration risks that require immediate consideration and reporting. Based on 
audit judgment and the existence of significant risk (materiality and sensitivity) FAOs 
should follow the flash reporting procedures at 5-110c(2) and 5-111.4. The flash report 
should be followed-up in an appropriately-scoped purchasing system internal control au
dit, where ACO coordination is simultaneous, but where audit activity is not delayed. The 
need for expediency to protect the Government’s interest may thus require the FAO to 
readily elevate the significant issues through the flash reporting process, and not wait for 
the ACO to decide to incorporate our immediate concerns into a future CPSR. Under these 
circumstances, however, FAOs should continue to coordinate on the annual CPSR plan. 

g. In order to enhance coordination of the DCMA annual CPSR plan and the DCAA 
purchasing system internal control plan, DCMA has agreed to have its purchasing analysts 
provide their annual CPSR plan to the cognizant DCAA FAOs. (DCMA normally devel
ops its annual plans in the 3rd quarter of each Government fiscal year, which coincides 
with DCAA’s planning cycle.) This will facilitate the inclusion of effort to support DCMA 
CPSRs in the FAO program plan. If FAOs have instances where DCMA’s annual CPSR 
plans are not being shared, those instances should be elevated through regional channels 
for discussion with the DCMA District Office, and, if needed, to DCAA Headquarters 
(Attn: PPD) for coordination with DCMA Headquarters. 

h. To improve coordination and planning of CPSRs, DCMA has committed to meet 
with the cognizant DCAA office a month before the scheduled CPSR when appropriate, to 
discuss the scope of the CPSR. This meeting, which may occur in person or via telecon
ference, will provide the auditor an opportunity to share the DCAA audit program for pur
chasing system internal controls with the DCMA purchasing analyst, discuss other rele
vant audits the FAO has performed (e.g., evaluations of estimating system and material 
management and accounting system internal controls), and discuss any other concerns 
DCAA may have relative to the contractor’s purchasing system. This enhanced coordina
tion will facilitate the planning of a CPSR that will address the concerns of both organiza
tions, leverage the resources of both organizations, and preclude duplicative effort. FAOs 
should adequately document this coordination in the audit working papers. 

i. Purchasing system audits should also be considered at smaller contractor locations 
where there are indications of significant purchasing system problems. Such audits may be 
performed in conjunction with estimating system surveys (see 5-1200). 
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5-604 Audit Objectives 

a. The purpose of this audit is to evaluate the adequacy of and the contractor's compli
ance with the purchasing system's internal controls. Refer to 5-104 for DCAA's primary 
objectives for auditing the contractor's accounting and management systems. 

b. The primary objective in auditing a contractor's purchasing system is to obtain a 
sufficient understanding to plan related contract audit effort. This requires that the audi
tor assess the adequacy of the contractor's purchasing policies and procedures, whether 
they have been implemented, and if they are working effectively. 

5-605 Audit Scope - Purchasing Controls 

a. While the nature and extent of audit effort depends upon contractor size, amount of 
Government business, and audit risk (materiality and sensitivity), the audit scope should 
be consistent with the guidance in 5-105. 

b. The extent of audit effort should be influenced by: 
(1) reviews by other agencies (CPSRs); 
(2) the types of Government contracts and their materiality; 
(3) the adequacy of the contractor's policies, procedures, and internal structure on 

other major systems; 
(4) the results of prior reviews; 
(5) deficiencies noted in ongoing audits (audit leads); 
(6) the extent and results of contractor self assessment reviews; 
(7) the extent of automation; and 
(8) contract provisions. 

General information regarding these scope areas is provided in 3-204 and additional con
siderations specific to the purchasing system are discussed below. Working papers will 
include a risk assessment documenting the impact of the above eight areas on audit scope. 

c. The majority of non-labor expenses may flow through the accounts payable system. 
Therefore, the auditor should perform a risk assessment and based on materiality and sen
sitivity, consider performing an audit of the contractor’s accounts payable system internal 
controls as a subsystem of the purchasing system. If this audit is performed, consider steps 
set forth in 5-612. 

5-606 Compliance Audits, Training, and Policies and Procedures 

The contractor should have policies and procedures for monitoring its purchasing sys
tems, training its employees, and ensuring the integrity of the purchasing system. 

5-606.1 Compliance Audits 

Systems with weak or nonexistent internal control structures only increase the risk of 
cost mischarging or misallocation. The existence of strong self-controls increases the reli
ance that can be placed on the cost representations from that system. Therefore, the con
tractor should conduct regular internal compliance audits. These compliance audits should 
address the following areas: the adequacy of written procedures, employee knowledge and 
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compliance with policies and procedures, consistency with which the policies and proce
dures are applied and by whom, and timely follow-up action on deficiencies. 

a. Types of Audits. The contractor may perform internal compliance audits using audi
tors or nonauditors, rely on monitoring in the form of physical observation, rely on system 
audits or exception reports, request external audits, or use a combination of techniques. 

The contractor may have several functions performing the audits. The contractor may 
also have various performance criteria and reporting requirements to upper management 
which relate to the timeliness and effectiveness of the purchasing function. For example, 
excessive number of days to process requisitions, work stoppages resulting from delays in 
receiving material, how many orders are issued per day per buyer, etc. 

b. Adequacy of Procedures. Whatever the form of the audits, there should be proce
dures which identify the intervals of performance of the reviews, the personnel responsible 
for performance of the review, the areas to be covered during the reviews, documentary 
evidence that the review has been performed, and the requirements for follow-up action. 
The procedures should address coverage of the following areas: review of the adequacy 
and consistency of application of the written procedures by buyers, IT interface with the 
purchasing system, employee knowledge and compliance with these written procedures, 
and responsiveness to required corrective actions. Policies and procedures should assure 
that purchasing personnel are complying with applicable public laws and implementing 
Government regulations, (e.g. Truth in Negotiations). 

c. Adequacy of Reviews. The adequacy of the reviews should be assessed in accord
ance with the criteria in 4-1000. The reviews should be performed in accordance with 
written procedures and by personnel possessing a level of competence, independence, and 
objectivity required of a reviewer. The scope and depth of audit should be consistent with 
the contractor's risk assessment level and sufficient to identify outdated written proce
dures, inconsistent application of the procedures, lack of employee knowledge or compli
ance with the written procedures, the adequacy of the contractor's ethics program, and 
untimely follow-up actions. 

d. Policies and procedures should support a system that provides for tracking responses 
to and resolution of required corrective actions in a timely manner. The auditor should 
determine whether the corrective actions are: 

(1) communicated to the management level responsible for action, 
(2) monitored for timely resolution, and 
(3) documented and verified. 

5-606.2 Training 

Training of Employees. A well trained staff results in current, accurate, effective, and 
efficient purchases. Contractor personnel need to be specially trained in Government pur
chasing regulations, contract clauses, and contractor procedures. Additionally, purchasing 
department personnel should have sufficient supplier and technical knowledge to make it 
unnecessary to depend wholly on engineers and other technicians to dictate the source of 
supply or price. Therefore, the contractor should have standards for the qualification, 
training, and experience of its purchasing personnel. 

a. Types of Training. The contractor may require that personnel responsible for various 
types of procurement have special qualifications prior to their being hired. The contractor 
may provide opportunities for personnel to take outside educational courses or provide 
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internal courses. The contractor may also provide detailed on-the-job training and/or de
tailed desk procedures. 

b. Adequacy of Training Procedures. Procedures should identify the minimum required 
course topics, the frequency of the training, and the criteria for documentation of comple
tion. If specific procedures are not available, the auditor should have the contractor identi
fy its practice in the above areas for later verification with employees. The procedures 
should require the training program be updated to cover current Government rules and 
regulations and adjusted to comply with revisions to the contractor's system. These areas 
may be covered under more than one training class and some may be covered by memo
randums, bulletins, or pamphlets. 

c. Adequacy of Training Topics. Training programs may include: 
(1) an overview of the contractor's accounting system; 
(2) an overview of written purchasing policies and procedures; 
(3) purchasing file requirements and standard forms; 
(4) instructions on required contract clauses (such as those in 5-607); 
(5) ethics procedures (conflict of interest, gifts, gratuities and anti-kickbacks); 
(6) a description on the review and approval process; and 
(7) information on penalties associated with the statutes on false claims and false 

statements. 

5-606.3 Policies and Procedures 

Written policies and procedures that encompass the purchasing operation help ensure 
that; 

(1) delegated duties and responsibilities are formally documented and communi
cated to employees, 

(2) specific controls operate consistently from period to period, 
(3) established purchasing practices are consistent with management's goals and 

objectives, and 
(4) are based on authorized requirements. 

A formal written statement of policies and procedures rather than an informal one based 
on established customs of the organization should exist at all contractor locations with 
substantial Government business. When evaluating the contractor's policies and proce
dures, the auditor should consider whether they: 

a. Address all major duties and responsibilities in the purchasing system. They 
should be comprehensive and easily understood in order to minimize the risk of errors 
arising from causes such as misunderstood instructions, and mistakes in judgment. The 
auditor should be alert for aspects of the purchasing system process which are not cov
ered by policies and procedures. Additionally, the auditor should note any instances 
where actual practices are inconsistent with established policies and procedures. In 
these instances, the auditor should consider the underlying cause for these inconsisten
cies (e.g., failure to adequately communicate changes in established policies and proce
dures). 

b. Are approved by an appropriate level of management to signify the delegation of 
authority and to effectively convey management's commitment to adhering to estab
lished policies and procedures, and complying with FAR and other applicable regula
tions. The auditor should carefully assess the level of management approval to deter-
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mine if it is appropriate given the nature of the duties and responsibilities being as
signed. While not inherently indicative of poor policies and procedures, failure to in
volve an appropriate level of management in the approval process can result in a per
ceived lack of importance and ultimately a lack of compliance. 

c. Were communicated to those individuals within the organization who are responsi
ble for executing them. This communication involves not only making sure that appropri
ate employees are aware of established policies and procedures, but also providing the 
necessary training to ensure that they understand how to interpret and execute them. 

5-607 Purchasing System -- Contract Clause Flow Down 

The contractor should have policies and procedures to ensure that all applicable pur
chase orders and subcontracts contain all flow down clauses, including terms and condi
tions and any other clauses needed to carry out the requirements of the prime contract. 
Purchasing personnel must be aware of the distinction between general or standard con
tract provisions, and those which are special (used only when warranted). Manual or 
computerized forms may be used with desk procedures or help menus that explain the 
criteria used to designate which clauses are special. A legal specialist may assist the 
CPSR team in performing the clause review. 

5-608 Purchasing Management and Administration (Make or Buy) 

The contractor should organize and administer the purchasing department to ensure the 
effective and efficient procurement of required quality materials and parts at the most eco
nomical cost from responsible/reliable sources 
. 
5-608.1 Organizational Independence 

The purchasing department should have an organizational plan which establishes clear 
lines of authority and responsibility. Items to consider include: 

(1) The purchasing department is independent of other departments and is responsi
ble for procuring all materials, supplies, services, and equipment. 

(2) The receiving function is performed by personnel independent of the buying 
function (6-311). 

(3) All purchasing department personnel should understand their assigned re
sponsibilities, authority, and limitations. 

(4) There should be procedures delegating who has the authority to make commit
ments and to question quality and quantity of material requisitioned or received. 

5-608.2 Administrative Controls 

In addition to controls related to Source Selection (5-609), Pricing/Cost Analysis and 
Negotiation (5-610), and Subcontract Award and Administration (5-611), management 
should have the following controls in place over placement and administration of pur
chase orders: 
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a. Purchase orders are based on authorized requisitions (6-308). The requisitions 
should indicate the specific contract, project, department, or account (i.e., cost objec
tive) to which the materials or services will be charged. 

b. Effective numerical document controls or status registers are maintained to record 
the receipt of purchase requisitions and the actions taken to accomplish the purchase. 

c. The purchasing department notifies originators of purchase requisitions and other 
personnel concerned with the receipt of requisitions, the result of purchase actions, and 
other pertinent matters affecting the purchase. 

d. The purchasing department has adequate controls to prevent the unauthorized use of 
canceled or voided purchase requisitions. 

e. Purchase orders are prenumbered and all numbers are accounted for. 
f. Purchase orders are specific and complete as to nomenclature, specification, delivery 

dates, freight, discounts, price, and clauses of any type required by the terms of the prime 
contract. 

g. Copies of purchase orders are furnished when issued to the receiving and accounts 
payable functions and when appropriate to the expediting department. 

h. Procedures preclude issuing numerous purchase orders for small amounts. 
i. The purchasing department maintains specifications for all materials and services 

used by the contractor. 
j. Procedures require complete history files for items purchased frequently and for all 

major procurements. 
k. The contractor develops alternate sources when possible. 
l. The purchasing department maintains and uses, as a means of effecting economies, 

price history data and a current copy of a priced bill of materials to ensure that: 
(1) Material specifications recorded on the requisitions and purchase orders 

match the specifications on the bill of materials; 
(2) Possible economies for ordering required material, recognizing the total needs 

as reflected in the bill of materials and the stock level requirements, are considered (6
308); 

(3) Nonrecurring tooling/setup, and similar type charges are not paid twice; and 
(4) The price agreed to at the time of purchase is comparable to the price project

ed in the bill of materials, or that price increases (see 5-610) are fully explained. 
m. The contractor has written policies explaining what types of activity are prohibited 

by purchasing agents (e.g., acceptance of kickbacks). 

5-608.3 Purchasing File Data 

Purchasing and subcontracting files must be adequately documented so as to provide a 
complete and accurate history of purchase transactions to support the vendor selected and 
the price paid. If documentation is not available (i.e., certificate of current cost or pricing 
data), request an explanation. 

Case Files. The contractor should maintain a case file of all pertinent actions af
fecting each contract and subcontract. In evaluating the adequacy of purchasing files, 
determine whether the files include: 

a. Copies of the purchase order and requisition, invitations to bid (or requests for pro
posal), responses to solicitations, resulting subcontracts, and any subcontract changes. 

b. Bid tabulations that summarize and compare vendor quotations. 
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c. Vendor surveys of production and financial capabilities. 
d. Certificates for the rent/rent-free use of Government facilities. 
e. As applicable, price and cost analysis to assess reasonableness of the proposed price. 

A certificate of Current Cost or Pricing Data (FAR 15.406-2) when required in FAR 
52.215-12. 

f. Evidence of evaluation and actions taken by the contractor to ensure: 
(1) that the subcontractor has complied with the requirements to submit accurate, 

complete, and current certified cost or pricing data as required by FAR 52.215-12; and 
(2) that where prices are based on "adequate price competition" or "catalog or 

market prices," these terms are verified to have meaning as defined by FAR 15.403-1. 
g. Records of any negotiations conducted, including justification for the selection of 

the successful bidder, basis for selection of contract type, and evidence that the contrac
tor used the results of its examination of the subcontractor's proposal in the negotiations. 

h. Copies of technical data. 
i. Price redetermination or termination data. 
j. Correspondence between the purchasing department and the bidders. 
k. Evidence of Small and Disadvantaged Business enterprise considerations. 
l. Information concerning the use of special terms and conditions and approval 

thereof. 
m. Written approvals or determinations of the contractor's reviewing authorities. 
n. Administrative Contracting Officer approval of purchase orders when required. 

5-608.4 Make or Buy Program 

a. The contractor should have make or buy policies and procedures. The contractor's 
make or buy decisions determine which components, assemblies, subassemblies, or 
parts are to be manufactured and which are to be purchased. The contractor's decision to 
manufacture in lieu of purchase may be in the best interests of the company, but not in 
the best interests of the Government. When a contractor decides to manufacture a part 
or component not normally within its experience or production capabilities or which had 
been purchased in the past, the basis for that decision and the resulting cost impact 
should be reviewed. For example, the contractor may desire to gain experience in a par
ticular manufacturing or fabricating process. Another consideration which may influ
ence a contractor's make or buy decisions involves the extent of available idle facilities. 
FAR 15.407-2 requires contractors to develop make or buy programs for certain con
tracts based on a dollar threshold. 

b. As a minimum, consider internal controls related to the following when evaluating 
make or buy policies and procedures: 

(1) Determine whether the contractor has a formal make or buy committee, or
ganization, or function. 

(2) If a function has been established, ascertain the basis for assigning personnel 
to the function. Usually, the function is composed of representatives from various de
partments, including purchasing. 

(3) Evaluate the contractor's established make or buy policies and procedures for 
propriety and acceptability. If the contractor deviates from the established policies and 
procedures for individual actions, evaluate the basis for deviation. 

DCAA Contract Audit Manual 



577 January 25, 2016 
5-609 

(4) Evaluate the basis for specific make or buy decisions to determine whether 
the contractor's policies and procedures are reasonable and effectively implemented. 

(5) Determine whether procedures are in effect which provide for the prompt 
notification to the contracting officer of changes in make or buy decisions. 

(6) The guidance in 14-600 for capital investments is equally applicable in the 
evaluation of make or buy determinations. 

5-608.5 System Reporting 

There should be a system of reports and controls that reflects performance and pro
vides the means through which the purchasing organization reports its performance to 
company management. For example, the contractor may have a status report reflecting the 
number of days to furnish supplier quotes and negotiated price data for use in proposal 
preparation, aging of requisitions, number of purchase orders issued per buyer, on time 
deliveries, etc. 

5-609 Purchasing Source Selections 

There should be procedures to provide for the selection of the most responsible and 
reliable sources for furnishing required quality parts and materials. These procedures 
should also promote competitive sourcing among dependable suppliers in order to obtain 
the most reasonable prices from sources that meet contractor quality requirements. 

5-609.1 Competitive Sourcing 

In order to ensure acquisition of the least expensive material consistent with contract 
specifications, the contractor's procedures should provide for bid solicitations from a suf
ficient number of prospective sources to promote effective competition commensurate 
with the nature and dollar value of the purchase action. In accordance with FAR 52.244
5(a), the contractor should use competition to the maximum extent practical. 

a. Management should promote competitive sourcing by: 
(1) requiring regular reports on competitive buying which in addition to identify

ing the number of competitive bids would also identify suspect situations where the 
lowest bidder may always be the same and always slightly under the next lowest; 

(2) providing historical part number and vendor data bases; and 
(3) performing marketing surveys to determine alternative sources. 

b. Bidders Lists. The purchasing department should maintain bidders lists or other ap
propriate reference files of potential vendors who may be solicited for the various items of 
supply and service required for company operations. These lists aid in locating supply 
sources and in soliciting competitive bids. The contractor's files should reflect the finan
cial responsibility, technical capability, and history of past performance of suppliers, par
ticularly those from which the contractor has purchased items on a noncompetitive basis. 
An evaluation of this area should determine if bidders lists are maintained on a current 
basis to ensure maximum usefulness. 

c. Purchasing Bid Procedures. The auditor's review of purchasing procedures should 
determine whether: 
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(1) Bid solicitation procedures provide that: 
(a) all quotations for major procurements are in writing; 
(b) each prospective supplier is furnished complete sets of specifications for the 

item or service to be procured, and sufficient lead time is allowed for the preparation of 
the proposal; 

(c) the purchasing office establishes case files reflecting a ready record of all 
actions; and 

(d) all Government directives are reviewed for special considerations concern
ing small business and labor surplus areas. 

(2) Procedures provide for sufficient justification for awarding intracompany pur
chases or work orders. Files are reviewed independently within the company for any evi
dence of "bid-matching" on orders issued to affiliates, subsidiaries, or other divisions. In 
"bid-matching" the buyer waits until outside bidders respond and then informs the "inside" 
company of the low bid (see 6-313). 

(3) Procedures provide for justification when the low bidder is not selected. 
(4) Procedures ensure that debarred or suspended contractors are excluded from 

receiving contracts, unless the acquiring agency's head or a designee determines that there 
is a compelling reason for such action, as explained in FAR 9.405-2, 9.406-1(c), and 
9.407-1(d). An important criterion in determining the propriety and allowability of pay
ments for material purchases or subcontracts is the "consent" requirement of specific con
tracts. FAR 52.244-2 and 52.244.4 are the pertinent solicitation provisions and contract 
clauses which, if included in a contract, delineate the "consent" requirements by types and 
categories of contracts. If by the terms of the contract, prior consent is required of the 
ACO in subcontracting/purchasing, the ACO is prohibited from consenting to award to a 
debarred contractor. "Consent" here means to consent to contract with a particular entity 
or person; not consent to make a purchase. If prior consent is not required or if it is re
quired for approval to make purchases only, a prime contractor is free to solicit from any 
sources available, including debarred, suspended, or ineligible contractors. 

5-609.2 Vendor Performance Evaluation 

The contractor should use a vendor evaluation system when selecting sources. The 
system should provide for the review of price, quality, delivery, technical capabilities, 
financial capabilities, and service. The contractor should document vendor evaluations on 
each buy or have a vendor rating system. If the contractor has a rating system, the system 
should allow for consistency of comparisons among competing subcontractors, protect 
rating information, provide documentation for each element rated, allow opportunity for 
new subcontractors to compete, provide for evaluation by functional areas and be kept 
current and accurate. 

5-609.3 Sole/Single Source 

Contractor policies should view each single or sole-source purchase as an exception. 
The policies and procedures should require justification, cost/price analysis, if applicable, 
and approval by a responsible company official. Factors to be considered when evaluating 
purchases involving noncompetitive items, which could affect the evaluation of the pur
chasing procedures, are whether 
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(1) the vendor was designated by the contracting officer who awarded the prime 
contract and 

(2) the purchase, if made from a sole source supplier, was approved by a re
sponsible company official. 

5-610 Pricing/Cost Analysis and Negotiated Purchases 

The contractor ensures that some form of price or cost analysis is performed in connec
tion with every purchasing action. 

5-610.1 Cost/Price Analysis and Technical Evaluation 

a. The contractor should perform cost/price analysis and technical evaluation of its 
subcontractor's and supplier's proposals/quotations. The scope and conclusions of the 
analysis should be documented and included in the purchase order file. The contractor 
should obtain a certificate of current cost and pricing data when applicable. 

b. Buyers should document the purchase order file to explain price increases (over previ
ous buys or over bill of material estimates) and lack of decreases in price when circumstanc
es indicate that the price should be lower (when quantity is increased over a previous buy or 
vendor quote, or when learning or other factors indicate lesser costs than in a previous buy). 

5-610.2 Negotiation 

The auditor's review of purchasing procedures should determine whether: 
a. Buyers are required to negotiate separate price breakdowns for significant elements 

of the purchase (such as for facilities, tooling, engineering, setup, testing, and special 
packaging) to allow separate cost control of these significant elements. 

b. Prices are established at the time the order is placed for goods manufactured to or
der, rather than on an "advise price" basis. 

c. Procedures require sufficient evidence of negotiation when it is necessary to estab
lish a reasonable price because the item is nonstandard or an insufficient number of bids 
have been received. 

d. Awards have been made to other than the low bidder on the basis of delivery. If so, 
the purchase order should provide for a downward price adjustment if delivery schedules 
are not met. 

e. The contractor's procedures provide for the timely implementation of repricing 
clauses included in subcontracts or purchase orders. The contractor's repricing procedures 
should require that the: 

(1) revised contract prices are negotiated or arrived at as provided by contractual 
requirements; 

(2) certified cost or pricing data which was used as the basis for repricing is current, 
accurate, and complete; and 

(3) results of the repricing action are in the best interests of the Government. 
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5-610.3 Purchase Discounts, Quantity and Payment 

The contractor is responsible for having a system in place for seeking and taking ad
vantage of cash discounts, trade discounts, quantity discounts, rebates, and freight allow
ances. The contractor should combine requirements where appropriate. Usually this is part 
of the requirements system (6-308) at larger contractors. Additionally, contractors may 
have a corporate purchasing system to provide volume discount advantages for the whole 
company. The contractor should have a methodology for handling high volume, low value 
orders, such as subcontracting with distributors, competing long term blanket orders (FAR 
13.2) or opened ended subcontracts. 

5-611 Subcontract Award and Administration 

The contractor ensures the proper types of contracts are selected and that there are con
trols including oversight and surveillance of subcontracted effort. 

5-611.1 Types of Contracts 

a. The contractor should have policies and procedures in place for determining the 
types of subcontracts to be awarded and under what circumstances they are to be awarded. 
FAR 16.1 can be used as a guideline when evaluating the contractor's policies and proce
dures. 

b. Unallowable Procurement. Determine whether the contractor's procedures prohibit 
the issuance of cost-plus-a-percentage-of-cost subcontracts (FAR 44.203(b)(2). Under this 
type of procurement, the subcontractor would receive payment for, and the prime contrac
tor would pass on to the Government as cost of its contract, the costs incurred in perform
ing the contract, plus a specified percentage of such costs as a profit or fee. Thus, the fee 
would increase in direct proportion to any increase in cost. 

5-611.2 Subcontract Surveillance 

Administration of Subcontracts. Advantages gained by prudent and capable efforts in 
planning and negotiating subcontracts can be dissipated through the failure of upper-tier 
contractors to administer subcontracts properly. Upper-tier contractors must be aware of 
the progress of the subcontracts to ensure timely delivery of an acceptable product. When 
the subcontract is other than firm-fixed-price, the upper-tier contractor must also maintain 
surveillance over subcontract costs to keep current with the financial aspects of the upper-
tier contract. The cognizant auditor should review and evaluate the upper-tier contractor's 
policies and practices pertaining to the administrative and technical controls exercised 
over delivery schedules, change orders, modification notices, and overall costs. The con
tractor should have a policy and procedures for alerting the Government on award of all 
auditable subcontracts (those requiring interim and final audits) and a method for notifying 
the Government of potential significant sub contract problems that may impact delivery, 
quality, or price. 

a. In evaluating the upper-tier contractor's procedures for controlling delivery sched
ules, determine whether: 

(1) some form of register or control is maintained to "flag" delivery due dates; 
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(2) procedures are in effect to expedite delivery of subcontract material, particularly 
when it is apparent that the supplier will not meet the established delivery date, or is in 
fact delinquent; and 

(3) corrective action is taken when the supplier is delinquent in delivery schedules 
including, where appropriate, adjustment of the purchase price. 

b. In evaluating the upper-tier contractor's procedures for controlling change orders and 
modification notices, determine: 

(1) if the upper-tier contractor evaluates the delivery schedules when engineering 
changes have been introduced; 

(2) the timeliness of notification from the upper-tier contractor to subcontractors 
when modifications are introduced into production; and 

(3) the adequacy of the action taken by upper-tier contractors when change orders 
or modification notices affect cost. 

c. The evaluation of the upper-tier contractor's procedures relative to cost controls 
should be directed to the: 

(1) production and financial controls, with emphasis on those controls which ensure 
that physical progress of production is commensurate with reimbursement; 

(2) timeliness and adequacy of the repricing action when production is performed 
under redeterminable subcontracts (including a determination of the timeliness of recover
ies resulting from downward repricing actions); 

(3) propriety of the costs generated by the subcontractor, particularly when the up
per-tier contractor is also a subcontractor to the same or a lower-tier subcontractor; and, 

(4) audit of progress payments (refer to 5-1107.7 billing system audit of subcon
tractor progress payments). 

d. In evaluating the upper-tier contractor's procedures for adequate documentation, 
determine whether contractor representatives are required to prepare trip reports covering 
each visit to a subcontractor. Procedures should require timely reporting of significant and 
relevant issues including additional funding actions and status of physical progress in rela
tion to costs incurred. Subcontractor financial reports should be adequately supported by 
trip report documentation. 

e. Subcontract Changes. Procedures should be in place to document and justify the 
reasons for subcontract changes which affect cost or price. The Government is at risk 
when the cost of the subcontract, before the change, has exceeded or is expected to exceed 
original estimates. Lack of adequate procedures could result in changes which have been 
overpriced to avoid an overall loss or to provide total profit or fee in accordance with orig
inal contract estimates. 

f. Audit of Subcontracts. Timely consideration of redeterminable, incentive, and cost-
type subcontracts is essential to the audit of upper-tier contracts. The Government's interest 
in these types of subcontracts is similar to its interests in costs of variable-price prime con
tracts when the subcontract awards are made in a chain unbroken by a firm-fixed-price sub
contract. When the upper-tier contractor proposes to audit records of a subcontractor, evalu
ate: 

(1) the procedures which address the extent of coordination between the contrac
tor's purchasing and audit function; 

(2) criteria established by the contractor for waiving audits; 
(3) established procedures for ensuring that the Government is notified when access 

to subcontractor records is denied the upper-tier contractor (6-800); 

DCAA Contract Audit Manual 



582 January 25, 2016 
5-612 

(4) independence and qualifications of the contractor's auditors; and 
(5) adequacy of their audit programs and working papers (see also 4-1000). Proce

dures should ensure that adequate controls are maintained for early identification of au
ditable subcontracts (see 6-802). 

5-612 Purchasing System - Information Technology System Internal Controls 

a. Where information technology (IT) is used in significant financial applications, con
trol activities are sometimes defined by classifying them into two types, IT general con
trols and IT application controls. Whether the control activities are classified by the audi
tor as general or applications controls, the objectives of control activities remain the same: 
to provide reasonable, but not necessarily absolute, assurance that assets are safeguarded 
from unauthorized use or disposition and that financial and cost records are reliable to 
permit the preparation of financial statements and cost representations. 

b. The auditor should review the IT general controls and the Purchasing System appli
cation controls to determine if they have been designed according to management direc
tion, GAAP, and applicable Government regulations and that internal controls are operat
ing effectively to provide reliability of and security over the data processed. 

c. General controls are composed of: 
(1) organization and operation controls, 
(2) systems development and documentation controls, 
(3) hardware and systems software controls, and 
(4) data and procedural controls. (See 5-400 for a more detailed explanation of gen

eral internal controls.) 
d. Purchasing system application control activities are applied to the input, processing, 

and output phases of this single IT application. In contrast, IT general controls affect all 
system applications and operational elements of all IT systems. Separate control activities 
are developed for each unique application system, such as labor distribution, inventory 
control, and in this instance, purchasing. Although some application control activities af
fect only one or just a few control objectives, most of the control activities are designed to 
prevent or detect several types of errors in most or all phases of the application. (See 5
1400 for a more detailed explanation of application internal controls.) 

5-613 Internal Control Reporting 

The auditor should follow the guidance in 5-110, 10-200 and 10-400 for reporting on 
compliance with laws and regulations and on internal controls relative to the contractor's 
accounting and management systems. 
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5-700 Section 7 --- Audit of Material Management and Accounting System Internal 
Controls -- Standards 1 Through 10 

5-701 Introduction 

a. Refer to 5-101 for the auditor's fundamental requirements for obtaining and document
ing an understanding of a contractor's internal controls and assessing control risk. 

b. This section provides audit guidance for evaluating the contractor's internal controls 
for material accounting (5-100) and compliance with DFARS 252.242-7004, Contractor 
Material Management and Accounting Systems (MMAS). If a contractor does not have con
tracts that include DFARS 252.242-7004, this audit guidance can be used to determine if the 
contractor's MMAS meets CAS and FAR requirements. 

5-702 Background Information 

MMAS can range from highly automated to manual systems. The requirements of 
DFARS 242.72 apply equally to automated or manual systems. MMAS are normally com
prised of a material requirements planning (MRP) system and material accounting systems. 
For background information, MRP systems are briefly discussed, as follows: 

a. Many contractors have an automated system for determining requirements. A material 
requirements planning (MRP) system is a system for identifying requirements, initiating 
procurement, and maintaining current and future materials necessary to support production 
operations. Hence, MRP is a method of inventory control, not inventory costing. However, 
an MRP system does initiate inventory transactions and provides information used for cost
ing those transactions. It takes into account the specific timing of material requirements, with 
the objective of minimizing inventory investment consistent with meeting a given production 
plan. An effective MRP system will result in having the optimum amount of material availa
ble for planned production. Consequently, a contractor's investment in inventories is mini
mized. 

b. MRP system configurations can vary depending upon needs. However, the following 
features are common to all designs: 

(1) Highly Automated Systems. Extensive use of information technology (IT) enables 
MRP systems to react instantly to changed conditions. 

(2) Balance of Requirements (often referred to as RQ) and Replenishments (often re
ferred to as RP). MRP systems maintain a balance between all the requirements for a part 
and all the replenishments for the part. Replenishments generate the need for procurement 
actions or releases to production for the needed parts. The replenishments can be in various 
stages of completion or can be available from stock. A requirement may be a record for a 
deliverable item (independent RQ) or a record for a requirement to be consumed in a next 
assembly (dependent RQ). Key data ingredients in each requirement record are the required 
quantity, need or schedule date, and requirement origin (i.e., contract spare item, shipping 
date). 

(3) Netting Process. The netting process involves comparing requirements with re
plenishments to determine the need for parts. It begins with the total bill of material for the 
requirement for each specific part being netted. If the requirement is for an assembly, each 
part incorporated into the assembly must be separately netted. The system nets requirements 
against the replenishments for that part. The most basic form of the netting formula is: 
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STATUS OF A PART = Replenishments less Requirements 
 If status is zero, replenishment and requirements are in balance. 
 If status is negative, then replenishments are needed. 
 If status is positive, then excess replenishments (parts) exist. 

(4) Dynamic Rescheduling. Dynamic rescheduling of all items in the production 
process can result from a timing change or an introduction or deletion of items in the 
production process. Depending on location, the rescheduling may be automatic or may 
require a manual "go/no go" decision. Changes in schedule may result in different num
bers of requirements, replenishments, or both. The timing difference will change the 
status of the netting formula. 

5-702.1 DFARS 242.72 

a. In December 2000, the Director, Defense Procurement, Acquisition Policy, and Stra
tegic Sourcing issued a final rule revising DFARS 242.72 and the related material man
agement and accounting system (MMAS) contract clause (DFARS 252.242-7004). The 
revised rule was effective on and applicable to contracts awarded on or after December 13, 
2000. Subsequently, the DPAPSS, in a policy memorandum dated August 3, 2001, di
rected contracting officers to retroactively apply the revised rule to the maximum extent 
possible to contracts awarded prior to December 13, 2000. The revised DFARS rule spe
cifically eliminated the requirement for the contractor to demonstrate compliance with 
MMAS policies, procedures and operating instructions. In lieu of the demonstration re
quirement, the contractor is required to accurately describe its MMAS policies, procedures 
and practices and provide sufficient detail for the Government to reasonably make an in
formed judgment regarding the adequacy of the MMAS. Contractors are also required to 
provide the Government, upon request, the results of internal reviews conducted to ensure 
compliance with established MMAS policies, procedures and operating instructions. Ac
cordingly, the Government continues to have the same access to contractor records it had 
prior to the issuance of the final rule. DFARS 242.72 and the related MMAS contract 
clause (DFARS 252.242-7004) continue to prescribe policies, procedures, and standards 
for use in the evaluation of a contractor's MMAS. DFARS requires applicable contractors 
to assess their MMAS and take reasonable action to comply with MMAS standards. Con
sidering applicability requirements, some contractors may also be required to disclose 
their compliance with MMAS standards. The cognizant auditor should advise and assist 
the ACO in evaluating both the contractor's MMAS and the contractor's correction of any 
deficiencies. “Contractor” means a business unit as defined in section 31.001 of the FAR. 

b. DFARS 242.72 ordinarily requires the contractor to conform to MMAS standards on 
all prime contracts that 

 exceed the simplified acquisition threshold and 
 are cost–reimbursement contracts or fixed-price contracts that provide for progress 

payments based on costs. 
Contracts awarded to small businesses, educational institutions, or nonprofit organizations 
are exempted. Additional requirements are as follows: 

(1) The Government may review any large business contractor’s MMAS when the 
contractor has received qualifying sales of DoD prime contracts or subcontracts totaling 
$40 million or more in its preceding fiscal year and the ACO, with advice from the audi-
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tor, determines that an MMAS review is needed based on a risk assessment of the contrac
tor’s past experience and current vulnerability. Qualifying sales are sales for which certi
fied cost or pricing data were required under 10 U.S.C. 2306a, as implemented in FAR 
15.403, or that are contracts priced on other than a firm-fixed-priced or fixed price with 
economic price adjustment basis. 

(2) The cognizant contract administration office and the auditor must jointly estab
lish and manage programs for evaluating the MMAS systems of contractors and must an
nually establish a schedule of contractors to be reviewed. The MMAS reviews must be a 
team effort. The auditor participates as a team member or serves as team leader and is 
required to issue an audit report to be incorporated into the team MMAS report. The 
MMAS review must be tailored to take full advantage of the day-to-day work done by the 
contract administration office and the auditor. 

c. DoD policy stipulates that all contractors must have an MMAS that reasonably fore
casts material requirements, assures proper charging and allocation of purchased and fab
ricated material (based on valid time-phased requirements), and maintains a consistent, 
equitable, and unbiased logic for costing of material transactions. The MMAS contract 
clause (DFARS 252.242-7004(e)) specifies that MMAS must have adequate internal ac
counting and administrative controls to assure system and data integrity and must comply 
with ten specific MMAS standards. 

d. For contractors required to disclose and maintain compliance of their MMAS, 
DFARS 252.242-7004(c) provides system disclosure and maintenance requirements. 

(1) MMAS disclosure is adequate when the contractor has provided the cognizant 
ACO documentation which accurately describes MMAS policies, procedures, and prac
tices in sufficient detail for the Government to reasonably make an informed judgment 
regarding the adequacy of the contractor's MMAS currently being used. The contractor 
is also required to provide the ACO, upon request, the results of internal reviews that it 
has conducted to ensure compliance with established MMAS policies, procedures and 
operating instructions. Anticipated changes to the existing system would be subject to 
future audits after implementation. Significant changes to the MMAS must be disclosed 
to the cognizant ACO at least 30 days prior to their implementation per DFARS 
252.242-7004(c)(3). 

(2) If the contractor receives a report from the ACO that identifies any deficiencies 
in its MMAS and the contractor agrees with the report findings and recommendations, the 
contractor shall, within 30 days (or such other time period as may be mutually agreed to 
by the ACO and the contractor), state its agreement in writing. After submitting its agree
ment in writing, the contractor has 60 days (or such other time period as may be mutually 
agreed to by the ACO and the contractor), to correct the deficiencies or submit a corrective 
action plan showing milestones and actions to eliminate the deficiencies. If the contractor 
disagrees with the report findings and recommendations, the contractor has 30 days (or 
such other time period as may be mutually agreed to by the ACO and the contractor), to 
state its rationale for each area of disagreement. 

(3) The ACO is required to evaluate the contractor’s response and notify the 
contractor in writing of the determination concerning any remaining deficiencies, 
adequacy of any proposed or completed corrective action plan; and the need for any 
new or revised corrective action plan. 

(4) If the ACO determines the MMAS deficiencies have a material impact on Gov
ernment contract costs, the ACO must reduce progress payments by an appropriate per-
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centage based on affected costs (in accordance with FAR 32.503-6) and/or disallow 
vouchered costs on vouchers (in accordance with FAR 42.803) until the ACO determines 
that the deficiencies are corrected or the amount of the impact is immaterial. 

5-703 General Audit Policy 

a. Refer to 5-103 for DCAA's general audit policy for the audit of contractor account
ing and management systems and related internal controls. 

b. It is DCAA's policy to assist the ACO in evaluating the contractor's MMAS. When 
appropriate, DCAA should provide the ACO with an assessment of the significance of 
contractor deficiencies and an estimate of the resulting adverse material impact to the 
Government. Also, DCAA should assist the ACO in evaluating the contractor's correction 
of deficiencies. 

c. DFARS 242.7203(c) requires that cognizant contract administration and audit activi
ties will jointly establish and manage programs for evaluating the MMAS of contractors 
subject to disclosure and maintenance requirements and will annually establish a schedule 
of contractors to be reviewed (see 5-702.1b). MMAS audits should be accomplished as a 
team effort with a team leader appointed by the ACO. These audits should be conducted 
where the ACO (in consultation with the auditor) determines that the Government is sub
ject to high risk. 

d. The guidance contained in the following paragraphs can be applied to contractors 
who are not subject to the disclosure and maintenance requirements. However, prior to 
initiating any such audit, the auditor should coordinate with the regional audit manager 
and cognizant ACO. 

5-704 Audit Objectives 

a. The purpose of the audit is to express an opinion on the adequacy of the contractor's 
MMAS internal controls and determine the cost impact, if any, resulting from any system 
noncompliance. 

Refer to 5-104 for DCAA's primary objectives for auditing the contractor's accounting 
and management systems. The MMAS standards are stated in DFARS 252.242-7004(e). 

b. The contractor is responsible for providing sufficient evidence that its policies, pro
cedures, operating instructions and related internal reviews ensure compliance with the 10 
MMAS standards outlined in the contract clause at DFARS 252.242-7004(e), specifically 
MMAS standard number 1. This standard requires the contractor to have an adequate sys
tem description including policies, procedures, and operating instructions that comply 
with the FAR and Defense FAR Supplement. Further, DFARS 242.7203(c)(2) requires the 
auditor take full advantage of the day to day work done by the contract administration 
office. Accordingly, the auditor should determine the level of reliance that can be placed 
on the work of others (4-1000). 

c. The auditor should scope the audit to meet the objective of determining compliance 
with MMAS standards. If the contractor refuses to provide sufficient documentation that 
its policies, procedures and operating instructions comply with the MMAS standards, the 
auditor (after a reasonable period of time) should notify the ACO for assistance in obtain
ing the required documentation. Actions which could be considered by the ACO would 
include reductions or suspension of progress payments under FAR 32.503-6, disallowing 
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vouchered costs under FAR 42.803, disapproval of the contractor's cost accounting system 
and/or cost estimating system, and/or recommendations concerning award of future con
tracts. The auditor should implement audit steps to identify the potential harm to the Gov
ernment as the basis for any recommended ACO withholding. The FAO and ACO must 
coordinate with the contractor as early as possible, preferably at the time of requirements 
planning. This early coordination should assure an understanding of Government expecta
tions, audit timing, and methods for system disclosure and maintenance. 

d. For contractors that do not have contracts containing DFARS 252.242-7004, MMAS 
audits will be conducted when material costs are significant and a vulnerability assessment 
projects the need. The objective of the audit is to determine whether the contractor's 
MMAS adequately conforms to CAS and FAR requirements as amplified by MMAS 
standards. In these circumstances, the auditor should conduct an audit to determine the 
degree of compliance with MMAS standards. For any noncompliance disclosed, the report 
will identify appropriate FAR/CAS citations and pertinent contract clauses. 

5-705 Scope of Audit 

a. While the nature and extent of audit effort depends upon contractor size, amount of 
Government business and audit risk (materiality and sensitivity), the scope should be con
sistent with the guidance in 5-105. DFARS 242.7203 states that reviews of the contractor's 
MMAS will be done as a contract administration office and contract audit team effort; 
therefore, the scope of audit must be coordinated closely with the ACO. The evaluation 
will be based on the disclosures provided by the contractor, transaction testing and other 
testing as necessary. 

(1) Where the contractor meets the criteria in DFARS 242.7203(a), the auditor 
should request that the contractor provide the results of any system testing which has been 
done (see 5-715). 

(2) In determining the scope of audit, the auditor should consider how much reli
ance can be placed on the contractor's transaction testing and disclosure of internal con
trols, and day to day work done by the contract administration office (see 4-1000). 

b. The auditor should also review completed audits related to MMAS, including, as a 
minimum: 

(1) Billing system audits 
(2) IT audits (general and application controls) of MMAS 
(3) Estimating system audits 
(4) MMAS operations audits 
(5) Material incurred cost audits 
(6) Defective pricing audits 
(7) Contractor purchasing system audits 

c. The auditor should coordinate with DCAA auditors at other contractor divi
sions/segments, the ACO, and the contractor. To ensure positions and interpretations are 
consistent, the auditor should contact the CAC, CHOA, or other segment auditors to 
determine similarities of systems among segments, deficiencies found at other divisions, 
and interpretations of compliance/noncompliance to specific standards. Coordinate the 
audit with the ACO to assure full understanding of the overall scope and areas of re
sponsibilities. Since the review deals primarily with financial and accounting issues, the 
ACO should be encouraged to assign DCAA as the team leader. Further, the auditor 
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should coordinate closely with other responsible Government representatives such as 
Government property specialists and engineering and other technical representatives. 
Team tasks must be clearly defined to take advantage of the available Government ex
pertise and mission requirements of all members. Most important, the team must make 
every effort to avoid duplication of effort. Early discussions with the contractor should 
be established to assure adequate disclosures in a reasonable period. Be sure that the 
contractor and ACO have a good understanding of what is expected in terms of the for
mat and timing of the disclosures and the expected level of detail (including sufficient 
evidence). 

5-705.1 Inadequate Disclosure and Maintenance 

a. DFARS 252.242-7004(c) requires contractors to have policies, procedures and oper
ating instructions that adequately describe their MMAS and to provide to the ACO, upon 
request, the results of internal reviews that have been conducted to ensure compliance with 
established MMAS policies, procedures and operating instructions. The DFARS also re
quires contractors to disclose to the ACO significant changes to their MMAS at least 30 days 
prior to implementation. Audit considerations related to each of the 10 MMAS standards are 
discussed in the following paragraphs. 

b. If the contractor does not adequately describe its MMAS or fails to provide the ACO 
with the results of internal reviews, and the auditor has identified potential harm relative to 
premature or excess billings, calculate any estimated harm to the Government and recom
mend that the ACO implement a withhold to protect the Government's financial interests. 
The following steps can be used to help determine the potential harm relative to premature or 
excess billings. 

(1) Review current inventory to identify materials that are in excess of known re
quirements by comparing the contractor's listing of contract requirements (parts lists, etc.) 
to the on hand inventory. 

(2) Review the material months on hand, e.g., date received to the date of usage, to 
determine if materials appear to be unreasonably time phased. 

(3) Review contractor inventory cycle count data if available or sample inventory to 
determine the level of record accuracy. 

(4) Sample material transfer activity to determine if transfers of costs or loan payback 
procedures resulted in noncompliance with MMAS Standard 7 and increased or duplicated 
costs to the Government. 

(5) Tailor other steps that would identify potential harm to the government based on 
leads or information available to the FAO. 

(6) Notify the ACO of the disclosure and maintenance problems and identify defi
ciencies found in the above steps. 

(7) Recommend that the ACO withhold the amount of the potential impact to the 
Government (the effect of the identified procedural and/or control deficiencies) identified 
through the above steps until the contractor adequately describes its MMAS and/or provide 
the requested results of internal reviews. See 5-717 for guidance on computing cost impacts. 
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5-706 System Description (MMAS Standard 1) 

MMAS Standard 1 (DFARS 252.242-7004(d)(1)). This standard requires the con
tractor to provide an adequate system description including policies, procedures, and 
operating instructions compliant with FAR and DFARS. While the contractor is re
quired to provide a broad range of documents, the auditor should focus attention on the 
adequacy of the policies, procedures, and operating instructions related to MMAS 
Standards 2 through 10. 

a. The contractor should establish and maintain descriptions of the major manual and 
automated systems that comprise the MMAS. These descriptions should cover all inte
grated component systems and include: 

(1) narrative descriptions of each of the component IT systems and the interac
tion with one another, 

(2) detailed flowcharts for each of the component IT systems, 
(3) identification and purpose of all MMAS related transactions, tables, sched

ules, files, and reports for each component IT system, 
(4) descriptions of available historical data files, retention periods, and storage 

format, and 
(5) identification of the programming languages used to implement, process, and 

query the system. 
b. The contractor should provide a written description of its MMAS in enough detail 

to allow the auditor to get a thorough understanding of how the MMAS operates. The 
contractor's write-up should include references to written policies, procedures, and op
erations manuals. Information should be provided for each process or function within 
the system as well as existing internal controls. 

c. The system write-up should identify the generation of material requirements, bills 
of material, and development of lead times. The contractor should provide information 
on how this information is used to purchase material. All data input (whether manual or 
automated) should be identified. This should include a description of how the material 
is: 

(1) ordered and tracked once a purchase order is issued; 
(2) tracked once it arrives at the contractor's warehouse or plant; 
(3) handled and accounted for in storage locations; 
(4) issued to a task; 
(5) billed to the Government; 
(6) accounted for when it is moved among tasks or inventories and incorporated 

into the end item; and 
(7) disposed of during contract performance and at contract completion. 

5-707 Material Requirements (MMAS Standard 2) 

MMAS Standard 2 (DFARS 252.242.7004(d)(2)). MMAS Standard 2 requires con
tractors to assure that purchased and fabricated material charged to contracts are based 
on "valid time-phased requirements." Costing practices are valid and time-phased when 
material is purchased and/or fabricated for a specific production plan and the cost is 
charged and billed within a reasonable time related to production process needs. 
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a. There is no standard number of days (months) that constitute adequate time phas
ing. Time phasing is the product of good material management and internal controls. 
Reasonable time phasing ensures all material management processes are justified and 
followed. In turn, material management processes should ensure that materials are re
ceived as close to manufacturing need dates as possible under existing circumstances. 

b. The auditor's primary goal is to determine that sufficient procedures and controls 
are established to assure contracts are charged based on valid time-phased requirements. 
The standard specifies accuracy goals as a validity measure to assure that the bill of 
material (BOM) or master production schedule (MPS) reflects the most accurate, com
plete, and current information. The auditor should review IT related policies and proce
dures that address the system's automated operations. Current flowcharts of the material 
time-phasing process and the processes used to determine BOM and MPS accuracies 
should be reviewed, analyzed, and a conclusion made regarding the adequacy of the 
automated process. Internal controls over access to component IT systems should be 
reviewed to determine that only users needing access to perform their duties are allowed 
onto the system (see 5-1406.1). Data entry sources and related material system transac
tions should be identified and their applicable security system authorization tables ex
amined to determine that transaction authorities (e.g., read, update, delete) are adequate
ly controlled (see 5-1406.2). 

c. Auditors must be alert for situations where the contractor's current systems are 
accurate (the BOM system is generating valid requirements and the MPS system is iden
tifying accurate material need dates) but contracts include invalid or unreasonably time-
phased materials. However, this should be the exception---an accurate system should 
generate valid time-phased material costs. Even though the current system is function
ing accurately, prior deficiencies or other circumstances may have allowed invalid or 
unreasonably time-phased materials to be charged to the contracts. This would be non
compliant with the objective of the standard if controls were not instituted to relieve the 
Government of the impact of this unallowable practice. 

d. The auditor should verify contractor use of the BOM and MPS as a basis for mate
rial costing and review measures of performance that assure charges or allocations are 
based on valid time-phased requirements. Standard 2 states that a 98 percent BOM ac
curacy and a 95 percent MPS accuracy (see 5-707.1d. and 5-707.2b. respectively, for 
discussions on the accuracy calculations) are desirable goals to assure that requirements 
are valid and time-phased. If the system accuracy is lower, the contractor must provide 
adequate evidence that there is no material harm to the Government and that the cost to 
meet the accuracy goals is excessive in relation to impact on the Government. Reviews 
of the BOM and MPS require close coordination with Government technical representa
tives. 

e. As the auditor evaluates contractor compliance with the 10 MMAS standards, observa
tions in other areas may provide indicators of problems with the MPS and BOM. A large 
number of material expediters, substantial excess inventory, and frequent inventory shortag
es can all be strong indicators that formal MPS and BOM systems are not providing accurate 
information or that established policies and procedures are not being followed. These cir
cumstances can also be indicators that the contractor is operating under an informal system 
and ignoring problems reported by formal MPS and BOM systems. This can lead to prob
lems with excess inventory and financing of material far in advance of need. 
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5-707.1 Bill of Material Accuracy 

a. Requirements are considered valid when material is purchased or fabricated to pro
vide quantities necessary to complete specific production units. The bill of material 
(BOM) identifies materials and quantities required to manufacture an item. An accurate 
BOM represents contractually required materials. By combining the requirements for the 
various assemblies, the contractor can determine total contract requirements. Comparing 
total requirements with material charges to the contract can identify the existence of costs 
that: 

(1) are not based on requirements 
(2) exceed contract requirements 
(3) represent requirements for which no costs have been incurred 

The purpose of BOM accuracy is to assure that the products are produced timely 
(without disruptions), efficiently, and with minimum waste. A 98 percent BOM accura
cy assures that the required parts (in quantity, units of measurement, and specification) 
are procured and available when needed for production. The 98 percent BOM accuracy 
will minimize manufacturing inefficiencies and delays, and thus assure a reasonable 
cost for the procured item. Inaccurate BOM can create shop delays, rework, scrap, ex
cess work-in-process, work-around, and obsolete inventories. Inaccurate part numbers 
or engineering change orders can result in incorrect procurement, shop delays due to the 
right parts not being available and obsolete inventories. Inaccurate quantities and units 
of measurement in BOM can result in either procuring too much or too little. Purchasing 
too much can result in excessive and obsolete inventory and increase waste and invento
ry carrying costs. Shortages will create work-around and significant inefficiencies in the 
manufacturing process. 

b. The contractor should have BOM policies and procedures addressing: 
(1) BOMs for assemblies and fabricated parts that generate requirements 
(2) the development of original material requirements and subsequent chang

es 
(3) approval authority for releasing and maintaining bills of material 
(4) material requirement adjustments for engineering changes 
(5) controls for converting engineering BOMs to manufacturing BOMs 
(6) materials used on an "as required" basis (no specified quantity require

ment) 
(7) substitute material to include controls that prevent requirements from being 

input for both primary and substitute materials 
(8) how and when bills of material records are maintained and purged 
(9) a reasonable basis for measuring the accuracy of the bill of material 

c. The contractor's system should provide for systematic testing of the bills of mate
rial for accuracy, appropriate corrective measures as warranted, and a record of the re
sults of such tests. 

d. The accuracy measurement is for the production (manufacturing and assembly) 
BOM because the BOM supports the manufacturing operation; from purchasing to as
sembly to shipping. The Standard 2 requires that the contractor provide assurance that 
the BOM (manufacturing and assembly) are 98 percent accurate. The techniques for 
calculating the accuracy percentage for BOM will vary from contractor to contractor. 
The technique used is dependent on BOM preparation methods and the production pro-
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cess. BOM accuracy indicates whether the BOM represents the actual material required to 
produce the product. Using traditional methods, material requirements on an "as-built" 
basis is the best measure of accuracy. The accuracy should be measured for the BOM 
that drives the production and purchasing function. These BOMs are the most appropri
ate for measuring because they reflect the most current, accurate, and complete pro
curement information. The contractor should have procedures and internal controls for 
ensuring accurate BOMs and a reasonable method for calculating BOM accuracy. An ex
ample of one formula follows: 

BOM Accuracy =
 
BOMs in Agreement
 

X 100  _ _ _ % 
Total BOMs Reviewed 

e. Each level of production (i.e., fabricated parts, subassemblies, assemblies, and line 
replaceable units) has BOMs that may be tested for accuracy. BOMs can be inaccurate at 
any level. In order for the auditor to assess BOM accuracy, selected BOMs must be com
pared to appropriate data (e.g., the latest version of part drawings) to ensure that 98 per
cent of the BOMs driving procurement are accurate. The ideal review (although not as 
practical to perform with a large BOM assembly) is to determine whether all the com
ponents that are necessary to complete a unit match the production BOM (in quantity, 
size, and units of measurement). This can be best achieved by disassembling individual 
units into components and comparing against production BOM. The other method 
would be for a manufacturing engineer to go over the BOM with the operators, line item 
by line item, and determine if any part was wrong, insufficient, or excess. Necessary 
adjustments for the actual calculation of the BOM accuracy must be made as circum
stances warrant. 

5-707.2 Master Production Schedule Accuracy 

a. The contractor should have a document(s) that represents the master production 
schedule (MPS). The MPS details what and how much material, labor, and capacity is 
required and when these resources are needed. The contractor should have MPS policies 
that address: 

(1) level of approval and identification of approving official 
(2) whether or not past due effort is allowed (past due effort is unplanned effort and 

should be rescheduled) 
(3) methods for evaluating reasonableness of capacity constraints 
(4) definition of planning horizon and identification of planning time increments. 
(5) techniques for systematic testing for accuracy and appropriate corrective measures, 

as warranted 
(6) procedures and identification of authorities for changing policies 
(7) methods for periodically verifying the reasonableness of lead and flow 

times 
(8) timely processing of changes 
(9) product changes being planned and implemented to minimize disruption to 

the master schedule, scrap, rework, and obsolete material 
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b. An accurate MPS and related policies and procedures should provide time phasing 
of production materials. The techniques for calculating the accuracy percentage for 
MPS will vary, depending on the method used to prepare the MPS and the nature of the 
production process. Although there are some common methods used for measuring 
MPS, no specific method is required. Each contractor should assess its own system and 
then identify the most appropriate method to provide evidence that the system generates 
realistic need dates for material. Traditional MPS accuracy measures consider historical 
performance by comparing end item deliveries accomplished versus end item deliveries 
planned for a given time period, determined as follows: 

PERFORMANCE = 
ACTUAL PRODUCTION
 

X 100 = ___%
 
PLANNED PRODUCTION
 

c. The accuracy measure must be supported by adequate evidence of the reliability of 
the schedules being measured. The contractor should provide documentation identifying 
the various lead times and process flows and show the justification for times used. This 
includes documentation showing that the data used in the MPS is consistent actual shop 
floor practice. The documentation should include all processes that contribute to timely 
scheduling of material receipts and end item completion at the point that the measure is 
taken. The contractor is expected to establish a reasonable basis for accuracy measure
ments, and a program for on-going measurement and improvement of accuracy levels to 
reach desired accuracy goals. 

d. Another example of a measure of MPS accuracy is: 

No. of End Items 
with Accurate Delivery 

Dates in Schedule 
X 100% = MPS Accuracy 

No. of Contractually
 
Deliverable End Items
 

In this example, the contractor will determine the universe of contractual end items and 
their applicable delivery dates. Once the universe is identified, a determination is made 
as to whether these contractual end items are included in the schedule and that the 
schedule reflects contractual due dates. When basing the measurement on prospective 
contractual end item delivery dates as shown in the above example, be aware that con
tracts may allow a "window" in which to deliver or allow early delivery of contractual 
end items. 

e. The auditor should ensure that these types of measures are not misleading. The 
critical points are the accuracy of the lead and process times used in the schedules being 
measured. Before these types of measures can be of value, the contractor must demon
strate the accuracy of the data within the schedules and its consistency with practice. 

f. The auditor should evaluate the reasonableness of whatever measure the contractor 
chooses to employ and render a judgment on whether that measurement appropriately depicts 
the schedule accuracy and assures that materials required in the manufacturing process will be 
reasonably time-phased to need in the manufacturing process. In addition, the contractor and 
auditor should evaluate the reasons for identified variances to determine the causes of inaccura
cies. 
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g. To assure that contract costing or billings are time-phased, the contractor should pro
vide an analysis of inventory turnover and/or "months-on-hand" of current inventory. The 
documentation will vary from contractor to contractor. The auditor should evaluate the rea
sonableness of whatever approach the contractor chooses to employ and render a judgment 
on whether or not the contractor has adequately justified materials carried for long periods of 
time. In addition, the contractor and auditor should evaluate the reasons for premature cost
ing or billings to determine the cause and any potential harm to the Government. 

5-707.3 Justification of Exceptions 

a. Even though the contractor's system achieves the desired BOM and MPS accuracy 
levels, it is possible for invalid or unreasonably time-phased material to get into contract 
costs and current billings. These situations can be caused by prior system deficiencies 
that have not been corrected, minimum buy requirements, or other circumstances. 
Therefore, it is important that the contractor have policies and procedures in place to 
identify when such situations may exist, investigate the causes, and take necessary cor
rective actions to ensure that the Government is not over billed. 

b. The contractor should have controls in place to identify situations where materi
als in excess of contract requirements or significantly before production need dates 
are charged to Government contracts. While these conditions are not necessarily un
reasonable, it is important that they be identified and investigated to ensure that the 
MMAS is continuing to operate effectively. In addition, the contractor should ensure 
that the Government is not billed for unreasonable material costs. 

c. For example, because of minimum buy and/or economic order quantity restrictions 
for some items of material, material quantities greater than valid time-phased require
ments may be purchased or fabricated and charged to a cost objective. In these instanc
es, the contractor should demonstrate that its method reduces overall costs of purchases 
and fabrication and that receipt and costing of the materials is done as close to the need 
date as possible to take advantage of available price reductions. Normally, the contrac
tor should not charge contracts for materials when a requirement does not exist. Howev
er, consideration must be given when minimum buy or other necessary circumstances 
are imposed on the contractor to buy greater quantities than immediately needed. 

5-708 System Monitoring (MMAS Standard 3) 

MMAS Standard 3 (DFARS 252.242-7004(d)(3). Standard 3 requires the contractor to 
provide a mechanism to identify, report, and resolve system control weaknesses and man
ual overrides. As with any system, sufficient internal controls should exist so any signifi
cant irregularity will be identified through normal system operation. The MMAS system 
should include policies and procedures that describe how and when operational exceptions 
are to be identified, reported, and resolved. Operational exceptions are irregular situations 
that result from system logic (analysis and correction of errors and irregularities) or sys
tem overrides. 

a. The standard specifically cites excess inventory as one area that needs control mech
anisms. The system should identify excess inventory as soon as known. MRP activity can 
mask any excess by constantly causing it to be moved because of new requirements or 
changed priorities. 
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b. Experience has shown that inappropriate costing can result from contractor use of ex
cess inventory on spares contracts. Excess parts are sometimes used on spares contracts at no 
cost (i.e., never transferring the cost or the replacement part), understating actual recorded 
contract costs on the gaining contract and overstating cost on the losing contract. Further, 
nondisclosure of such activity (i.e., proposing purchase or fabrication costs when the parts 
will be used at no cost) at spares contract price negotiation could result in defective pricing. 

c. While reporting mechanisms for excess/residual inventory are critical ones, they are 
not the only exceptions or problems the auditor should be concerned with. The auditor 
should look at the contractor's entire exception reporting system to verify the existence, 
and adequacy, of major controls in all areas that need to be identified. These areas include, 
but are not limited to: 

(1) unauthorized changes to BOMs, 
(2) materials charged to contracts in excess of requirements; 
(3) materials charged to contracts prior to its production need date (time-phasing); 
(4) monitoring of attrition, rework, scrap, and lost/found material; 
(5) transfers and loan/paybacks; and 
(6) manual overrides (i.e., material adjustments). 

d. The most common method used by contractors to facilitate the identification of sys
tem irregularities, or problems, is the "exception report." The auditor should obtain a list
ing of all exception reports and their usage. If there are a significant number of exception 
reports that are either no longer in existence or not currently used, this should be brought 
to management's attention. 

e. The contractor's policies and procedures should address the resolution of reported 
exceptions. To be fully compliant with the intent of this standard, the contractor should do 
whatever is necessary to prevent exceptions, where feasible, or at least minimize their 
recurrence. 

5-709 Audit Trail (MMAS Standard 4) 

MMAS Standard 4 (DFARS 252.242.7004(d)(4). This standard requires adequate 
MMAS audit trails and necessary records to evaluate system logic and to verify through 
transaction testing that the system is operating as desired. The auditor should determine 
that 

(1) all original entries and subsequent transactions are recorded in the system, 
(2) there is an appropriate audit trail, and 
(3) sufficient evidential matter exists to allow the expression of an audit opinion. 

a. All transactions, both original and subsequent entries, should be recorded in the sys
tem to enable verification of system performance. The auditor should be alert for situa
tions where entries, especially adjustments, can be entered into the system without evi
dence of the entry being recorded. The contractor should identify each type of transaction 
covered by the MMAS and the controls for ensuring that these transactions are properly 
recorded in the system. 

b. An audit trail refers to the ability to trace transactions from their authorization 
through any intermediate books and records to the books and records of final entry, and 
vice versa. The contractor should be able to show how both purchased and fabricated parts 
flow through its system from beginning to end. At a minimum, the auditor should trace a 
few transactions through each significant aspect of the contractor's system. If this effort 
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was accomplished to support the auditor's basic understanding of the system it need not be 
duplicated here. 

c. The contractor must be able to provide sufficient evidence, through transaction 
testing, that its MMAS system is reliable. To fully comply with this standard, the con-
tractor's system should provide for periodic transaction testing to ensure that the system 
is continuing to operate as designed. This testing may be included as part of Standard 
10. 

d. The auditor should carefully assess the adequacy and sufficiency of the contrac
tor's transaction testing and revise the scope of audit accordingly (see 4-1000). In addi
tion, the contractor's transaction testing may fulfill some or all of the required substan
tive testing necessary to issue an opinion on the allowability of incurred material costs. 
Therefore, the nature and results of the contractor's testing efforts should be considered 
in scoping the extent of our annual evaluation of incurred material costs (see 6-300). 

5-710 Physical Inventories (MMAS Standard 5) 

MMAS Standard 5 (DFARS 252.242-7004(d)(5)). The main objective of this stand
ard is the requirement to maintain accurate recorded inventory validated through period
ic reconciliation of recorded to physical inventory quantities. This will help to ensure 
that purchases do not exceed requirements, progress payments are based on valid inven
tory records, and physical inventory information is accurate for estimating and pricing 
purposes. The standard specifies 95 percent accuracy as a desirable goal. If this accura
cy goal is not achieved, the contractor must provide adequate evidence that there is no 
harm to the Government and that costs to meet the goal are excessive (considering the 
potential harm to the Government). See 6-306 for additional guidance on physical in
ventories. 

5-710.1 Receipt and Inspection of Material 

a. The contractor should establish and maintain policies and procedures for receipt 
and inspection of material. The receiving activity is responsible for the receipt and in
spection of incoming materials and the movement of these materials to the areas where 
the storage and usage functions are carried out. Common responsibilities include: 

(1) unloading, unpacking, identifying, sorting, and verifying that the quantity and 
quality of materials received agree with purchase order requirements 

(2) noting shortages, damage, and defects 
(3) reporting receipts and discrepancies 
(4) moving materials to storage or other appropriate activities 
(5) providing appropriate transaction inputs to the inventory requirements and ac

counting systems 
b. In evaluating internal controls, as a minimum determine the following conditions 

and procedures are used as a means of controlling the activities of the receiving and in
spection department: 

(1) The receiving function is independent of the purchasing, invoice processing, 
and shipping functions. 

(2) Incoming material is centrally controlled. 
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(3) Receiving reports, signed by an authorized representative, are prepared for all 
material received, and a copy is furnished to the accounting department. 

(4) The receiving department is advised, by copy of the purchase order, of the type 
of material purchased. 

(5) Quantities of materials received are verified by actual count, weight, or meas
urement by the receiving department. 

(6) Quality inspection is evidenced by inspection reports, notations on receiving 
reports, or other acceptable records. 

(7) Procedures are in effect which control defective and damaged material, over-
shipments, returned material, material received but not ordered, and claims against car
riers and vendors, with related responsibilities for the issuance of debit memorandums. 

(8) Where the contractor accepts and reworks defective vendor-furnished material 
instead of rejecting and returning it, Government contracts are not charged with the 
cost of rework, unless this is clearly justified in the circumstances. 

(9) Material returns are routed to the shipping department and are controlled by au
thorized shipping advises or material releases. 

(10) Procedures are in effect for controlling the distribution of material from the 
receiving area to stores or to production areas. 

(11) The flow of accounting documentation is controlled by use of prenumbered 
forms, batch transmittals and/or other appropriate means. 
c. The pervasiveness of modern IT systems requires the auditor to obtain reasonable 

assurance that the authority of data origination, accuracy of data input, integrity of pro
cessing, and verification and distribution of output within the receiving and inspection 
functions are adequately controlled (see 5-716). The results of the most recent IT System 
General Internal Control audit and other related systems audits should be reviewed for 
reported deficiencies which could adversely impact internal control of the receiving and 
inspections functions. The following elements should be considered when reviewing in
ternal controls related to automated material receiving and inspection systems: 

(1) The contractor's representation of receiving and inspection systems internal 
controls. This representation should include identification of system transactions and 
related security, material processing and exception reporting, inspection processing, 
adjustments, etc. System operation and the identification of all related system policies, 
practices, and procedures. 

(2) The number of employees having access to material and inspection system data 
should be reasonable and based on need. Adequate security controls (logical and phys
ical) should be incorporated to control access to the system (see 5-1406.1) and to con
trol specific material transaction capabilities. Authority to make changes to receiving 
and inspection data should be limited, logged, and closely monitored (see 5-1406.2). 

(3) Current receiving and inspection system/subsystem flowcharts showing data 
input characteristics, internal control points, internal control tables, and output reports. 
System operation should be verified to the policies, practices, procedures, and 
flowchart. 

(4) Test system internal controls by tracking selected receipt transactions to their 
source purchasing documents. Verify the results of the test to the related bills of mate
rial or contract. Any differences must be resolved with the contractor. Consider using 
CAATs to expedite the process. 
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5-710.2 Storage and Issuance of Material 

a. The storing and issuing function is responsible for: 
(1) Protecting and preserving material in storage, including appropriate safeguards 

for items of a sensitive nature and items subject to deterioration by the elements. 
(2) Accessing fast moving items. 
(3) Examining material requisitions for the appropriate stock number, nomencla

ture, and authorized usage. 
(4) Substituting, if appropriate, another item when a requisitioned item is not avail

able. 
(5) Issuing material timely when presented with an authorized requisition. 
(6) Initiating purchase requisitions when stock levels reach the reorder point or 

when authorized requisitions cannot be filled, duly noting due-ins and due-outs. 
(7) Reviewing stock for slow moving items and items in long supply and initiating 

appropriate action for consumption or disposal. 
(8) Providing appropriate transaction inputs to the inventory requirements and ac

counting systems. 
b. In evaluating the internal controls in this area, determine the extent to which the con

tractor employs the procedures listed below: 
(1) separate accountability is maintained for contractor-owned and Government-

owned materials for each class of material 
(2) material received is delivered directly to the warehouse, storeroom, or produc

tion area, via an inspection area if appropriate 
(3) when material received is delivered directly to a production area, procedures in

sure that proper documentary and accounting control is maintained 
(4) excess stock is not permitted to accumulate in production areas 
(5) stores records are maintained by employees functionally independent of store

keepers 
(6) there are adequate controls to prevent theft or diversion of material. Unauthor

ized persons are denied access to storerooms. There are special safeguards for high 
dollar value material and material susceptible to personal use or sale 

(7) materials are stored to facilitate locating, withdrawing, handling, and counting 
(8) procedures provide for the timely reporting of slow moving, obsolete, and over

stocked material, such as electronic, automotive and truck parts, or copper, brass, or 
other high value metals or components 

(9) procedures provide for the release of materials only upon the receipt of a 
properly approved requisition 

(10) requisitions applicable to Government-owned materials are distinguishable 
from requisitions for contractor-owned materials 

(11) controls provide for proper charges and credits when material is transferred 
between/among contracts 

(12) procedures provide that appropriate credits are issued when unused material is 
returned to stock, or where material is diverted to other work 

(13) procedures are in effect to control the collection, segregation, and disposition 
of scrap and the issuance of appropriate credits (see 6-308) 

(14) procedures are in effect which control and account for returnable items such as 
reels, containers, skids, boxes, and barrels 
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(15) procedures provide for issuing materials subject to spoilage or shrinkage on a 
first in first out basis 

(16) the flow of accounting documentation is controlled by use of prenumbered 
forms, batch transmittals and/or other appropriate means 

5-710.3 Inventory Accuracy 

a. The contractor should have established procedures that prescribe how inventory 
record accuracy is verified as to quantity and location. Prior audits have found accuracy 
rates to be far below the recommended 95 percent level. A large number of material 
expediters, substantial excess inventory, and frequent shortages of material to satisfy 
production needs can all be strong indicators that the formal system is not providing 
accurate information. Specific attention should be accorded the policies, practices, and 
procedures governing the classification, location, requisition, and responsibilities for 
contract inventory. Although not normally part of the testing of inventory accuracy, the 
MMAS procedures should include requirements for shop floor accountability of materi
als in the production process. 

b. For MMAS purposes, accuracy should not be determined based on the dollar val
ue of an aggregate inventory. This technique is not representative of the physical accu
racy of the inventory because the netting process and material planners rely on the accu
racy of recorded inventory quantities when deciding to fill requirements and generate 
orders. A highly accurate inventory is necessary for the netting process to function reli
ably. 

c. Inventory record accuracy attests to the accuracy of the on hand inventory as op
posed to the physical (recorded count) inventory. Inventory record accuracy should be 
at or above 95 percent within preestablished tolerances (see 5-710.3e.). Inventory rec
ords used by the contractor to make decisions regarding the purchasing or fabrication of 
materials should be used when counting the on-hand inventory. An example of a formula for 
calculating inventory accuracy is: 

INVENTORY ACCURACY = 
# OF PARTS ACCURATE 

x 100 = _ _ _%
 
# OF PARTS COUNTED
 

d. An inventory classification system may be used by a contractor to focus available re
sources on controlling those materials posing the greatest risk. An example of this is the 
ABC inventory method. This system classifies inventory items in a decreasing order of an
nual dollar volume or other criteria. This array is then split into classes A, B, and C. Class A 
contains items with the highest annual dollar volume and receives the most attention. The 
medium class B receives less attention while class C, which contains low dollar items, has 
minimum controls. The principle behind the ABC method is that effort will be saved through 
relaxed controls on low value items that do not pose a significant risk. Effort can then be 
applied to reduce inventories and maintain stricter accountability of high value items. 

e. The precision or degree of accuracy (tolerance) will vary by types of inventory. In the 
ABC inventory method, the acceptable tolerance for an item count of a particular part within 
a preestablished range will vary depending on its A, B, or C classification. Tolerance is very 
similar in nature to precision as used in statistical sampling (i.e., +/- 5 percent). If a variable 
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falls within a preestablished range, then results are considered acceptable. For inventory 
accuracy, the difference between recorded and physical inventory is computed and compared 
to the preestablished acceptable tolerance. The more expensive items or items crucial to 
maintaining production have tighter tolerance ranges. 

f. The following table depicts the test results for 10 parts within a particular classification. 

Part 
No. 

On-Hand Per 
Records 

On-Hand Per 
Physical 
Count 

Difference 
Tolerance* Accurate? 

1 100 100 0 5 Yes 
2 80 78 2 4 Yes 
3 100 95 5 5 Yes 
4 200 206 6 10 Yes 
5 120 130 10 6 No 
6 80 80 0 4 Yes 
7 100 90 10 5 No 
8 150 145 5 8 Yes 
9 100 100 0 5 Yes 
10 80 80 0 4 Yes 

Number of parts accurate = 8 
Number of parts counted = 10 
Accuracy of this class = 80% (8/10) 

* Assume acceptable class tolerance of 5 percent 

g. Accuracy is based on counts within established tolerances. In the example above, the 
class tested has a preestablished tolerance of 5 percent. This means that for a recorded quan
tity of 100, units physically counted during a cycle count must fall between 95 and 105 to be 
recorded as accurate. The following is an example of summarizing tests for inventory accu
racy: 

Class 
(1) 

Parts Sampled 
(2) 

Part Counts in Tolerance Count Accuracy by Class* 
A 50 50 100% 
B 500 400 80% 
C 1,000 950 95% 

1,550 1,400 90.3% 
*Col (2)/Col (1) 

h. Audit steps must include observations of contractor count procedures. Count pro
cedures should ensure integrity of the process and include "blind counts." 
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5-710.4 Inventory Adjustments 

The contractor should have established policies and procedures for making adjust
ments for the difference between booked and physical inventory counts, including the 
costing of such adjustments in the accounting records, if appropriate. The Government 
has an interest in whether the contractor makes an adequate investigation of inventory 
adjustments and whether losses are acceptable as a reasonable cost on Government con
tracts. Adjustments of losses and overrates and deterioration of inventory items may 
indicate inadequate inventory control and storage procedures. Adjustments of items that 
are surplus or obsolete may indicate the contractor is purchasing excessive quantities. 
The auditor should evaluate the contractor's policies and procedures to ensure that they 
provide for the proper investigation of inventory adjustments and follow-up to help re
duce the need for future adjustments. 

5-711 Material Transfers (MMAS Standard 6) 

MMAS Standard 6 (DFARS 252.242-7004(d)(6)). Standard 6 was established to 
assure that physical transfers of parts are based on valid reasons. Under normal circum
stances, contractors are required to account for costs by contract. This standard recog
nizes that there may be times when it makes good business sense to transfer material 
from one contract to another with a more immediate need. However, prior audits have 
disclosed that in many instances transfers (physical, financial, or both) may occur with 
no apparent necessity. This standard requires the contractor to provide the Government 
and users of the system descriptive reasons for transfer activity. In addition, the contrac
tor should have controls in place to ensure that material transfers which are inconsistent 
with these reasons are identified, reported, and resolved on a timely basis. 

5-712 Costing of Material Transactions (MMAS Standard 7) 

MMAS Standard 7 (DFARS 252.242-7004(d)(7)). This standard requires consisten
cy in the methods used for costing material transactions. The costing methodology may 
be standard cost, actual cost, or any inventory costing method discussed in CAS 411
50(b). Consistency must be maintained across all contract and customer types and ac
counting periods. The contractor must maintain and disclose written policies describing 
transfer methodology and the loan payback technique. 

5-712.1 Costing Methodology 

The contractor's system should clearly describe the methodology to be used in the 
costing of material transactions. The contractor may use standard or actual costs or any 
of the inventory costing methods in CAS 411-50(b). The audit of the contractor's com
pliance with CAS 407 or CAS 411 should satisfy the requirements related to this area. 

5-712.2 Sensitive Areas of Cost 

The contractor's system should clearly describe how sensitive material transactions 
are to be costed. Sensitive transactions may be any material transactions identified by 
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the Government and contractor including areas such as interorganizational transfers (see 
6-313); Government furnished material/equipment (see 9-604.2); or special tooling and 
special test equipment (see 9-605.2). The auditor should identify all sensitive areas of 
material cost applicable to the contractor and related costing methodologies. 

5-712.3 Costing of Transferred Parts 

a. The MMAS system should transfer parts and associated costs within the same 
billing period. The billing period implied is a monthly accounting period. 

b. For initial and subsequent transfer charging methods, the standard does not require 
contractors to use the same method for costing both an initial charge and a transfer 
charge. For any specific item, the value used for the transfer transaction may be differ
ent than the value(s) previously used to charge the item to inventory or to the contract 
from which it is being transferred. Transfers from one contract to another may be based 
on any CAS 411 valuation method. Selected valuation procedures must be documented, 
disclosed, and consistently applied to all subject transfers regardless of the nature of the 
final cost (Government or commercial) or type of contract (cost reimbursable or fixed 
price). 

c. When it is not appropriate to transfer parts and costs within the same period, a 
loan payback technique may be used if approved by the ACO. A loan payback occurs 
when parts purchased or fabricated for one or more cost objectives are assigned or used 
on another cost objective without a corresponding transfer of cost. The need for a loan 
payback is typically caused by the borrowing contract's need for a particular part earlier 
than the loaning contract, which still has a need for the part. When this technique is 
used, the auditor should verify that controls are in place to ensure that parts are paid 
back expeditiously, corrections are made for any overbillings, the borrowing contract 
and loan date are identified, and the cost of the replacement part is charged to the bor
rowing contract. 

d. Prior audits have disclosed conditions where: 
(1) borrowed parts may not be paid back on a timely basis or are never paid back; 
(2) progress and/or final payments may be received by the contractor for the same 

parts on more than one cost objective resulting in over recovery of cost; 
(3) no audit trail exists providing visibility of the lending or borrowing contract 

or when the parts were borrowed and/or paid back; and 
(4) the borrowing contract may not be charged for the cost of the replacement 

parts. 
e. The contractor should disclose written policies describing the transfer methodolo

gy used for manufactured parts. This would include parts that may be transferred at a 
sub-level, for which actual cost data is not accumulated. If the method provides a rea
sonable estimation of actual cost, it complies with the requirements of Standard 7. 

5-713 Inventory Allocations (MMAS Standard 8) 

MMAS Standard 8 (DFARS 252.242-7004(d)(8)). When allocations from common 
inventory accounts are used, controls are needed in addition to the requirements of 
MMAS Standards 2 and 7. These controls will ensure that reallocations and any credit 
due are processed no less frequently than the routine billing cycle, inventories re-
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tained for requirements which are not under contract are not allocated to contracts, 
and algorithms are maintained based on valid and current data. 

a. Common inventory represents those parts in inventory that are required for use on 
more than one cost objective. Prior audits have disclosed that allocations have not been 
based on valid time-phased requirements, or were not costed using consistent, equitable, 
or unbiased methodologies. 

b. This standard addresses allocations of common inventory but requires that the 
contractor's system handle allocations in such a manner as to preclude improper costing. 

c. Evaluate the contractor's submission to determine the magnitude of contractor cost 
allocations from common inventories. If allocations are immaterial, further effort may 
not be required. 

d. The auditor should determine that the classifications are appropriate for types of 
materials costed as common inventory. Common materials allocated must benefit con
tracts charged (when requirements exist). Allocations should not be too far in advance 
of required production dates without sufficient justification, such as availability of 
quantity discounts, economic order quantities, and known or expected vendor problems. 

e. Assess the contractor's analysis of the common inventory being allocated to deter
mine that the pool of common inventory allocated is accurate. 

f. Evaluate the contractor's analysis and any tests that assure billings show common 
inventory costs were properly calculated (automated or manually) and costed on a current 
basis. Where common inventory is reallocated on a periodic basis, evaluate the contrac
tor's analysis performed to determine the reasonableness of the basis and method for real
location. Evaluate the contractor's evidence that shows the total adjustments (deb
its/credits) of reallocations are accurately reflected in billings. 

5-714 Commingled Inventories (MMAS Standard 9) 

MMAS Standard 9 (DFARS 252.242-7004(d)(9)). This standard specifies that MMAS 
Standards 1 through 8 apply to commingled materials for which costs are charged or allo
cated to fixed price, cost-reimbursement, and commercial contracts. A contractor author
ized to use a multi-contract cost and material control system under FAR 45.505-3(f) is not 
exempted from meeting the requirements of MMAS Standards 1 through 8. 

5-715 Internal Audits (MMAS Standard 10) 

a. MMAS Standard 10 (DFARS 252.242-7004(d)(10)). The MMAS system must be 
subjected to periodic internal audits to ensure compliance with established policies and 
procedures. This standard recognizes the contractor's commitment to self-governance and 
its contractual responsibility for systems and accounting internal controls. The contractor 
should be conducting on-going, self-initiated reviews of various aspects of its MMAS in a 
timely manner. Contractors may comply with this standard using in-house staff efforts or 
through the services of outside consultants. 

b. Our interpretation of "internal audits" for purposes of compliance with this standard 
includes reviews performed by functional units as well as the internal audit staff. The au
ditor should be aware of the requirements of 4-1000, Relying on the Work of Others. The 
level of objectivity and competence of personnel performing the reviews will have a sig
nificant impact on the reliability of the reviews. This should be clearly communicated to 
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the contractor. Both the auditor and the contractor should be aware that the objective is to 
ensure that adequate MMAS procedures and controls are in place and being followed, and 
that system adequacy is maintained on a real-time basis. 

c. The auditor should ensure that the system is subjected to periodic internal audit. 
Although this standard does not create additional access requirements beyond those dis
cussed under access to records (see 1-504) and identified in FAR 52.215-2. The contract 
clause at DFARS 252.242-7004(c)(2) (Disclosure and Maintenance Requirements) specif
ically requires the contractor to provide the ACO, upon request, the results of internal 
reviews that it has conducted to ensure compliance with established MMAS policies, prac
tices and operating instructions. Consideration should be given to both the contractor's 
internal audit schedule of completed audits and audits performed by functional units that 
meet the objective of Standard 10. If the contractor contends that such reviews have been 
performed but is unwilling to make them available to DCAA in any form, the auditor may 
be unable to determine if the contractor has complied with the standard. The auditor 
should evaluate the need for such access. If the auditor determines that access to internal 
reviews is required, the auditor should immediately contact the ACO and advise the ACO 
to request that the contractor provide access to its internal reviews. If the contractor refus
es to provide the requested information, the auditor should advise the ACO to cite the 
contractor for noncompliance with the Disclosure and Maintenance Requirements of the 
contract clause. The auditor should also determine whether the denial of access to records 
has a material impact on the Government contract costs. If so, the auditor should advise 
the ACO to reduce requested progress payments and interim voucher amounts by an ap
propriate percentage until the denial of access issue is resolved. Continued denial of access 
to relevant data should be escalated in accordance with 1-504. 

d. If a contractor is not performing periodic reviews of its MMAS, then it should be 
cited for noncompliance with standard 10. This should be cited as a serious internal 
control weakness in light of the complexity of MMAS and the risk of inaccurate costs 
being charged to contracts and included in billings. This control weakness should also 
be tied to cost impacts found during the audit and to FAR 32.503-6, Suspension or re
duction of payments. 

5-716 MMAS - Information Technology System Internal Controls 

a. Where information technology (IT) is used in significant financial applications, con
trol activities are sometimes defined by classifying them into two types, IT general con
trols and IT application controls. Whether the control activities are classified by the audi
tor as general or applications controls, the objectives of control activities remain the same, 
to provide reasonable, but not necessarily absolute, assurance that assets are safeguarded 
from unauthorized use or disposition and that financial and cost records are reliable to 
permit the preparation of financial statements and cost representations. 

b. The auditor should evaluate the IT general controls and the MMAS application con
trols to determine if they have been designed according to management direction, GAAP, 
and applicable Government regulations and that internal controls are operating effectively 
to provide reliability of and security over the data processed. 

c. General controls are composed of 
(1) organization and operation controls, 
(2) systems development and documentation controls, 
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(3) hardware and systems software controls, and 
(4) data and procedural controls. 

(See 5-400 for a more detailed explanation of general internal controls.) 
d. MMAS application control activities are applied to the input, processing, and output 

phases of this IT application. In contrast, IT general controls affect all system applications 
and operational elements of all IT systems. Separate control activities are developed for 
each unique application system, such as estimating, purchasing, and in this instance, the 
comprehensive MMAS. Although some application control activities affect only one or 
just a few control objectives, most of the control activities are designed to prevent or de
tect several types of errors in most or all phases of the application. (See 5-1400 for a more 
detailed explanation of application internal controls.) 

5-717 Reporting on the Results of Audit 

a. The auditor should follow the guidance in 5-110, 10-200, and 10-400 for reporting 
on compliance with laws and regulations and on internal controls relative to the contrac
tor's accounting and management systems. 

b. The auditor should formulate an opinion as to the contractor's compliance with the 
ten MMAS standards. Where deficiencies are disclosed, the auditor should quantify the 
impact. If the impact is considered significant, the auditor should recommend withholding 
appropriate amounts to protect the Government's interest pending contractor corrective 
action. 

c. The team leader should inform the contractor and the ACO of significant findings 
during the conduct of the evaluation. Although DCAA is a team member, observation and 
recommendations will be forwarded via a separate internal control audit report (10-400) 
for incorporation in the team evaluation report. If the audit discloses significant deficien
cies, the report will provide an estimate of the adverse impact on the Government (the 
effect of deficiencies in procedures and/or controls). The report will also include a rec
ommendation about the acceptability of the contractor's corrective action plan to the extent 
it is included in the contractor's response to our draft statements of conditions and recom
mendations. Until significant deficiencies are corrected, all field pricing reports for that 
contractor will contain a recommendation about proposed cost and pricing data adjust
ments necessary to protect the Government's interest. Contract audit follow-up procedures 
under DoD Instruction 7640.02 (Section 15-600) apply to these reports. MMAS deficien
cies should be identified as material accounting system deficiencies which are recorded in 
the permanent file Internal Control Audit Planning Summary (ICAPS) form (see 3-400) 
and the status of corrective action should be reported in the Contractor's Organization and 
Systems section of field pricing reports (10-306). 

5-718 Disposition and Audit Follow-Up 

a. On receipt of the MMAS report, the ACO will provide a copy to the contractor and 
allow 30 days, or a reasonable extension, for a written response. If no significant deficien
cies are identified, the ACO will notify the contractor in a timely manner. 

b. When the ACO determines there is a significant MMAS deficiency, the ACO will 
act in accordance with FAR 32.503-6 to suspend an appropriate percentage of affected 
costs on progress payment claims and public vouchers. After acceptance of the correc-
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tive action plan, but before complete implementation, the ACO will reduce the suspen
sion, as appropriate, to reflect the contractor's progress. However, total amounts of af
fected costs will not be approved for progress payments or public vouchers until the 
contractor's system is determined to be acceptable for Government contracting or the 
amount of impact is determined to be immaterial. 

c. The specific procedures for computing a cost impact will vary significantly based on 
the contractor's operations, conditions of the deficiencies, and compensating controls. The 
auditor should make every effort to quantify the effect of the specific deficiencies found 
during the audit. The auditor should: 

(1) develop an independent quantification of the identified deficiency 
(2) ensure that the methodology is representative of the specific conditions 
(3) ensure it provides a reasonable estimate of the harm to the Government at the 

specific location. 

DCAA Contract Audit Manual 



January 25, 2016 5107 
5-801 

5-800 Section 8 --- Compensation System Internal Controls 

5-801 Introduction 

Refer to 5-100 for the auditor's fundamental requirements for obtaining and document
ing an understanding of a contractor's internal controls and assessing control risk. This 
section provides guidance for: 

(1) evaluating contractor compensation systems and related internal controls, and 
(2) determining whether compensation costs resulting from the system are allowa

ble and reasonable in accordance with the requirements of the FAR. 
The audit guidance described in the following paragraphs applies primarily to major con
tractors, but can also be adapted for use at nonmajor contractors where audit risk warrants 
a detailed audit of the contractor's compensation system. 

5-802 Background Information 

a. Compensation for personal services is one of the largest components of cost in
curred under Government contracts. It includes all remuneration paid currently or ac
crued, in whatever form, and whether paid immediately or deferred, for services ren
dered by employees to contractors during contract performance. The objective of a 
compensation system is to provide the level of pay and benefits necessary to attract, 
retain, and motivate employees to direct their efforts toward achieving the goals of the 
organization. To be considered adequate, a contractor's compensation system must be 
reliable, be subject to applicable management control objectives and activities, and re
sult in allowable, allocable and reasonable compensation costs charged to Government 
contracts in accordance with FAR provisions. 

b. The regulatory foundation for audits of contractor compensation systems resides 
in FAR 42.302, FAR 31.201-3, and FAR 31.205-6. FAR 42.302(a)(1) provides that the 
contract administration office will review a contractor’s compensation structure. FAR 
31.201-3, Determining reasonableness, provides general criteria for determining wheth
er a cost is reasonable in its nature and amount, and FAR 31.205-6, Compensation for 
personal services, provides both general criteria and additional requirements for evaluat
ing the allowability, allocability, and reasonableness of the different elements of com
pensation. 

c. As provided in FAR 31.205-6(a), to be allowable, total compensation: 
(1) must be for work performed by the employee in the current year and must not 

represent a retroactive adjustment of prior years' salaries or wages, 
(2) for individual employees or job classes of employees, must be reasonable for 

the work performed, 
(3) must be based upon and conform to the terms and conditions of the contrac

tor's established compensation plan or practice followed so consistently as to imply, in 
effect, an agreement to make the payment, 

(4) is not presumed to be allowable where the contractor introduces major revi
sions of existing compensation plans or new plans and the contractor has not provided 
the cognizant ACO, either before implementation or within a reasonable period after 
implementation, an opportunity to review the allowability of the changes, 
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(5) costs that are unallowable under other paragraphs of FAR 31.2 are not allow
able under FAR 31.205-6 solely on the basis that they constitute compensation for per
sonal services, and 

(6) costs for certain individuals (e.g., owners of closely held corporations, imme
diate family members, and others with a substantial financial interest) require special 
consideration. For these individuals, compensation must be reasonable for the personal 
services rendered; and not be a distribution of profits (which is not an allowable con
tract cost). Refer to 6-414 for guidance on evaluating the reasonableness and allowabilty 
of compensation costs to individuals who pose a higher risk of unreasonable compensa
tion. 

d. As provided in FAR 31.205-6(b)(2), Compensation not covered by labor-
management agreements, compensation for each employee or job class of employees is 
considered reasonable if the aggregate of each measurable and allowable element sums 
to a reasonable total. In determining the reasonableness of total compensation, consider 
only allowable individual elements of compensation. The reasonableness of compensa
tion is directly influenced by the compensation practices of other firms and by the sup
ply and demand for a job as measured in the labor market for the job being evaluated. In 
addition to the provisions of FAR 31.201-3, in testing the reasonableness of compensa
tion for particular employees or job classes of employees, consider factors determined 
to be relevant by the contracting officer, as well as those factors identified at subpara
graph (b)(2) of the cost principle. Examples of factors that may be relevant include, but 
are not limited to, conformity with compensation practices of other firms: 

 of the same size,
 
 in the same industry,
 
 in the same geographic area; and
 
 engaged in similar non-Government work under comparable circumstances.
 

e. Certain elements of compensation are made expressly unallowable by FAR 
31.205-6. These include compensation based upon changes in the prices of corporate 
securities (31.205-6(i)) and compensation in excess of specific limitations on the allow-
ability of compensation for certain contractor personnel (31.205-6(p)). 

f. As provided in FAR 31.205-6(b)(1), special provisions exist for determining the 
reasonableness of compensation amounts established under “arms length” labor-
management agreements. Refer to the guidance at 6-413.1 for evaluating compensation 
costs set by the provisions of a labor-management agreement. 

5-802.1 Description of a Compensation System 

a. An adequate compensation system is considered an inherent part of establishing 
reasonable compensation. A system includes the organizational structure; established 
lines of authority, duties, and responsibilities; internal controls and managerial reviews; 
internal and external consistency; pay structures; budgeting; merit and incentive pay 
programs; and benefits program. A contractor may establish one compensation system 
to administer the compensation programs for hourly, administrative, technical, profes
sional, and executive employees or establish separate systems for each group. The guid
ance provided is generally applicable to each situation, but should be adapted to the 
circumstances of the audit. 
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b. When auditing a contractor's compensation system, consideration should be given 
to the presence of characteristics that are generally indicative of an adequate system. An 
adequate compensation system: 

(1) Requires periodic internal reviews of policy compliance, administrative pro
cess measures, and adequacy of documentation; reports to management on the results of 
reviews and recommendations for improvements; and requires corrective action plans to 
be developed, implemented, and tested. 

(2) Is organized based on a definitive flow of authority. 
(3) Includes written policies and procedures that specifically: (a) set forth the 

contractor’s compensation package, including cash and fringe benefit items, jobs, job 
families and career levels, pay grade assignments and changes to the pay structure, job 
analysis and job description requirements, external equity and market comparison pro
cess, performance management system, and employee benefits programs, and (b) en
sures that compensation paid to employees for services rendered under Government 
contracts complies with FAR 31.205-6. 

(4) Provides for sufficient training, experience, and skills to perform pay admin
istration tasks in accordance with the contractor's established policies and procedures 
and current compensation theory. 

5-802.2 System Deficiencies 

Refer to 5-109 for guidance on determining whether an internal control system defi
ciency is significant. Significant compensation system internal control deficiencies: 

(1) result in a determination that additional audit procedures must be performed 
in related audits to protect the Government’s interest, or 

(2) may directly result in or cause unreasonable compensation costs for the em
ployee services rendered. 

5-803 General Audit Policy for Compensation System Review(s) (CSR) 

a. Refer to 5-103 for general audit policy for the audit of contractor accounting and 
management systems and related internal controls. 

b. It is DCAA's policy that Compensation System Reviews (CSRs) need only be 
routinely planned and performed for major contractors. However, if the field audit of
fice has sufficiently documented that the compensation system for a particular nonmajor 
contractor presents a significant audit risk, then a CSR should be planned and performed 
for that contractor. Audits at major contractors may be modified if past experience has 
been favorable and current audit risk is considered to be low. This determination of low 
risk must be fully documented in the planning documents supporting the program plan. 
If audit risk is considered to be high, CSRs should be performed more frequently. Most 
compensation audits will be performed as separate assignments; however, at smaller 
contractor locations, selected compensation audit steps may be added to existing in
curred cost or forward pricing audit programs. 
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5-803.1 Audit of Executive Compensation 

a. The contractor's executive compensation system should be evaluated separately, 
even if the contractor does not have a separate pay structure for executives. FAR 
31.205-6(b)(2) provides compensation is reasonable if the aggregate of each measurable 
and allowable element sums to a reasonable total. Policies and procedures for adminis
tering the compensation of executives should be evaluated using the guidance in 5-808, 
as appropriate to the circumstances. Some executives are also owners or in some other 
manner may directly influence their own compensation levels. See 6-414 for criteria to 
use in evaluating compensation under those circumstances. 

b. The contractor's organizational structure should identify the contractor’s executive 
positions. Generally, the list of contractor executives would include anyone with the 
title of vice president or above, and normally includes all individuals responsible for 
managing these primary functional areas: 

(1) executive office, 
(2) controller-accounting, 
(3) legal counsel, 
(4) engineering, 
(5) manufacturing, 
(6) purchasing, 
(7) contracts, and 
(8) individuals responsible for major programs or product lines. 

c. Top executive positions are unique and must be audited individually. Position 
descriptions emphasize rank, function, responsibility areas, goals to be attained, impact 
of decisions, and number of employees directed. Divisional executives can be distin
guished from corporate home office executives by their reporting level. Executives are 
not a class of employees. Overpayment of one cannot normally be offset against under
payment of another. However, in large organizations there may be a class of vice-
presidents who have similar rank, function, and responsibility. In these cases, offsets 
may be appropriate. 

d. Executives may be rewarded not only for their contribution to the organization, 
but also on the profitability of their functional unit, as well as the overall profitability of 
the company. Pay packages include short- and long-term incentive pay, as well as base 
pay, benefits, perquisites, and services. Amounts reimbursed for the executives for the 
payment of taxes may also be included. These are a directly associated cost (see 5
1009.1), which may be allowable or unallowable, that are generated solely as the result of 
the incurrence of another cost. For publicly traded companies, the board of directors 
normally sets executive pay packages based on the compensation committee’s recom
mendations. Details of the compensation committee’s meetings and research are availa
ble in the proxy statement. 

e. An audit of the contractor's executive compensation system should include: 
(1) Evaluation of the compensation system, as appropriate, in 5-806 to 5-811. 
(2) Determination that the policies and procedures provide a description for how 

executive compensation levels are established and who approves these levels; and eligibil
ity criteria and basis for determination of how base salary, cash bonuses, long-term per
quisites, benefits, services, and incentive pay bonuses are established. 
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(3) Determination that the policies and procedures provide for the identification of 
the executives subject to the compensation cap (FAR 31.205-6(p)), and the proper applica
tion (6-414.8e) of the cap in preparing submissions to the Government. 

(4) Supplemental Benefits. In many cases, executives have available to them en
hanced or supplemental benefits which are not available to the majority of the workforce. 
These supplemental benefits or executive benefits should be evaluated on a case by case 
basis. The supplemental plans should be evaluated in accordance with the applicable sub
parts of FAR 31.205-6 and CAS. These benefits should be evaluated for reasonableness 
based on market surveys or any other available data. The prevalence of such plans should 
also be considered in determining reasonableness. For example, if a survey states that the 
average Long-Term Incentive (LTI) Payment for a contractor is 10% of base salary, a 10% 
LTI plan would not necessarily be reasonable. The reasonable amount could be signifi
cantly different, or the payment could be unreasonable altogether if only a small percent
age of the participating companies have LTI plans. A few of the supplemental or enhanced 
executive benefits that should be audited in detail are described below: 

(a) Supplement Executive Retirement Plans (SERPs). These plans are designed 
to provide the executive with earned benefits in excess of amounts payable under qualified 
retirement plans. These plans are often referred to as ERISA Excess Plans. These plans 
should be evaluated in accordance with FAR 31.205-6(j) and CAS 412. It is the contrac
tor’s responsibility to demonstrate the reasonableness of a SERP by providing the auditor 
with comparable market data. If the contractor is unable to provide measurable market 
data for comparison purposes, the auditor should attempt to determine a reasonable 
amount or reasonable percentage of base salary for total pension expenses based on sur
veys or other sources. If the auditor is unable to obtain comparable market data to demon
strate the reasonableness of material SERP costs, the auditor should challenge the costs 
and report this as a significant deficiency. 

(b) Deferred Compensation. Deferred compensation is an award given by an 
employer as compensation to an employee in a future cost accounting period or periods for 
services rendered in one or more cost accounting periods before the date of receipt by the 
employee. The cost of deferred awards shall be measured, allocated, and accounted for in 
compliance with CAS 415 in order to be allowable. There are many forms of deferred 
compensation, such as Split-Dollar Life Insurance and “rabbi trusts.” Split Dollar Life 
Insurance is a plan that gives both the employer and employee an interest in a cash value 
life insurance policy on the employee’s life. A rabbi trust is used to accumulate deferred 
compensation, usually to fund a SERP. The amount of the award should also be evaluated 
for reasonableness if the contractor’s award is determined to have been made in accord
ance with CAS 415. 

(c) Long-Term Incentive plans. LTI plans are compensation plans that have an 
award period of two or more years. These payments are typically based on achievement of 
long-term business goals or as a method of retaining key executive talent. LTI plans may 
be based on stock options that should be evaluated for allowability and allocability con
sidering the requirements of FAR 31.205-6(i), FAR 31.205(k), and CAS 415. Long Term 
Incentive payments should be evaluated on a case-by-case basis, including prevalence of 
such plans, in order to determine reasonableness. 

(d) Executive Severance. Severance payments should be evaluated in accord
ance with FAR 31.205-6(g). Most severance policies are based on a formula that relies on 
length of service/employment as the determining criterion in the calculation of the sever-
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ance amount. In many cases, executives are awarded severance in excess of the normal or 
established policy. Contractors often argue that severance payments are based on execu
tive employment contracts. However, the fact that a severance payment is based on an 
executive employment contract does not necessarily support the amount as reasonable. 
This amount should be evaluated based on severance policies of comparable executive 
positions in accordance with FAR 31.205-6(b)(2). Refer to Selected Areas of Cost guide
book, Chapter 69 for additional guidance on severance payments. 

(5) The costs of “golden parachute” benefits were made expressly unallowable in 
FAR 31.205-6(l)(1), effective April 4, 1988. Refer to Selected Areas of Cost guidebook, 
Chapter 69 for additional guidance on the evaluation of "golden parachute" benefits. 

(6) A comparison of executive pay (salaries, bonuses, and deferred compensation) 
for the current year to several past years for the purpose of establishing trends. The auditor 
should obtain the contractor's explanation and justification for significant increases. Also, 
consider the company's financial performance trends relative to the trends in executive 
compensation. (See 6-414) 

f. When evaluating the contractor’s market comparisons of top executive pay (see 5
808.8), the executive compensation components being evaluated should be consistent with 
that shown in executive compensation survey data. Survey data most frequently includes 
base pay and cash bonuses combined and long-term incentive pay as a percentage of base 
pay. 

g. Often contractors will propose that their executives should be paid more than 110 
percent of the reasonable compensation based on the average compensation paid by com
parable firms for executives with similar duties. For an executive with responsibility for 
overall management of a segment or firm, such a proposal may be justified by clearly su
perior performance, as documented by financial performance that exceeds the particular 
industry's average. 

(1) Examples of such financial performance measurements may include the follow
ing: 

 Revenue Growth 
 Net Income 
 Return on Shareholder's Equity 
 Return on Assets 
 Return on Sales 
 Earnings per Share 
 Return on Capital 
 Cost Savings 
 Market Share 

(2) The contractor must show that the measure chosen is representative of the exec
utive’s performance. Consideration should be given to the competitive environment in 
which the contractor operates. There should be no extra compensation awarded because of 
high performance measured by a standard which is not affected by the executive’s perfor
mance, and certainly there should be no extra compensation due to performance which 
results primarily from the contractor being a Government contractor. 

(3) Use of a particular criterion to justify higher than average compensation should 
be applied consistently over a period of years, with both increases and decreases in the 
performance measure reflected in the changes to compensation claimed as reasonable. 
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h. If the audit of the contractor's executive compensation system determines that signif
icant system deficiencies exist or the contractor has established pay policies or procedures 
that appear to promote unreasonable compensation levels, conduct specific testing of the 
reasonableness of the executive compensation under FAR 31.205-6(a)(6), as outlined in 6
414. 

5-803.2 CAC/CHOA Network Coordination 

a. The CAC/CHOA should consider coordinating compensation audits at all major net
work components. The amount of coordination will depend on the degree of centralization of 
the contractor's compensation system and the location of the contractor component responsi
ble for the administration and control of each significant element of the compensation pack
age. For instance, a large multi-segmented Government contractor may administer and con
trol both the executive compensation plan and the fringe benefit packages for non-bargaining 
unit employees from the corporate office, the incentive compensation plan for mid-
management personnel out of a group office, and salary administration for the personnel 
providing services in the performance of Government contracts at the division level. Consid
eration must be given to such factors when programming and performing a CSR at a large 
multi-segmented contractor. When control over executive compensation or some other com
ponent of compensation is at another location or another corporate level, do not complete a 
segment/division CSR without obtaining input from the auditor at the other location or level 
on the compensation component administered at that location or level. 

b. For compensation audits to be effective and completed on a timely basis, early and 
adequate CAC/CHOA coordination, planning, and audit initiation is required. Lack of coor
dination and planning can cause increased audit effort and inconsistency among network 
components. A CAC/CHOA network planning meeting may be necessary for this purpose. 
(See 15-200 for guidance on DCAA's CAC program.) 

c. Establish each segment/division CSR within a CAC/CHOA network as a separate as
signment. Follow this procedure even for network segments/divisions located within the 
same region regardless of the degree of centralization of the contractor's compensation sys
tem. Issue a separate audit report for each segment/division CSR performed and forward a 
copy to the CAC/CHOA. The CAC/CHOA may consolidate these reports into one overall 
report if all CSR issues from all segments/divisions are to be addressed at the corporate level 
by the corporate ACO (CACO). 

5-803.3 ACO and PCO Coordination 

a. FAR 31.205-6(b)(2) provides the contracting officer with the authority for determining 
whether compensation for each employee or job class of employees is reasonable for the 
work performed. Also, a determination of compensation reasonableness can be made by job 
grade level in accordance with FAR 31.201-3. From July 1997 to August 2003, FAR 31.205
6(b) contained language to allow offsets of allowable elements of employees’ compensation 
packages among jobs of the same pay grade or level. In August 2003, the Cost Principles 
Committee eliminated the job grade level language as being redundant with the reasonable
ness provisions of FAR 31.201-3. The provisions of FAR 31.201-3 allow compensation to 
be determined as reasonable at the job grade level. Compensation can be justified as an ordi
nary and necessary business practice, a generally sound business practice, or an established 

DCAA Contract Audit Manual 



5114 January 25, 2016 
5-804 

practice. Compensation is reasonable if the aggregate of each measurable and allowable 
element sums to a reasonable total. Offsets between individual compensation elements are 
implied in this concept in order to determine total reasonableness. The authority includes the 
determination of the factors to be considered relevant when evaluating the reasonableness of 
compensation. It is important that the auditor seek a mutual understanding with the contract
ing officer at the start of the audit regarding the (1) factors to be considered relevant when 
evaluating the contractor’s level of pay in relation to the labor market, and (2) approach for 
evaluating compensation by particular employee, job classes of employees, and/or by job 
grade. 

b. Meet with the ACO before the scheduled starting date of a CSR to discuss its scope 
and audit objectives. Advise the ACO regarding DCAA audit policy for determining and 
evaluating the contractor’s use of the relevant factors identified in FAR 31.205-6(b)(2) and 
request the ACO to provide the auditor with any other factors the ACO may consider rele
vant under the circumstances. Also advise the ACO regarding the planned audit approach for 
testing reasonableness by particular employee for contractor executives, and by job classes 
of employees and job grade for non-executive/non-bargaining unit employees. Request 
comments on any problems or special areas of interest relating to the contractor's compensa
tion policies, procedures, and practices for consideration in the CSR. 

c. Coordination with the ACO is essential throughout a compensation audit. Actively 
solicit ACO participation at the entrance and exit conferences, and keep the ACO informed 
of all significant audit developments. After completion of the field work, but before the draft 
report is released to the contractor, review all significant findings and recommendations with 
the ACO (see 5-811). Report disagreements with the ACO that cannot be resolved locally to 
the regional office. 

5-803.4 Coordination with the Contractor 

Inform the contractor of the upcoming CSR by sending a letter to the management execu
tive responsible for the organizational unit to be audited. Describe the purpose and general 
scope of the audit, indicate the tentative starting date, identify the auditor in charge, and re
quest the name of a contractor representative with whom audit matters can be coordinated. 
Identify specific data needed at the start of the audit (e.g., a list of all individuals who devel
op the compensation policy) and state the proposed date for an entrance conference. Also 
suggest the contractor present an orientation briefing on its compensation system, policies 
(including the process used to develop them), procedures, and other relevant data. Provide an 
information copy of this letter to the ACO. 

5-804 Audit Objectives 

The audit of a contractor’s compensation system has two objectives. The first objective is 
to assess control risk to determine the degree of reliance that can be placed on the contrac
tor's internal controls as a basis for planning the scope of other related audits. The second 
objective is to perform sufficient audit procedures to demonstrate that a contractor’s com
pensation system results in allowable and reasonable compensation on Government con
tracts. Refer to 5-104 for guidance relating to the primary objectives for auditing the contrac
tor's accounting and management internal control systems. Refer to 5-108 for guidance on 
the auditor’s tests of controls. Testing controls involves selecting a limited sample of transac-
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tions and evaluating whether they were executed in accordance with established policies and 
procedures. They provide the auditor with evidential matter to support a determination that 
internal controls are designed and operating effectively to prevent or detect material mis
statements in a timely manner. Tests of controls are necessary to support a control risk as
sessment below the maximum. 

5-805 Scope of the Audit 

a. While the nature and extent of audit effort depends upon contractor size, amount of 
Government business, and audit risk (materiality and sensitivity), the audit scope should be 
consistent with the guidance in 5-105. 

b. In establishing the scope of audit effort, the auditor should carefully consider the na
ture and extent of documentation available from prior system audits, related audit effort, 
permanent files, and the results of contractor’s self assessment efforts and internal audits (see 
4-1000, Reliance on the Work of Others). Reliance on this information allows the auditor to 
better focus current audit efforts on areas of greatest risk. 

c. Additionally, contractor management has the responsibility to establish and maintain 
effective internal control over the compensation system. This includes the control activities 
established to provide reasonable assurance that compensation for each employee, job class 
of employees, or job grade of employees on Government contracts complies with the re
quirements of the FAR, including FAR 31.205-6. As part of the preliminary audit effort, the 
contractor should be requested to disclose its compensation system, how the control objec
tives outlined below are accomplished, what efforts management has made to evaluate the 
continued effectiveness of control procedures, and provide their assessment of the aggregate 
of compensation elements for reasonableness prior to the auditor expending considerable 
resources. 

d. The determination that the contractor has established and maintained an adequate 
compensation system, and has demonstrated that it is compliant with the requirements of 
FAR 31.205-6, as set forth in the guidance, will negate the necessity to perform independ
ent tests of reasonableness. Only in the specific circumstance identified at 5-808.9b(1) will 
the auditor perform an independent test of reasonableness, as provided for in 6-413.2. 

e. The evaluation of a compensation system that governs compensation, established in 
accordance with an arm's-length negotiated labor-management (union) agreement, and the 
reasonableness of compensation costs resulting from such agreements, will be limited to 
the guidance in 6-413.1. 

f. The Service Contract Act of 1965 requires contractors to pay minimum wages and 
fringe benefits, in accordance with Department of Labor (DOL) wage determinations, to 
employees performing on service contracts with the Government. Covered employees do 
not include those employees in an executive, administrative, or professional capacity. If 
contractors subject to the Act are compensating employees in accordance with DOL de
terminations on prevailing wages in the area, no determination of the reasonableness of 
compensation should be made for these employees. Therefore, audit guidance contained in 
6-413.2 is not applicable. 

g. Other wage laws that require payment of prevailing wages, as determined by DOL, 
are the Davis-Bacon Act of 1931 and the Walsh-Healy Public Contracts Act of 1936. Ac
cordingly, audit guidance contained in 6-413.2 does not apply to employees' wages cov
ered by these laws. 
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h. Cost principles for educational institutions are contained in 2 CFR, Part 220 (For
merly OMB Circular A-21). Refer to 13-210, 13-406, and 2 CFR, Part 220 (Formerly 
OMB Circular A-21) for the general audit approach for the audit of a compensation sys
tem at an educational institution. 

5-806 Management Reviews of the Compensation System 

a. Company management should monitor its compensation programs to ensure that 
they are properly administered and maintained and result in compensation costs paid for 
services rendered on Government contracts that comply with the requirements of FAR. 
Monitoring is one of the five interrelated components of internal control. It is the process 
that assesses the quality of internal control performance over time (refer to 5-102). 

b. Periodic monitoring should serve to assess the effectiveness of the pay administra
tion system and the company policies to achieve specified pay objectives. A contrac
tor’s monitoring system should be designed to provide reasonable assurance that finan
cial related transactions resulting from the compensation system are recorded properly 
to permit the preparation of Government contract cost representations in accordance 
with applicable laws and regulations. In addition, the results of the contractor’s monitor 
ing efforts should provide feedback to management by identifying problem areas for 
directing future development and design efforts. 

c. The contractor should have policies and procedures relating to its monitoring of the 
compensation system. These policies and procedures should outline who will perform the 
monitoring function, what will be reviewed and under what circumstances the review will 
be performed. The policies and procedures should specify the role that the contractor’s 
internal audit department will have in monitoring the compensation system. 

d. A team or committee should be formed with experience in compensation to perform 
the periodic internal reviews. At the conclusion of its review, this committee should pro
vide management a detailed report of its review along with any recommendations. Man
agement should review the results and recommendations, prioritize the improvements that 
are required, allocate the necessary resources, and follow up to ensure that the work is 
completed. 

e. Evaluate the contractor's system of monitoring to determine that: 
(1) Contractor management has established policies and procedures for periodically 

monitoring the compensation program to ensure that resulting costs comply with the re
quirements of FAR. 

(2) The contractor has qualified personnel performing the monitoring function that 
receive specific training relating to the field of compensation or whose work experience is 
relevant. 

(3) Reviews are performed and the frequency of the reviews (such as semiannual, 
annual, two-year cycle) is adequate. 

(4) Recommendations from the review are implemented or other alternatives assessed 
within a reasonable period. Reasons for not implementing recommendations are document
ed. 

f. The scope of the audit to be performed on the contractor's compensation system should 
be adjusted to consider the extent that the contractor's internal review of the system can be 
relied upon. Refer to 4-1000, Relying on the Work of Others. 
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5-807 Evaluation of Organization and Assignment of Responsibility 

a. The compensation function may be organized differently by individual contractors 
because of the nature of their products and services, size and type of organization, degree of 
decentralization, management attitudes, capabilities of personnel, and other factors. Decen
tralization of the compensation function refers to a management strategy of giving separate 
organizational units the responsibility to design and administer their own systems. In con
trast, a centralized system locates the design and administration responsibilities in a single 
corporate unit. Determine early in the audit the degree of centralization of the compensation 
function in order to adequately plan the audit scope when an organization with multiple op
erating units is involved. Refer to the guidance on CAC coordination on multiple unit audits 
in 5-803.2. 

b. Another structure variation sets up the corporate compensation function as if it were an 
internal consultant with pay professionals required to market their pay programs and services 
to operating units. Normally, certain compensation plans such as health and medical plans, 
pensions, and corporate-wide profit sharing plans remain under the control of the corporate 
group. However, the responsibilities for other compensation functions, such as job analysis, 
evaluation, surveys, and pay structure design, are delegated to the operating units. 

c. The compensation function should be organized on the basis of a definitive flow of 
authority and standard policies and procedures established at a top or upper management 
level. Each contractor should maintain a written description of the organization and duties of 
the personnel responsible for the design and administration of the compensation function. 

d. Evaluation of the contractor's organization requires an analysis of the relationship of 
the organizational segments participating in the compensation function. For this purpose, the 
contractor should provide: 

(1) organization charts, 
(2) written procedures or directives describing the organizational structure and re

sponsibilities of the compensation design and administration group(s) and contributing de
partments, and 

(3) flow charts showing the work flow of the compensation system design and admin
istration. 

e. The evaluation should disclose whether: 
(1) The total compensation function is effectively controlled, either on a centralized or 

decentralized basis. 
(2) Lines of authority, duties, and responsibilities are clearly defined, including 

responsibilities for establishing, reviewing, and approving changes to the cash and non-cash 
compensation plans. 

(3) The organization structure clearly identifies the unit responsible for ensuring that 
the value of the total compensation package (cash plus other benefits) offered employees for 
services rendered in the performance of Government contracts is allowable and reasonable in 
accordance with the FAR. 

(4) The organization structure clearly identifies the unit responsible for ensuring the 
contractor complies with FAR 31.205-6(a)(4) by coordinating major revisions to its existing 
plan or new plans with the cognizant ACO. 
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5-808 Evaluation of Policies and Procedures for Non-Bargaining Unit Employee 
Compensation 

a. Contractor management is responsible for establishing and maintaining adequate inter
nal control. As defined by SAS No. 78, internal control is “a process effected by an entity’s 
board of directors, management, and other personnel, designed to provide reasonable assur
ance regarding the achievement of objectives in the following categories: 

(1) reliability of financial reporting, 
(2) effectiveness and efficiency of operations, and 
(3) compliance with applicable laws and regulations.” 

Control activities, one of the five interrelated components of internal control, are the policies 
and procedures that help ensure that management directives are carried out (refer to 5-102). 
The compensation system of a company is of sufficient importance that direction and guid
ance for the implementation of the company's compensation objectives must be in a form 
that ensures understanding and avoids misinterpretation. As an internal control measure, a 
formal statement of policies and procedures, rather than an informal one based on estab
lished customs of the company, is expected to exist at all contractor locations with substan
tial Government business. 

b. Policies are management's statements of principles for accomplishing the contractor's 
compensation objectives. These include: 

(1) basic policies used by proprietor(s) or board(s) of directors to guide the course of 
business and to make the most effective use of resources including employee services, 

(2) supplemental and broad policies by top management to explain and carry out the 
board's basic compensation decisions, and 

(3) operational policies issued at lower management levels expanding the company's 
broad compensation policies as they apply to subordinate organizational elements. 

c. Policies and procedures should cover such areas as the contractor’s: 
(1) total compensation package including cash and fringe benefit items, 
(2) jobs, job families and career levels, 
(3) pay grade assignments and changes to the pay structure, 
(4) job analysis and job descriptions, 
(5) job evaluation processes, 
(6) external equity and market comparison processes, 
(7) employee benefits programs, and 
(8) compliance with Government laws and regulations including FAR 31.205-6. 

d. Determine whether the contractor's compensation policies are: 
(1) adequately documented, 
(2) consistent with prudent business practices, 
(3) adequate to provide sufficient control and accomplish management goals, 
(4) consistent with FAR, promulgated cost accounting standards, Government laws 

and regulations, and contractual requirements, 
(5) periodically reviewed and updated, and 
(6) effectively implemented by adequate procedures. 
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5-808.1 Evaluation of the Total Compensation Package 

a. Contractor management is responsible for designing a total compensation package that 
takes into consideration the mix of cash and benefits needed to attract, retain and motivate 
the kinds of personnel needed to accomplish the entity’s mission. Cash compensation is 
any type of cash payments made to employees in exchange for their contributions to the 
entity. It includes wages and salaries, cost of living allowances, bonuses, incentives, and 
merit adjustments. Benefits include all forms of non-cash compensation made to employ
ees including health coverage, life insurance, pension plans, FICA/FUTA payments, and 
paid time off. Additionally, payment of some elements of the compensation package may 
be deferred to later accounting periods. The total compensation package design and any 
proposed changes to it should take into consideration budgetary constraints, employee 
expectations, the needs of the company and management, as well as cost/benefit analyses. 

b. Evaluate and test the contractor's control activity over the compensation function to 
determine that policies and procedures exist for: 

(1) Identifying and communicating to employees the specific elements of the total 
compensation package. 

(2) Ensuring that the aggregate of each element of the total compensation pack
age complies with the allowability and allocability requirements of FAR 31.205-6, and 
that the compensation in total is reasonable in accordance with FAR 31.205-6(b)(2). 
Refer to 6-413.2 for guidance regarding evaluation of reasonableness on Non-
Bargaining Unit Compensation in accordance with FAR 31.205.6(b)(2). Also refer to 6
413.4a for guidance regarding auditor use of the 10 percent range of reasonableness 
when evaluating compensation costs. 

(3) Determining the business mix of wages, bonuses and benefits to meet the needs 
of their business and workforce. Compensation should be reviewed for reasonableness in 
total by employee, job class of employees; or job grade of employees and that offsets are 
implied in this concept. Refer to 6-413.7 for guidance regarding offsets. 

5-808.2 Evaluation of Jobs, Job Families (Classes) and Career (Grade) Levels 

a. A job is a cluster of work tasks, the completion of which serves an enduring purpose 
for the organization. At FAR 31.001, definitions are provided for each of the following 
terms: job, job class of employees, and labor markets. These terms are central to the regu
latory provisions for determining reasonableness found in FAR 31.205-6(b)(2). The cost 
principle provides that the reasonableness of compensation costs shall be tested by indi
vidual employee or job class of employees. In compensation practice, jobs are categorized 
into job families (classes), which include jobs involving work of the same nature, but re
quiring different skill and responsibility levels. The FAR definitions for job and job class 
of employees match the concept of a job family as used in the field of compensation. A 
job family (class) represents the career (grade) level progression for a job. For instance, 
the job family (class) of engineers would include the job of junior engineer, intermediate 
engineer, senior engineer, and lead engineer (skill/responsibility level). The career (grade) 
level represents the progressive degrees of accountability, complexity, leadership, 
knowledge and experience within a job family (class). The career (grade) levels estab
lished by a contractor typically reflect the career (grade) levels in the labor market for the 
same job family (class). 
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b. Evaluate and test the contractor's control activity over the compensation function to 
determine that: 

(1) The compensation department’s market comparison process tests the reasona
bleness of wages and salaries by job class or grade level to demonstrate reasonableness in 
accordance with FAR 31.205-6(b)(2) (See section 5-808.8). 

(2) Management takes corrective action to bring into line the pay levels for those 
job classes or grades found to have unreasonable levels of compensation. Unreasonable 
levels of compensation can occur when the contractor’s actual weighted average rate of 
pay for a job class or grade exceeds by ten percent the market weighted average rate re
ported in the pay survey. Refer to 6-413.4a for DCAA policy regarding auditor use of the 
10 percent range of reasonableness when evaluating compensation costs. 

5-808.3 Evaluation of Pay Grade Assignments and Changes to the Pay Structure 

a. A pay or salary grade is defined as one of the levels or groups into which jobs of 
the same or similar value are grouped for compensation purposes. A pay grade will in
clude all jobs having the same relative value to the entity. Jobs are assigned to grades 
based upon market value and job content. Job family progressions, supervi
sor/subordinate relationships, and administrative considerations influence the number of 
job grades. For control purposes, each pay grade will have a pay range maximum, min
imum, and midpoint. 

b. A pay structure is a hierarchy of job grades and pay ranges. It is an administrative 
tool designed to be internally fair, externally competitive, and cost effective. A pay 
structure provides management with a means to effect administrative and financial con
trols. An entity may have more than one pay structure depending upon the diversity of 
jobs in the organization. A pay structure can provide a consistent basis for controlling 
and promoting the equity between external and internal factors. 

c. Broadbanding is an approach to pay structure design that uses fewer pay grades. 
The characteristics of a broadband pay structure include: 

(1) the use of bands in lieu of pay grades, 
(2) each band containing a wide variety of jobs, 
(3) salary ranges that are very wide, typically exceeding 100 percent, 
(4) vertical advancement from band to band that is de-emphasized in favor of 

career level progressions within the band, 
(5) band midpoints that are de-emphasized due to the wide level of labor market 

data associated with each band, and 
(6) market pay survey data as the primary means of managing cash compensa

tion. 
d. Periodically, management should review the pay structure for needed adjustments. 

The adjustments are made to reflect assumptions about inflation, the impact of changes 
in the labor market, and the effect of changes to base pay. Changes can include general 
pay increases, market adjustments, cost of living adjustments, and merit increases. Also, 
new jobs may be added to the pay structure and existing jobs may be re-slotted into 
different pay grades. 

e. Evaluate and test the contractor's control activity over the administration of its pay 
grade assignments and changes to its pay structure(s) to determine that: 
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(1) The assignment of a new job(s) into a pay structure is based upon, and sup
ported by, a job analysis (5-808.6a.) and job evaluation techniques (5-808.7). 

(2) The reassignment of an existing job from one pay grade into another is based 
upon, and supported by, the results of job analysis and job evaluation techniques. 

(3) The compensation department tests the impact of the annual adjustment to 
salaries and wages to determine that the resulting levels of compensation by job class 
and grade remain reasonable in accordance with FAR 31.205-6. Refer to 6-413.4a for 
DCAA policy regarding the use by the auditor of the 10 percent range of reasonableness 
when evaluating compensation costs. 

(4) Management takes corrective action to bring into line the pay levels for those 
jobs in a pay grade found to have unreasonable levels of compensation. 

5-808.4 Market Based Pay Systems 

a. Market based pay systems are pay systems where labor market data takes priority 
over internal considerations when valuing a job. Market based pay systems have be
come the predominant method used by contractors today to establish salary levels for 
jobs and to design pay structures. Characteristics of market based pay systems include: 
ease of administration; ease of comprehension; responsiveness to market changes; and a 
requirement for market data. In a market based pay system, the contractor’s primary 
means for valuing a job is through the use of pay surveys. Pay survey data indicates 
what an entity’s product and labor market competitors are paying for a job. In a market 
based pay system, a high percentage of the total number of jobs are valued using pay 
survey data. A market based pay system is a system based upon external equity. 

b. Market based pay systems place limited emphasis on internal equity as a means of 
valuing jobs. Elaborate systems of job evaluation such as the point factor method and 
the factor comparison method, which use internally generated data to assess the value of 
each job in comparison to all other jobs in an organization, are de-emphasized in favor 
of the slotting method (5-808.7(3)) However, a market based pay system still requires 
the maintenance of adequate job descriptions for use in matching contractor jobs to pay 
survey job descriptions. 

5-808.5 Evaluation of Internal Equity or Consistency 

a. Internal equity refers to the pay relationships among jobs or skill levels within an 
organization. It involves establishing and maintaining equal pay for jobs of equal worth 
and acceptable pay differentials for jobs of unequal worth. This is accomplished primar
ily through job analysis, job descriptions, job evaluations, and pay structure design. 

b. When establishing pay structures, organizations may place primary emphasis on 
internal or external considerations or a blend of the two, depending on the needs of the 
organization. Refer to 5-808.4 for a discussion of a market based pay system. 

5-808.6 Evaluation of Job Analysis and Job Descriptions 

a. Job Analysis. Job analysis is a systematic and formal process for obtaining rele
vant information and data about a job. The information and data collected usually falls 
into two categories. The first category relates to the nature of the work and focuses on 
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the duties and responsibilities of the job. The second category relates to the level of 
work and focuses on the skill, effort, accountability and working conditions of the job. 
Some of the common methods of collecting data for job analysis include questionnaires, 
checklists, diaries, interviews, and direct observation. The basic premise underlying job 
analysis is that jobs are more likely to be described, differentiated, and valued fairly if 
accurate information about them is available. Job analysis procedures may be used to 
evaluate changing jobs and to establish new jobs. 

b. Job Descriptions. The information and data gathered about a job through the per
formance of a job analysis becomes the basis for the job description. Job descriptions 
identify, define and describe the most important features of the job as it is performed. 
These include the duties and responsibilities of the job as well as the level of skills, ef
fort, accountability and working conditions of the work performed. Job descriptions 
have a variety of uses that include market comparison, salary survey exchanges, job 
evaluation, performance appraisal, recruiting and third party defensibility. Job descriptions 
play a key role in a contractor’s market comparison process. The accuracy of a contractor’s 
match of their job to the job described in a pay survey depends upon how well their job de
scription describes the job actually being performed. 

c. Evaluate and test the contractor's control activity over the compensation function to 
determine that: 

(1) There are qualified personnel possessing training and experience to perform job 
analysis and write job descriptions, 

(2) All job descriptions are reviewed on a cyclical basis to determine that they remain 
current, and accurately depict the duties and responsibilities of the job being performed, 

(3) Job analysis is performed on new and changing jobs, and 
(4) Job descriptions are revised based upon the results of the job analysis. 

5-808.7 Evaluation of the Job Evaluation Process 

Job evaluation is a formal process by which management determines the relative value to 
be placed on jobs within the organization. It involves the systematic evaluation of the job 
descriptions that result from job analysis. The job evaluation process compares jobs within 
an organization, and assembles these jobs in a hierarchy based on their worth. This hierarchy 
is called a pay structure. There are an almost limitless variety of evaluation methods empha
sizing job content, but virtually all of them are modifications or derivations of the five major 
job evaluation methods listed below. 

(1) Ranking. Ranking is the fastest and simplest of the classic methods of job evalua
tion. Evaluators rank jobs in order of their overall worth or value to the organization. The job 
that the evaluators believe to be most valuable is placed first, the one that they perceive as 
being worth least is ranked last and so on. Minimal job specifications are needed to use this 
method. These include the educational and knowledge or other qualities required to meet the 
demands of the job. 

(2) Classification. A number of grades or levels are specified beforehand, and broad 
descriptions are written to delineate the characteristics of the jobs to be placed in each of the 
grades. Each job is then evaluated by comparing the job documentation to the grade descrip
tion, and the job is assigned to the grade that most closely describes the job characteristics. 

(3) Slotting. Slotting is similar to the classification procedure. The evaluator compares 
new job descriptions with jobs already in the structure, and slots each job into the grade as-
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signed to jobs of similar overall worth. A matrix is often used, with grades on the vertical 
axis and departments or job families on the horizontal axis, to facilitate comparisons across 
organizational lines. 

(4) Factor Comparison. In factor comparison, key (benchmarked) jobs are identified. 
A series of distinct factors such as skill, effort, responsibility, working conditions, or subfac
tors thereof are selected and set forth in an evaluation manual. Each key job is ranked within 
each factor listed in the manual. A monetary or point value scale then is assigned to each 
factor and apportioned to every job ranked within a factor. Nonbenchmarked jobs, or new 
jobs, are added to the system by finding the most appropriate monetary or point value within 
each factor. Totaling the points from each of the factors produces the final job rate. Job de
scription specifications are derived from the job factors that are contained in the evaluation 
manuals. 

(5) Point Factor. The point factor method is an evaluation technique used for exempt 
jobs. A number of factors are selected, such as those mentioned in factor comparison. These 
factors are weighted and a scale of point values is assigned to each to reflect this weighting. 
These factors are often set forth in an evaluation manual. Each job is compared to descrip
tions of the various levels or degrees within each factor. When the appropriate degree is se
lected for each factor, the assigned points are combined to produce a total score for each job. 
Job description specifications are derived from the factors that are contained in the 
evaluation manuals. 

5-808.8 Evaluation of External Equity and the Market Comparison Process 

a. External equity or competitiveness refers to the relationship of the contractor's pay 
levels relative to that of its labor and product market competitors. The process is referred 
to as the market comparison process and focuses on the cash element of the total compen
sation package. It is accomplished by comparing the actual wage and salary pay levels for 
jobs within an entity to wage and salary pay levels established in the labor market for the 
same job. Data regarding pay levels existing in the relevant labor market is obtained from 
pay surveys. The specific jobs that are included in the market comparison process are re
ferred to as benchmark jobs. 

b. FAR 31.205-6(b)(2) provides four factors to be considered when evaluating the rea
sonableness of compensation costs (refer to 5-802d.). It also provides that the appropriate 
factors for evaluating the reasonableness of each element of compensation depend upon 
the degree to which these factors are representative of the labor market for the job being 
evaluated. Other factors having a direct impact on the labor market for a job include (1) 
the supply and demand for sought after skills and abilities, and (2) the extent of competi
tion in product and service markets. Additionally, a contractor must consider internal fac
tors such as its ability to pay, business strategies, productivity, and the skills and abilities 
of its work force when evaluating particular labor markets. 

c. In administering its market comparison process, the contractor must establish 
control activities relating to the relevant market and the source of pay survey data. 

(1) Relevant Market. The contractor's selected benchmark jobs are the basis for 
defining its relevant labor markets. The primary relevant labor market for a job generally 
includes companies that the contractor competes with for similarly skilled employees or 
the source of supply. This market consists of the geographic area(s) within which it would 
ordinarily expect to recruit all potential employees for a job and the geographic area(s) to 
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which it would ordinarily expect to lose employees in that job. These geographic areas 
may be identical but need not be. This market can be defined within a geographic area, 
which consists of all or similar companies in the local, regional, national, or international 
market. Typically, the contractor would evaluate where it loses and finds employees to 
establish the initial basis of its relevant labor market. 

(a) The relevant market will vary among each contractor and job family de
pending on pay objectives and the skills being evaluated. The relevant labor market will 
change depending on the job family being evaluated. For example, exempt jobs (admin
istrative, professional, and managerial) tend to compete on a regional or national basis, 
while nonexempt (clerical) and hourly (production) jobs are most likely to compete in 
local and regional markets. However, generalizations of labor markets are not always 
correct. In large cities and metropolitan areas, high concentrations of engineers will 
translate into a regional labor market instead of a national market. 

(b) Wages and benefits tend to vary according to the size of an organization. 
Accordingly, firms similar in size to the contractor should be included in the relevant mar
ket. The factor of size is most relevant in influencing pay for executives and to a lesser 
degree exempt and nonexempt. 

(c) The factor of industry in defining the relevant market of a job relates to the 
company's competition in its product/service markets. This is important because of cost 
control and ability to pay considerations. Where possible, companies of the same indus
try, within the relevant geographic areas, should be included in the relevant market data 
for the job being evaluated. The factor of industry is most influential on the pay levels 
of exempt jobs. Where jobs are tied to a specific industry, as aerospace engineers are to 
the aerospace industry, the market for those jobs should be defined on an industry basis. 

(2) External Pay Surveys. External pay surveys provide detailed data regarding 
market pay levels for specific jobs and are the primary tools used by the contractor to en
sure compliance with its external equity pay policy and demonstrate compliance with FAR 
31.205-6(b). The pay survey data identifies rate ranges and a central tendency figure such 
as a mean, median, or mode salary/wage level for each job. Pay surveys also provide a 
standard job description for each job along with career level progression charts that identi
fy the knowledge, education, level of supervision required and work experience for each 
job within a particular job family. Do not use free internet surveys. They are not consid
ered independent or objective. 

(a) Three sources of pay surveys are available to a contractor making market 
comparisons: 

 Published surveys that are available for the general public to purchase regard
less of participation in the survey. 
 Private surveys based upon data from survey company clientele and which on
ly participants may purchase. 
 Contractor self-conducted surveys. 

(b) Contractors generally use private surveys and self-conducted surveys. The 
contractor can tailor these surveys to represent its relevant market by including specific 
companies representing its perceived product and labor market competitors. If a contractor 
uses free internet surveys to support proposed or incurred compensation costs, request assis
tance from the field or regional compensation technical specialist to perform an independent 
market analysis. 
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(c) In most cases, no one survey is sufficient to determine the market rate of pay 
for all jobs. Most companies use several surveys. A primary survey may be selected with 
secondary surveys used to corroborate the results of the primary survey. 

(d) Consider the basis for the contractor's reliance on a source of pay survey 
data, including internal sources. Minimal information should include: 

 The company name, society, or group that collected the data. 
 The expertise in job evaluation and job analysis possessed by the individuals col

lecting the data. 
 The names of the companies contributing data and the geographical location of 

the source data. The relation to and influence of these companies in the contrac
tor's labor markets. 

 The size of the sample of companies reporting data and the size of the companies 
reporting data for each job.
 

 The extent that the data is based on job titles and job descriptions.
 
 The number of years that the survey has existed.
 

(e) If the contractor uses internally developed pay surveys, determine if the con
tractor independently ensures that they are unbiased and reliable. 

(f) Evaluation of the contractor's selected pay surveys should consider if: 
	 The survey provides specific job classifications with corresponding job content 

survey descriptions that identify duties, responsibilities, and experience. An ac
ceptable alternative would be a maturity-curve survey because of difficulties en
countered in evaluating professional, scientific, or engineering jobs. 

	 Well-defined written policies and procedures are established detailing what crite
ria are used to select the pay surveys in evaluating its wages (i.e., geographical 
location, company size, and type of industry). 

	 The pay surveys provide the weighted average or median rates by job. Also, the 
survey should provide sufficient range values, minimum and maximum rates, 
and/or percentile and quartile data to validate the average rate and changes to pay 
structures. 
(g) Deficiencies in the contractor's selection and use of pay surveys in

clude: 
	 Lack of job descriptions in pay surveys that cause the contractor to benchmark 

jobs based on position titles only. The use of job titles only in benchmarking 
does not ensure proper comparability of jobs. 

	 Lack of weighted average or median rate in the pay survey. Pay surveys may 
provide only the minimum, midpoint, and maximum pay ranges for each job 
classification. The midpoint of the range would not be reflective of the market 
rate because survey participants actually pay employees under the minimum and 
over the maximum. 

	 The contractor is unable to rationally support its basis for relying on the survey 
data used to make market comparisons. 

 The pay survey the contractor uses is not representative of its labor market and 
there is no supporting data for the selection criteria. 

 The contractor's compensation data were not excluded from the pay survey 
weighted average. 
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 The contractor does not remove identifiable and measurable unallowable com
pensation elements from market survey data prior to benchmarking. 

d. Management is responsible for determining the extent to which external market con
siderations are used to monitor and influence its pay levels for the purposes of: 

(1) ensuring that pay rates are sufficient to attract and retain employees 
(2) controlling labor costs so that the organization's product and service prices 

are competitive, and 
(3) ensuring that compensation paid for services rendered on Government con

tracts is reasonable in accordance with FAR 31.205-6(b). 
e. Evaluate and test the contractor's control activity over the market comparison process 

to determine that: 
(1) A valid match is obtained when comparing the job descriptions and career 

levels for the contractor’s job(s) included in the market comparison process and the job de
scriptions and career levels for the job(s) included in the market pay survey(s). 

(2) The relevant labor market selected for those jobs included in the market com
parison process takes into consideration the factors identified in FAR 31.205-6(b)(2) that are 
representative of the labor market for the job being evaluated. 

(3) The actual wages and salaries paid by the contractor to its employees for ser
vices rendered in the performance of Government contracts remains reasonable in accord
ance with FAR 31.205-6(b)(2) and FAR 31.201-3 for particular employees, job classes of 
employees, and/or between the compensation packages of employees in jobs included in the 
same pay grade. 

(4) Corrective action is taken when necessary to bring into line the actual wages 
and salaries for those jobs found to have unreasonable levels of compensation. Unreasonable 
levels of compensation occur when the contractor’s actual average or median rate of pay for 
a job class or grade exceeds by 10 percent the weighted average or median market rate re
ported in the pay survey. See 6-413.4a for a discussion of DCAA policy regarding the use of 
the 10 percent range of reasonableness when evaluating compensation costs. 

5-808.9 Performance of Audit Procedures to Determine the Reasonableness of Wages 
and Salaries for Non-Bargaining Unit Employees 

a. The second objective of a compensation system audit is to determine whether compen
sation costs resulting from the contractor’s compensation system are allowable and reasona
ble in accordance with FAR 31.205-6. An adequate compensation system will provide the 
auditor with sufficient evidence to determine and demonstrate in the audit working papers 
the reasonableness of the contractor’s wages and salaries in accordance with the require
ments of FAR 31.205-6(b)(2). 

b. Where the auditor has determined that, due to the existence of significant internal con
trol deficiencies, a contractor’s compensation system does not sufficiently demonstrate that 
wages and salaries are reasonable in accordance with FAR 31.205-6(b)(2), the auditor must 
perform additional audit procedures. The scope and direction of the additional audit proce
dures will depend on the nature of the significant deficiencies. The determining factor is 
whether the system deficiencies are such that they prevent a demonstration of reasonable
ness. System deficiencies related to the following control activities may prevent a demon
stration of reasonableness: 
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 Classification of jobs, job families and career levels, 
 Pay grade assignments and pay structure design, 
 Job analysis and job descriptions, and 
 External equity and market comparison processes. 

For example, if the contractor lacks job descriptions for a significant number of its jobs, this 
would prevent the demonstration of reasonableness of compensation, either by the contrac
tor’s compensation personnel, or by the auditor. 

(1) When system deficiencies are such that they do not prevent a demonstration of 
reasonableness, the auditor will follow the guidance at 6-413.2 and perform an independent 
assessment for reasonableness. The auditor will also follow the guidance at 5-811.3 and re
port, as a significant system deficiency, the specific defect in the contractor’s control activity 
that is causing the compensation costs to be unreasonable and in noncompliance with FAR 
31.205-6. 

(2) When system deficiencies are such that they prevent a determination of the 
reasonableness of wages and salaries, the auditor should not follow the guidance at 6-413.2 
and should not perform an independent assessment of reasonableness. Under these circum
stances, the auditor should follow the guidance at 5-811.3 and report the condition as a sig
nificant system deficiency. The contractor will be given time to correct the deficiencies and 
then will be asked to demonstrate to the Government that the compensation system results in 
reasonable wages and salaries. The auditor should request that contractor management pro
vide in writing the amount of time required before they will be able to demonstrate the rea
sonableness of its employee wages and salaries. This could be addressed in the contractor’s 
written response to the draft audit report. When the contractor indicates the amount of time 
needed, the auditor should coordinate with the ACO to determine if the Government should 
take any other actions (e.g., contract billing withhold) to protect the Government from being 
billed for potentially unreasonable compensation costs in the interim. 

5-808.10 Evaluation of Employee Benefits Programs 

a. Employee benefits consist of compensation other than pay for time worked. 
Common benefits include health and life insurance, pensions, worker's compensation, 
pay for time not worked, etc. The contractor's benefit structure should complement its 
wage and salary structure(s). Benefits tend to be provided by an organization rather than 
by job, except for executive perquisites and certain deferred income programs. 

b. Although organizations compete over wage and salary levels more than benefit 
packages, it is still necessary for the contractor to consider the competitive labor market 
when establishing benefit levels. As an essential control measure for benefit costs, the 
contractor's policies should require the comparison of its absolute level of benefits to 
those of its labor and product competitors. The contractor may decide to lead, lag, or 
stay competitive. This requires the use of benefit survey data. 

c. Benefit costs are allowable to the extent that they are reasonable and required by 
law, employer-employee agreement, or an established policy of the contractor under 
FAR 31.205-6(m). 

d. The contractor's benefit policies should establish: 
(1) the contractor's competitive objective in the overall value of the benefits 

package compared to that of other firms, 
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(2) eligibility requirements for various benefits and the rationale for different 
probationary periods with different benefits, 

(3) the flexibility in plan coverage offered to employees ("cafeteria-style" 
plans or average employee plans), 

(4) the method of financing the benefit plans by either noncontributory, con
tributory, or employee financing. 

e. As a means to control costs, the contractor should establish procedures to periodi
cally conduct cost-benefit analyses of the company's benefit plans in total and of fore
casts of future years' costs. These may be performed as adjuncts to the yearly budgeting 
process. The analyses should include determinations of the cost commitments for exist
ing benefits programs and the costs of alternate or new benefits. If projected cost com
mitments are prohibitive, then alternative financing such as employee contribution may 
be necessary. 

f. Evaluate and test the contractor's control activities over the employee benefit 
package to determine that: 

(1) Each element of the employee benefit package complies with the allowa
bility and allocability requirements of FAR 31.205-6(m). 

(2) The aggregate of each measurable and allowable element in the compensa
tion package (cash compensation plus fringe benefits) is reasonable in accordance with 
FAR 31.205-6(b)(2). 

5-808.11 Evaluation of Employee Merit Pay Programs 

As a means of increasing organizational productivity and controlling compensation 
costs, the contractor may adopt pay for performance programs in place of, or supple
mental to, general wage increases, cost of living allowances (COLA), and seniority in
creases. Pay for performance programs include incentive and awards directly linked to 
desired employee behavior, contributions, or results achieved. Merit pay programs 
measure and rate employee performance through the performance appraisal system. 

5-808.12 Performance Appraisal System 

a. The performance appraisal system provides the mechanism by which the job hold
er's contribution and work performance during a specific time period are identified and 
documented. A formal appraisal process promotes desired organizational goal attain
ment. Without a formal appraisal process, employees' achievements may not be directed 
to desired goals and the controls and feedback to the organization are unlikely. The per
formance appraisal system provides an organization with information used for: 

(1) human resource planning, 
(2) identification of employee development and training needs, 
(3) compensation administration, and 
(4) validation of promotional selection procedures. 

b. Determine the adequacy of the contractor's methods and procedures for evaluating 
employee performance and the pay rewards given for acceptable achievement of pre
scribed goals. 
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c. An adequate performance appraisal system should include: 
(1) Policies that outline the kinds, format, and sufficiency of documentation re

quired for each employee performance appraisal. 
(2) Established evaluation periods and dates for completion of appraisal forms. 
(3) Standardized appraisal formats for each system or type of appraisal system. 
(4) Performance dimensions of a job to facilitate accurate and objective meas

urement of performance. 
(5) An established rating scale with performance intervals such as unacceptable, 

acceptable, good, and superior performance and performance standards for each interval 
of performance. 

(6) Required periodic training for all raters in the policies and procedures of the 
organization's appraisal system and in rating skills. 

(7) Provisions for periodic program maintenance. 
(8) Monitoring of performance appraisal ratings in appropriate groupings to eval

uate training needs, provide feedback to managers and reports to senior management on 
the adequacy of the system and/or what needs improvement. 

d. Performance-based pay plans include short- and long-term incentive pay plans and 
gain-sharing plans. Incentive pay plans establish a standard of accomplishment to which 
worker performance is compared to determine the level of increases. It can be a group 
or organizational goal. Incentive and gain-sharing plans involve three forms of payment: 
base pay, commission, and bonus. Review 6-414 for applicable guidance regarding 
compensation for employees who pose a higher risk pursuant to FAR 31.205-6(a)(6). 
An adequate performance-based pay plan should include: 

(1) Documented policies and procedures. 
(2) Established methods of rate determination or standard performance measures 

and guidelines on the relationship between the performance and the amount of award or 
incentive pay. 

(3) The rules for eligibility for participation. 
(4) An incentive fund based on a documented formula. 
(5) Documentation requirements for the basis for the awards. 
(6) Established timing of the evaluation and payment of award. 

5-809 Training 

a. Compensation administration employees should receive adequate training on those 
aspects of the compensation system which impact their respective duties and responsibili
ties. Adequate training is an important factor in the effective implementation of any sys
tem. When determining the adequacy of the training, the following factors should be con
sidered: source of the training (e.g., American Compensation Association, university, 
etc.), method of training (e.g., formal course/seminar, self-study course, etc.), and the 
amount of training received over a period of time (e.g., the last year). When reviewing the 
contractor's training activities, the auditor should evaluate whether or not the contractor 
has a formal plan for ensuring that pay administration employees are kept apprised of de
velopments within the pay administration profession as well as changes in the contractor's 
compensation system. 
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b. Evaluate the contractor's training system to determine that: 
(1) Adequate training is provided in the application of Government procurement 

laws and regulations for employees involved in compensation administration. 
(2) Compensation professionals receive adequate on-going training and continu

ing education in the field of compensation, in the use of advanced pay structure design, 
and in maintenance and administration techniques including appropriate documentation 
procedures. 

(3) Employee training modules are periodically reviewed and updated. 

5-810 Compensation System – Information Technology System Internal Controls 

a. Where information technology (IT) is used in significant financial applications, 
control procedures are sometimes defined by classifying them into two types, IT general 
controls or IT application controls. Whether the control procedures are classified by the 
auditor as general or applications controls, the objectives of control procedures remain 
the same: to provide reasonable, but not necessarily absolute, assurance that assets are 
safeguarded from unauthorized use or disposition and that financial and cost records are 
reliable to permit the preparation of financial statements and cost representations. 

b. The auditor should evaluate the IT general controls and the compensation system 
application controls to determine if they have been designed according to management 
direction, GAAP, and applicable Government regulations and that control procedures 
are operating effectively to provide reliability of and security over the data processed. 

c. General controls are comprised of: 
(1) organization and operation controls, 
(2) systems development and documentation controls, 
(3) hardware and systems software controls, and 
(4) data and procedural controls. (See 5-400 for a more detailed explanation of 

general internal controls.) 
d. Compensation system application control procedures are applied to the input, pro

cessing, and output phases of this single IT application. In contrast, general controls 
affect all applications and operational elements of all IT systems. Separate control pro
cedures are developed for each unique application system, such as billing, MMAS, and 
in this instance, compensation. Although some application control procedures affect 
only one or just a few control objectives, most of the control procedures are designed to 
prevent or detect several types of errors in most or all phases of the application. (See 5
1400 for a more detailed explanation of application internal controls.) 

5-811 Compensation System Review and Audit Results 

5-811.1 Preliminary Findings 

Discuss audit findings with the contractor during the audit to confirm factual accura
cy. At the completion of the field work, summarize all tentative findings and conclu
sions and coordinate with the ACO. If the ACO does not support the audit position, 
immediately inform the regional office. 
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5-811.2 Exit Conference 

a. After resolving any differences with the ACO, hold an exit conference in accord
ance with 4-304 to discuss the findings with the contractor. Include the contractor's re
actions in the working papers and the report. 

b. During these discussions, address the total variance between the cost of the com
pensation element challenged and that of the comparison point of the comparative sur
vey data used to establish the unreasonable elements. However, challenge costs only to 
the extent they exceed the 10 percent range of reasonableness (see 6-413.4). 

5-811.3 Corrective Action Plans 

a. If the contractor concurs with the findings, request that it submit a specific time-
phased corrective action plan for reducing compensation costs to reasonable levels and 
correcting related system deficiencies. If the contractor disagrees with the findings, re
quest that it provide documentation justifying the reasonableness of the compensation 
elements challenged. Send the contractor a letter summarizing the conference discus
sions and request either the time-phased corrective action plan or the justification doc
umentation. Send the ACO an information copy of the letter. 

b. Contractor management is responsible for establishing and implementing correc
tive action plans to resolve system deficiencies and unreasonable compensation levels. 
The contractor is in the best position to evaluate and implement action plans. Action 
plans are expected to correct system deficiencies and eliminate trends of unreasonable 
compensation within a reasonable period of time. However, contractors are expected to 
initiate corrective action as quickly as practicable. A contractor is normally expected to 
reduce starting salaries and delay within-grade increases almost immediately and to 
make major strides to bring compensation costs under control within 12 months. Audi
tors are expected to advise ACOs of the adequacy and timeliness of contractor action 
plans to resolve system deficiencies and the resulting unreasonable compensation. 

5-811.4 Major Compensation Plan Revisions 

Challenge increased compensation costs resulting from major revisions to existing 
compensation plans or new plans introduced by the contractor if the contractor has not 
provided the cognizant ACO either before implementation or within a reasonable period 
after it, an opportunity to evaluate the allowability and reasonableness of the changes. See 
FAR 31.205-6(a)(4) and 31.201-3. 

5-811.5 Major Redeterminable Contracts 

For major re-determinable contracts, consider recommending in price proposal reports 
that a ceiling be placed on labor escalation and fringe benefit costs. Another approach is 
for the ACO to enter into an advance agreement with a contractor limiting labor escalation 
and fringe benefit costs on all contracts. 
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5-812 Compensation System Review and Audit Report 

5-812.1 General Reporting Considerations 

a. After each compensation audit, issue an audit report to the ACO following the gen
eral guidance set forth in 5-100 and 10-400, as amplified below. If related audits or re
views by any other organization have recently taken place, incorporate the results into the 
compensation audit report, if feasible. Auditors should follow the guidance in 4-1000 
when relying upon the work of others. 

b. Because FAR 31.205-6 addresses some compensation elements only in general 
terms of their reasonableness and others in specific terms of allowability along with gen
eral reasonableness, the specific subsections referenced in the opinion paragraph should 
relate to the scope of the audit. 

c. The purpose paragraph should accurately describe the systems audited. If the con
tractor has more than one compensation system or pay structure, the purpose paragraph 
should identify which systems or structures are the subject of the audit. All subsequent 
paragraphs should address each of the systems audited. If one system has a deficiency not 
shared by others, that deficiency should be separately identified to the particular system or 
pay structure. 

d. Each CSR serves as the starting point for the next CSR for the same compensation 
system or pay structure, and establishes the basis for converting the findings of the next CSR 
to a monetary equivalent. It is therefore critical for system control deficiencies to be reported 
even if the current CSR does not disclose that those control weaknesses are causing unrea
sonable costs. 

e. For compensation paid to top executives, owners, and other high risk employees 
(see 6-414), it may be appropriate to issue a separate report with the scope and reporting 
of results restricted solely to the reasonableness of compensation paid or proposed for 
those individuals. Such an audit report would specifically exclude an opinion on the 
adequacy of any systems in relation to the high-risk compensation if there is not ade
quate control within the system to assure that it is consistently applied to such employ
ees. 

5-812.2 Reporting on CSR Results of Audit 

a. If the contractor's compensation system is determined generally adequate, the fol
lowing statement would be appropriate in the results of audit: 

“In our opinion, the contractor's compensation system is adequate to consistently pro
vide reasonable employee compensation costs to Government contracts in accordance 
with FAR 31.205-6 (a) and (b).” 

This paragraph should be appropriately modified if some compensation subsystems or pay 
structures are not subject to adequate control to ensure that the compensation produced 
will continue to be reasonable in the future. 

b. If the CSR determines that: 
(1) Some systems or pay structures within the contractor’s compensation system are 

deficient, or 
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(2) Some positions or individuals have inadequate internal controls over their com
pensation to assure consistently reasonable compensation, the control deficiencies will be 
reported even if the CSR does not find unreasonable costs caused by those deficiencies. 
This reporting will establish that the Government has noted the potential problem and 
reserves the option to question any unreasonable costs caused by those deficiencies in the 
future. 

c. If unreasonable compensation is found, the results of audit section of the audit report 
may state: 

“In our opinion, under the contractor's current compensation system, cost avoidance 
in the amount of $1.6 million, of which $1 million is allocable to Government pro
grams, was determined for pay grades identified in [applicable appendix or audit re
port section]. These costs were determined to be unreasonable under FAR 31.205
6(b).” 

d. This statement should be followed by briefly describing the condition(s) or system 
deficiencies that resulted in the unreasonable findings and how the correction of the defi
ciencies could result in cost avoidance per 10-400. 

e. When unreasonable costs are identified in the audit report, the following should be 
included: 

(1) A listing of the contractor's jobs for which compensation levels are unreasona
ble. 

(2) An estimate of the unreasonable compensation costs for each job. 
(3) The methodology used and basis for determining that compensation costs are 

unreasonable and how all of the relevant factors were considered. 
(4) A description of the surveys used for making the FAR comparison tests. 
(5) The contractor's response to the audit findings (and, if appropriate, the auditor's 

rebuttal). 
(6) A copy of the contractor's proposed corrective action plan along with auditor 

comments on its adequacy and timeliness. 
(7) A recommendation that the ACO put the contractor on notice of the Govern

ment's intent to disallow unreasonable compensation costs if the contractor fails to take 
timely corrective action. Such a notice by the ACO should identify the first period during 
which it would be feasible for the contractor to make significant changes to its system. 
This “period of corrective action” should be determined on a case-by-case basis but should 
generally be the first full 12 months after the audit report is issued. The notice should also 
state that starting after the period of corrective action unreasonable compensation costs, 
both actual and projected, will be questioned. If the ACO issues a notice of intent, we will 
question all unreasonable compensation costs, actually incurred or proposed, for periods 
after the period of corrective action. 

f. Audit reports issued on price proposals and rate agreements will question all unrea
sonable compensation costs proposed for periods after the period of corrective action. 

5-812.3 CSR Reporting Considerations for Employee Fringe Benefits 

All audit reports will contain the following qualifications relating to fringe benefits: 
a. Scope: Modify this paragraph to refer to the "Qualifications" paragraph below. 
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b. Qualifications: Include within this paragraph a statement to the effect that the 
results of audit expressed in this report are qualified to the extent that subsequent au
dits by DCAA, the contract administration office, or others, of insurance, pension, 
and other fringe benefits may supplement the findings of this audit. When aware that 
specific audits are already in process or planned, state this information and identify 
the specific areas to be covered. In addition, determine if a recent DCAA or DCMA 
insurance and pension audit or review has taken place. If so, incorporate the results, if 
feasible, into the compensation system audit report. If incorporated, state this fact and 
reference the specific DCAA or DCMA report number and date. (See 5-1303 for 
guidance on insurance/pension reviews.) 

c. Results of Audit: Always qualify this paragraph by referring to the “Qualifications” 
paragraph. 

d. If, after giving consideration to offsets, fringe benefits in total and by individual ele
ment are within the range of reasonableness, include the following statement in the "Results 
of Audit" paragraph: 

"Our audit disclosed no employee benefit costs considered unreasonable under FAR 
31.205-6 (a) and (b)." 
e. If a contractor cannot justify employee benefit costs that significantly exceed the aver

age of the comparison data by more than 10 percent (after giving consideration to appropri
ate offsets), include the following information in the report: 

(1) A statement in the results of audit paragraph that our audit disclosed that compen
sation costs for employee benefits are unreasonable under FAR 31.205-6 (a) and (b). 

(2) A recommendation (in the results of audit paragraph) that the ACO issue the con
tractor a written notice of the Government's intent to disallow future unreasonable benefit 
costs. 

(3) A listing of each unreasonable employee benefit element, identifying the unrea
sonable costs for each, and a listing of unreasonable incurred employee benefit costs ques
tioned per FAR 31.205-6(a)(4) and 31.201-3. 

(4) A summary or copy of the supporting documentation or action plan provided by 
the contractor. 

5-812.4 Dispositioning CSR Report Findings 

a. Except as noted in d. below, unreasonable compensation is not questioned for periods 
prior to completion of the “period of corrective action” [Refer to 5-812.2e.(7)] when unrea
sonable compensation costs are found during a compensation system audit and a prior CSR: 

(1) Audited the compensation system as it is currently, 
(2) Determined that the compensation system audited was acceptable at the time of 

the prior audit; and, 
(3) Determined that the costs produced by that system were acceptable at the time of 

the previous CSR. 
However, cost avoidance estimated for a 12 month period after the period of corrective 

action is recorded. Forward pricing rates for periods after the period of corrective action 
should also be adjusted. [Refer to 9-308, Incorporating Cost Avoidance Recommendations 
Into Price Proposal Audits, and 9-1200, Forward Pricing Agreements, for further guidance.] 

b. If prior CSRs identified unreasonable compensation and the Contracting Officer (CO) 
issued a Notice of Intent to Disallow Costs (FAR 42.801), then all compensation costs that 
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are unreasonable after the allowed period of corrective action should be questioned in for
ward pricing audits, proposals, and incurred cost audits. If the CO has not made a final de
termination on the unreasonable costs in a CSR, continue to question any unreasonable com
pensation for periods after the period of corrective action until a final determination is made. 
If a CSR report discloses unreasonable compensation and the CO dispositions the audit re
port without supporting the unreasonable compensation, subsequent unreasonable compensa
tion should not be questioned based on that audit. 

c. Costs should be questioned for all periods of incurred costs and forward pricing if un
reasonable costs are produced by: 

(1) Failure to adhere to the previously audited system; 
(2) Changes to compensation systems previously audited if the changes have not been 

audited; or, 
(3) Pay structures or portions of systems previously audited which were found to be 

unacceptable or lacking controls at the time of the previous CSR. 
d. Some contractors will have some pay structures, usually for executives or owners, 

which should be questioned for all periods if the compensation is found to be unreasonable. 
See 6-414 for additional information on special considerations of executives and owners. 

DCAA Contract Audit Manual 



5136 January 25, 2016 
5-901 

5-900 Section 9 --- Audit of Labor System Internal Controls 

5-901 Introduction 

a. This section provides guidance for auditing contractor labor internal controls to 
evaluate the adequacy of the contractor's labor system and assess control risk related to 
the allowability and allocability of labor costs charged to Government contracts. The 
reasonableness of labor costs is addressed in 5-800 (Compensation System Reviews), 6
412 (Evaluation of Quantitative and Qualitative Utilization of Labor) and 6-413 (Rea
sonableness of Compensation Costs). 

b. Refer to 5-101 for the auditor's fundamental requirements on obtaining and docu
menting an understanding of a contractor's internal control and assessing control risk. 

5-902 Background Information 

a. Labor costs are usually the most significant costs charged to Government con
tracts, and usually comprise the base, or the largest element in the base, used for allocat
ing indirect costs. Historical labor costs are often used to estimate labor for follow-on or 
similar item Government contracts. Unlike other cost items, labor is not supported by 
third party documentation such as an invoice, purchase order, or receipt. Contractor 
personnel have complete control over the documents or devices of original entry, 
whether they consist of timecards, electronic media, or some other means. Responsibil
ity for accuracy is diffused throughout the contractor's organization. Consequently, the 
risks associated with the accurate recording, distribution, and payment of labor are al
most always significant. 

b. To assess control risk on the labor system as low and reduce substantive testing, 
the contractor's system should have: 

(1) An effective method to monitor the overall integrity of the La
bor/Timekeeping System. 

(2) An effective employee awareness training program to reasonably assure that 
all employees are aware of the importance of proper time charging. 

(3) Effective procedures for labor authorizations/approvals to facilitate the proper 
accumulation and recording of labor costs to cost objectives. 

(4) Effective procedures for timekeeping to reasonably assure that labor hours are 
accurately recorded and that corrections to timekeeping records are documented, author
ized, and approved. 

(5) Effective procedures for labor distribution to reasonably assure the proper 
recording of labor costs to cost objectives. 

(6) Effective procedures for labor cost accounting to reasonably assure that labor 
charges to the Government are in compliance with promulgated Cost Accounting Stand
ards, generally accepted accounting principles, and contract terms/clauses. 

(7) Effective procedures for payroll preparation and payment to reasonably assure 
independent preparation of the payroll, and that pay rates are appropriately authorized 
and accurate. 

(8) Effective procedures for labor transfers and adjustments to reasonably assure 
that they are documented and approved. 
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5-903 General Audit Policy 

Refer to 5-103 for DCAA's general audit policy for the audit of contractor account
ing and management systems and related internal controls. 

5-904 Audit Objectives 

a. The purpose of the audit is to evaluate the adequacy of and the contractor's com
pliance with the labor system's internal controls. The objective is to assess control risk 
for the allowability and allocability of labor costs charged and billed to Government 
contracts. 

b. Refer to 5-104 for DCAA's primary objectives for auditing the contractor's ac
counting and management systems. 

5-905 Scope of the Audit 

a. While the nature and extent of audit effort depends upon contractor size, amount 
of Government business, and audit risk (materiality and sensitivity), the audit scope 
should be consistent with the guidance in 5-105. 

b. Controls for interrelated audit concerns regarding the adequacy of the contractor's 
other major systems (e.g., IT General Internal Controls, Estimating, etc.) will be audited 
under separate assignments. While the controls for these areas are not part of this audit, 
the results of all audits of these interrelated controls must be considered in forming an 
overall audit conclusion on the labor system internal control and also commented on in 
the related audit report. 

c. In many instances, control activities may be embedded in the contractor's IT sys
tem. In these cases, the auditor should adequately document and test the automated por
tions of the system and give proper consideration to the use of Computer Assisted Audit 
Techniques (CAATs) (see 5-108f). 

d. The extent of audit effort should also be influenced by: 
(1) the types of Government contracts and their materiality 
(2) sensitive audit issues 
(3) deficiencies noted in ongoing audits (audit leads) 
(4) input from the contracting officer 
(5) contract provisions 

These areas are discussed in 3-204 and the auditor should document the impact of these 
considerations on the scope of this audit in the working papers. 

e. The following paragraphs describe specific control activities considered signifi
cant for an adequate labor system. 

5-906 Labor System Management Compliance Audits 

a. The existence of strong self-controls increases the reliance that can be placed on 
the cost representations from that system. Therefore, the contractor should have policies 
and procedures for monitoring its labor system, including regular compliance audits, to 
ensure the timely and accurate recording, distribution, and payment of labor costs. 
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These policies and procedures should be well defined, reasonable in concept, and effec
tively implemented by contractor personnel. 

b. As a minimum the contractor should conduct regular internal control compliance 
reviews. These compliance reviews should address the following areas: the adequacy of 
written procedures, employee knowledge and compliance with policies and procedures, 
consistency with which the policies and procedures are applied and by whom, and time
ly follow-up action on deficiencies. 

(1) Types of Reviews. The contractor may perform internal compliance audits by 
monitoring in the form of physical observation ( floor checks ), by testing labor charges 
for accuracy, by reviews of performance or exception reports, by requesting external 
audits, or by using a combination of techniques. 

(2) Adequacy of Compliance Review Procedures. Whatever the form of the com
pliance reviews, there should be procedures which identify the intervals of performance 
of the reviews, the personnel responsible for performance of the reviews, the areas to be 
covered during the reviews, the specific steps to be performed in the reviews, the docu
mentation needed to demonstrate the procedures have been performed, and the require
ments for follow-up action. 

(3) Overall Adequacy of Compliance Reviews. The adequacy of the compliance 
reviews should be assessed in accordance with the criteria in 4-1000. The reviews 
should be performed in accordance with written procedures and by personnel possessing 
the level of competence, independence, and objectivity required of a reviewer. The 
scope and depth of audit should be consistent with the contractor's risk assessment level 
and sufficient to identify outdated written procedures, inconsistent application of the 
procedures, lack of employee knowledge or compliance with the written procedures, or 
untimely follow-up actions. 

5-907 Review of Employee Awareness Training 

a. Policies and Procedures. The contractor should have policies and procedures for 
training employees to reasonably assure that all employees are aware of the importance 
of proper time charging. The training should cover indoctrination for new hires, man
agement's responsibility for the accuracy of accounting for labor charges, refresher 
courses for existing employees, explanations of penalties for mischarging, the im
portance of segregation of duties, and a system of feedback to provide an opportunity 
for employees to report any suspected mischarging or violation. When evaluating con
tractor policies and procedures for employee awareness training, the auditor should con
sider whether there is formal company-wide timekeeping and labor charging training, 
and whether there is documentation to verify that the training has occurred (e.g., presen
tation and handout material, sign-in logs, and memoranda of attendance.). 

b. New Hire Training. New hires should be trained on proper timekeeping shortly 
after being hired. The training should include proper timekeeping procedures and the 
penalties associated with the statutes on false claims and false statements (see 5-907.d). 
Further, those employees with contractual responsibilities should be made aware of the 
FAR, DFARS, CAS, and contract provisions. Specific responsibility should be placed 
on an individual or group to perform the training. 

c. Management's Responsibility. It is critical to labor charging internal control sys
tems that management continues to emphasize the employee’s independent responsibil-
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ity for accurately recording time charges. The contractor should have training programs 
stressing management's responsibility to provide for the accurate recording of labor 
hours. 

d. Refresher Courses. The contractor should have periodic refresher courses on prop
er timekeeping and labor charging practices, as shown in 5-907a. above, especially for 
employees found not to be complying with company labor charging procedures. 

e. Penalties for Mischarging. Individual employees must be constantly, although 
unobtrusively, made aware of controls that act as an effective deterrent against viola
tions. There should be an explanation of the penalties for knowingly mischarging time. 
This would include penalties imposed by the company and those by the Government 
(i.e., False Claims Act). Many businesses accomplish this by emphasizing the im
portance of timecard preparation in staff meetings, employee orientation, and through 
posting of signs throughout the workplace, which remind employees of the importance 
of accurate and current timecards. 

f. Segregation of Duties. The contractor should have training programs that stress the 
importance of maintaining a segregation of duties for labor-related activities to prevent 
the appearance of and opportunities for improprieties. For example, the responsibility 
for timekeeping and payroll accounting should be separated. In addition, supervisors 
who are accountable for meeting contract budgets should not have the opportunity to 
initiate or change employee time charges. 

g. Feedback system. The contractor should have a system of feedback to provide em
ployees an opportunity to report to management any suspected mischarging or violations 
of the contractor’s system of internal controls, with anonymity guaranteed. In addition, 
appropriate fraud hotline posters must be displayed (see CAM 5-306.4). 

5-908 Labor System Authorization/Approvals 

The contractor should have procedures to facilitate the accumulation and recording of 
labor costs to cost objectives for the purpose of determining proper cost reimbursement on 
Government contracts. These procedures should address the control and issuance of work 
authorizations, as well as the detail descriptions required for labor documentation. When 
evaluating the contractor's policies for labor authorizations/approvals, the auditor should 
consider whether the policies and organizational structure provide for adequate control over 
work authorizations to assure the integrity of labor recording. 

5-908.1 Control and Issuance of Work Authorizations 

The contractor should have procedures to ensure the segregation of duties for work au
thorizations and/or job assignments, to the extent practical. The work authorizations/job as
signments should be controlled and issued by individuals independent of those responsible 
for performing the work. A critical control is the procedure used to open and close work 
authorizations. These controls decrease the potential for circumventing cost targets or ceil
ings. 
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5-908.2 Work Descriptions 

The contractor should have procedures for the preparation of labor documentation/work 
descriptions that require clear identification of the nature of the work performed. The work 
descriptions should provide enough detail to be trackable to the intermediate or final cost 
objective, and describe if the effort is allowable or unallowable/direct or indirect. Work de
scriptions should be sufficiently detailed to determine the allocability of the labor charges to 
Government contracts. 

5-909 Evaluation of Timekeeping 

The contractor should have procedures to assure that labor hours are accurately recorded 
and that any corrections to timekeeping records are documented, including appropriate au
thorizations and approvals. When evaluating the contractor's timekeeping procedures, the 
auditor should consider whether the procedures are adequate to maintain the integrity of the 
Timekeeping System. 

5-909.1 Manual Timekeeping Systems 

Procedures for manual Timekeeping Systems should provide for the accurate and com
plete recording of labor hours, as well as appropriate controls to ensure corrections to labor 
records are accurate and authorized. Generally, they may be categorized as procedures that 
pertain to: 

a. Supervisory observation of employee arrival and departure to prevent improper clock
in/clock-out. 

b. Employee possession of timecard/timesheet. 
c. Employees prepare their timecards in ink, as work is performed. 
d. Only one card/sheet is prepared per employee per period; cards/sheets are preprinted 

with employee name and identification number; and cards/sheets are turned in to the desig
nated timekeeping office or collected by an authorized person. 

e. Precoded data is printed on the job cards for identification purposes. 
f. Direct labor employees record their time no less often than daily. Sufficient formal 

subsidiary records are maintained, if necessary, to assure accurate time recording and allocat
ing of labor costs to intermediate and final cost objectives when multiple jobs are worked in 
a day. 

g. Corrections are made in ink, initialed by the employee, properly authorized, and pro
vide a sufficient and relevant explanation for the correction. 

h. Employees and supervisors sign the timecards/timesheets in accordance with proce
dures, verifying the accuracy of the recorded effort. 

5-909.2 Automated Timekeeping Systems 

Procedures for automated Timekeeping Systems should provide for the accurate and 
current recording (e.g., no less than daily) of labor hours by authorized employees, as well as 
appropriate controls to ensure corrections to labor charges are accurate and authorized. Gen
erally, they may be categorized as procedures that pertain to: 

a. Only the employee uses their labor charging instrument to access the labor system. 
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b. Employee badge issuance is sufficiently controlled so that no number is duplicated and 
badges are not issued to unauthorized persons. 

c. Procedures are in place which require the employee to report lost badges promptly. 
d. Changes are initialed, authorized, and dated by the employee and supervisor and in

clude a description of the reason for the change. This may be done electronically. 
e. A verifiable audit trail process is in place that collects all initial entries and subsequent 

changes. 

5-910 Evaluation of Labor Distribution 

The contractor should have policies to reasonably assure the proper recording of labor 
costs to cost objectives. These policies should address the reconciliation of labor hours be
tween labor distribution summaries and Timekeeping/Payroll Systems, recording of both 
compensated and uncompensated hours worked, and maintenance of an audit trail. 

5-910.1 Reconciliations 

The contractor should have procedures which require that the total labor hours reflected 
in labor distribution summaries agrees with the total labor charges as entered into the Time
keeping and Payroll Systems. This reconciliation attests that the labor charges to contracts 
represent actual paid or accrued costs and that such costs are appropriately recorded in the 
accounting records. Each employee's time charge should be distributed as recorded. 

5-910.2 Recording Hours Worked 

The contractor should have procedures to ensure that all hours worked are recorded, 
whether they are paid or not, to assure the proper distribution of labor costs. This is neces
sary because labor rates and labor overhead costs can be affected by total hours worked, not 
just paid hours worked (also see 6-410). 

5-910.3 Audit Trail 

The contractor should have procedures that require the generation of an audit trail 
which documents distribution of direct and indirect labor charges to the appropriate cost 
objectives (e.g., a labor distribution report.). When evaluating the contractor's proce
dures, the auditor should consider whether direct and indirect labor charges are support
ed by sufficient evidential matter to verify the allocability to final cost objectives, and 
that they are traceable to time cards and approved work authorizations. 

5-911 Audit of Labor Cost Accounting 

The contractor should have procedures to reasonably assure that labor costs charged 
to the Government are in compliance with promulgated Cost Accounting Standards, 
generally accepted accounting principles, and contract terms/clauses. The procedures 
should address concerns such as: sensitive labor accounts, briefing of contract terms, 
directly associated unallowable labor costs, lump-sum wages, overtime authorization, 
uncompensated overtime, and records retention. 
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5-911.1 Sensitive Labor Accounts 

The contractor should have procedures to audit significant increases and decreases in 
sensitive labor accounts for reasonableness and allocability. These procedures should 
also address changes in labor charging practices to assure consistency with CAS and 
FAR. Audit effort in this area may help satisfy MAAR 7 (changes in charging di
rect/indirect cost) and MAAR 8 (comparative analysis-sensitive labor accounts). 

5-911.2 Briefing of Contract Terms 

The contractor should have policies and procedures which address briefing of special 
contract terms and advance agreements relative to allowability and allocability of labor 
costs (See 3-300). The contractor should identify all contract terms with Government 
costing implications such as military standards, overtime, and skill mix requirements, to 
ensure compliance with those terms. 

5-911.3 Directly Associated Unallowable Labor Costs 

The contractor should have procedures that require that direct and indirect labor 
costs directly associated with unallowable costs be identified and segregated. When 
evaluating the contractor's procedures for unallowable labor costs, the auditor should 
consider whether the chart of accounts and the contractor's disclosure statement ade
quately identify and describe the treatment of these costs. 

5-911.4 Lump-Sum Wages 

The contractor should have procedures to ensure that lump-sum wages resulting 
from union contracts are accounted for in accordance with ASC 710-10-25 Paragraphs 
12 through 14, formerly EITFIS 88-23 (see Selected Areas of Cost guidebook, Chapter 
44). The matching concept requires that lump-sum payments benefiting future periods 
be deferred and amortized over the period benefited (i.e., the period covered by the un
ion contract). 

5-911.5 Overtime Authorizations 

The contractor should have procedures that address overtime authorization require
ments prescribed by FAR 22.103. Such procedures, if applicable, ensure that: 

(1) overtime is necessary to meet delivery requirements, 
(2) overtime is necessary to meet performance requirements, or 
(3) overtime is necessary to make up for delays beyond the control or without the 

fault or negligence of the contractor (see 6-409 and 6-410). 

5-911.6 Records Retention 

The contractor should have policies and procedures that address retention of labor 
records to comply with current FAR requirements. These procedures should address the 
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retention of labor records such as payroll records, labor distribution records, work authoriza
tions, and timecards. 

5-912 Review of Payroll Preparation and Payment 

The contractor should have procedures to provide reasonable assurance that payrolls are 
prepared by persons independent of those responsible for the timekeeping operation and 
actual payroll payment, and pay rates and labor hours are appropriately authorized and accu
rate. (See 6-407). 

5-912.1 Segregation of Duties 

The contractor should have procedures to ensure that there is a segregation of responsibil
ities between timekeeping and payroll. These procedures are necessary to reduce the oppor
tunity for any person to be in a position to both perpetrate and conceal errors or irregularities 
such as fictitious employees, improper time charges, etc. 

5-912.2 Accuracy of Labor Costs 

The contractor should have policies and procedures that address the accuracy of the labor 
costs, particularly that pay rates in effect are supported by written authorization from the 
personnel department or other authorized source. When evaluating the contractor's policies, 
the auditor should also consider whether cross-checks are required (either manual or auto
mated) for verifying the accuracy of names, rates of pay, hours worked, extensions, and ac
counting distributions. Labor hours used in the payroll process should be based on the labor 
distribution records. 

5-913 Review of Labor Distribution, Transfers, and Adjustments 

The contractor should have procedures to provide reasonable assurance that labor trans
fers or adjustments of the labor distribution are documented and approved. These procedures 
should address management review and approval of labor transfers, labor distribution edit 
errors, and review and correction of labor errors. Particular attention should be given to IT 
assisted "on-line" adjustments. In these cases, controls should be in place to ensure that un
authorized or undocumented adjustments are prevented or detected in a timely manner. 

5-913.1 Review and Approval of Labor Transfers 

The contractor should have procedures that provide for a system of documenting, approv
ing, and reviewing the transfer of labor costs from one cost objective to another by proper 
management officials. Written justification should be required for any such transfer, to en
sure the proper allocation of labor costs to final cost objectives. Audit effort in this area may 
help satisfy MAAR 10 regarding adjusting entries and exception reports for labor. 
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5-913.2 Labor Distribution Edit Errors 

The contractor should have procedures to ensure that labor distribution edit errors are 
processed into a suspense account and billed to customers only after correction. 

5-913.3 Evaluation and Correction of Labor Errors 

The contractor should have procedures to ensure that reports of suspense labor and edit 
errors are generated and provided to the appropriate personnel for review and corrective 
action. These corrections should be adequately explained, and endorsed by both the em
ployee and supervisor. 

5-914 Labor System - Information Technology System Internal Controls 

a. Where information technology (IT) is used in significant financial applications, con
trol activities are sometimes defined by classifying them into two types, IT general con
trols or IT application controls. Whether the control activities are classified by the auditor 
as general or application controls, the objectives of control activities remain the same, to 
provide reasonable, but not necessarily absolute, assurance that assets are safeguarded 
from unauthorized use or disposition and that financial and cost records are reliable to 
permit the preparation of financial statements and cost representations. 

b. The auditor should evaluate the IT general and labor system application controls to 
determine if they have been designed according to management direction, GAAP, and 
applicable Government regulations and that internal controls are operating effectively to 
provide reliability of and security over the data processed. 

c. General controls are comprised of: 
(1) organization and operation controls, 
(2) systems development and documentation controls, 
(3) hardware and systems software controls, and 
(4) data and procedural controls. (See 5-400 for a more detailed explanation of gen

eral internal controls.) 
d. Labor system application control activities are applied to the input, processing, and 

output phases of this single IT application. In contrast, IT general controls affect all sys
tem applications and operational elements of all IT systems. Separate control activities are 
developed for each unique application system, such as billing, MMAS, and in this in
stance, labor. Although some application control activities affect only one or just a few 
control objectives, most of the control activities are designed to prevent or detect several 
types of errors in most or all phases of the application. (See 5-1400 for a more detailed 
explanation of application internal controls.) 

5-915 Internal Control Reporting 

The auditor should follow the guidance in 5-110, 10-200, and 10-400 for reporting 
on internal controls relative to the contractor's accounting and management systems. 
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5-1000 Section 10 --- Audit of Indirect and Other Direct Cost System Internal Controls 

5-1001 Introduction 

a. Refer to 5-101 for the auditor's fundamental requirements on obtaining and docu
menting an understanding of a contractor's internal controls and assessing control risk. 

b. This section presents guidance for auditing a contractor's internal controls of both 
a manual and automated nature over indirect/other direct cost. The guidelines relate to 
the assessment of control risk based on an audit of the contractor's policies, procedures, 
and internal controls. 

5-1002 Background Information 

a. An indirect cost is any cost which is not directly identified with a single final cost 
objective, but is identified with two or more final cost objectives or an intermediate cost 
objective (FAR 2-101(b)). Indirect costs are to be accumulated by logical groups and 
distributed on the basis of benefits accruing to the several cost objectives. The number 
and composition of cost groupings should be governed by practical considerations. 

b. Other direct costs are costs which are in addition to direct labor and material and 
can be readily identified with a specific job. Examples are: 

(1) special tooling, dies, jigs, and fixtures; 
(2) plant rearrangement; 
(3) packaging and packing; 
(4) consultant's fees; 
(5) outbound freight; 
(6) expediting; 
(7) royalties; 
(8) travel; and 
(9) computer center and other service center costs. 

Costs of this nature may be charged direct to jobs, allocated on some representative 
basis, or charged partially direct and partially by allocation. 

c. Generally, a contractor's indirect/other direct cost system should have: 
(1) Contractor compliance audits to provide reasonable assurance that the policies 

and procedures relating to indirect/other direct cost submissions are established, current
ly in practice, understood, and effectively implemented by contractor employees. 

(2) Policies and procedures established and maintained to charge/allocate, direct
ly or indirectly, allowable costs in billings, claims, or proposals applicable to U.S. Gov
ernment contracts in accordance with FAR 31.2 and CAS. 

(3) Policies and procedures to ensure indirect/other direct costs are properly clas
sified as allowable or unallowable in accordance with FAR and contract terms, includ
ing directly associated costs, and unallowable costs are identified and excluded from 
proposals, billings, and claims submitted to the Government. 

(4) Policies and procedures to ensure indirect/other direct costs are properly 
charged/allocated to cost objectives in accordance with FAR and CAS. 
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5-1003 General Audit Policy - Indirect and Other Direct Costs 

a. Refer to 5-103 for DCAA's general audit policy for the audit of contractor ac
counting and management systems and related internal controls. 

b. In the absence of indicators of widespread risk as documented by a current audit 
risk assessment, the need for a comprehensive audit of a contractor's indirect/other di
rect cost system would normally be limited to certain situations. Such situations might 
include: 

(1) Contractor locations with significant Government business where a detailed 
indirect/other direct cost system audit has never been performed or has not been recent
ly performed and where the auditor's knowledge of the indirect/other direct cost system 
is limited. 

(2) New Government contractor locations where anticipated or actual Govern
ment business is significant. 

c. FAOs with audit cognizance over corporate and/or group offices allocating substan
tial costs to other segments for ultimate allocation to Government contracts are responsible 
for performing indirect/other direct cost audits at these offices and providing the results to 
the segment auditor. Segment auditors are responsible for requesting such audits as need
ed. 

5-1004 Audit Objectives 

The purpose of this audit is to evaluate the adequacy of and the contractor's compliance 
with the indirect and other direct cost system's internal controls. Refer to 5-104 for DCAA's 
primary objectives for auditing the contractor's accounting and management systems. The 
objectives of auditing the indirect/other direct cost system are to: 

a. Gain an understanding of the contractor's indirect/other direct cost system and related 
internal control to provide reasonable assurance that indirect/other direct cost in billings, 
claims, or proposals applicable to U.S. Government contracts are properly classified as al
lowable, allocable and reasonable in accordance with FAR 31.2 and CAS. 

b. Document the understanding of the indirect/other direct cost system internal control in 
working papers and permanent files (see 5-100). 

c. Test the operational effectiveness of indirect/other direct cost system internal controls. 
Refer to 5-108 for additional detail on the testing of internal controls. 

d. Assess control risk as a basis to identify factors relevant to the design of substantive 
tests. 

e. Report on the understanding of the internal controls, assessment of control risk and 
adequacy of the system for Government contracts. 

f. Document in the working papers evidence of the performance of the assessment of risk 
of material misstatement due to fraud. The discovery of fraud or other unlawful/improper 
activity is not the primary audit objective, but the auditor must be attentive to any condition 
which suggests that such a situation may exist. If such activity is suspected, the circumstanc
es should be reported in accordance with 4-700. 
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5-1005 Scope of Audit 

a. The nature and extent of audit effort depends upon contractor size, amount of Gov
ernment business, and audit risk. In general, the audit scope should be consistent with the 
guidance in 5-105. 

b. In many instances, control activities will be embedded in the contractor's IT system. 
In these cases, the auditor should adequately document and test the automated portions of 
the system, and give proper consideration to the use of Computer Assisted Audit Tech
niques (CAATs). 

c. The extent of audit effort should also be influenced by: 
(1) the types of Government contracts and their materiality, 
(2) deficiencies noted in ongoing audits (audit leads), 
(3) input from the contracting officer, 
(4) contract provisions, and 
(5) the degree of system automation, especially where new or existing IT systems 

have been revised to better identify, extract, and record indirect and other direct costs. 
General information regarding these scope areas is provided in 3-204 and additional consid
erations specific to the indirect/other direct cost system are discussed below. A risk assess
ment documenting conclusions reached regarding the impact of the above areas on the scope 
of this audit should be documented in the working papers. 

d. The scope of audit should include both indirect and other direct costs (ODCs), un
less ODCs are not considered material. The audit should provide assurance that when 
items ordinarily chargeable as indirect costs are charged to Government work as direct 
costs, the costs of like items applicable to other work of the contractor are treated in the 
same manner. 

e. If the contractor uses the same process for both indirect and ODCs, and the ODCs are 
considered material, the auditor should include test transactions related to both indirect and 
ODC in determining whether the internal controls are operating effectively. If the contractor 
uses different processes for indirect and ODCs, and the ODCs are considered material, the 
auditor should evaluate the internal controls for indirect cost and ODC separately, and de
termine whether the controls related to each are in place and operating effectively. 

f. As noted in 5-1004c, one of the objectives is to test the operational effectiveness of 
the indirect/other direct cost system internal controls. Transaction testing performed as 
part of the incurred cost audit should periodically include a trace of selected transactions 
through the system to fully test and evaluate the controls (see 5-108). Alternatively, con
trols may be separately tested as part of the internal control audit of the indirect/other di
rect cost system. 

g. The contractor’s indirect and ODC system may be comprised of numerous processes 
and/or subsystems (i.e., travel, accounts payable, etc.). The auditor should identify those 
processes and/or subsystems that comprise the indirect and ODC system and consider the 
materiality and risk, in terms of both indirect costs and ODCs, of the processes and/or 
subsystems in establishing the scope of audit. 

h. The majority of the non-labor expenses may flow through the accounts payable sys
tem. Therefore, the auditor should perform a risk assessment. Based on materiality and 
sensitivity, consider performing an audit of the contractor’s accounts payable system in
ternal controls as a subsystem of the indirect/ODC system if it has not been previously 
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examined in another internal control audit. If an audit is performed, consider steps set 
forth in 5-1400. 

5-1006 Compliance Reviews 

Contractor compliance reviews should provide reasonable assurance that policies and 
procedures relating to indirect/other direct cost claims, billings, and proposals applicable 
to U.S. Government contracts are established, currently in practice, understood, and effec
tively implemented by contractor employees. The existence of strong internal controls 
increases the reliance that can be placed on the cost representations from that system. 
Therefore, the contractor should have written policies and procedures for monitoring its 
indirect/other direct cost systems, including regular compliance reviews. 

5-1006.1 Internal Audit Function 

The auditor should ascertain the effectiveness of the internal audit staff and consider 
the manner in which the internal audit function is utilized by management. Occasionally 
contractors use management teams in lieu of internal auditors to perform compliance re
views. The auditor should evaluate the competence, independence, and objectivity of the 
management teams. (Refer to 4-1000). 

5-1006.2 Scope of Compliance Reviews 

a. Adequacy of Procedures. The contractor's policies and procedures should provide 
for regular internal compliance reviews. These compliance audits should address the fol
lowing areas: 

(1) adequacy of written policies, procedures, and controls for indirect and other 
direct costs; 

(2) employee knowledge and compliance with policies and procedures; 
(3) composition of indirect cost pools and the bases over which they are allocated; 
(4) periodic sampling of expense accounts to ascertain if unallowable costs are 

properly identified and segregated; 
(5) periodic sampling to determine that when items ordinarily chargeable as indirect 

costs are charged to Government work as direct costs, the costs of like items applicable to 
other work of the contractor are treated in the same manner; 

(6) consistency with which the policies and procedures are applied; and 
(7) treatment of miscellaneous income, credits, rebates, and discounts. 

b. Adequacy of Reviews. The adequacy of the reviews should be assessed in accord
ance with the criteria in 4-1000. The reviews should be performed in accordance with the 
written procedures and by personnel possessing a level of competence, independence, and 
objectivity required of a reviewer. The scope and depth of audit should be consistent with 
the contractor's risk assessment level and sufficient to identify outdated written proce
dures, inconsistent application of the procedures, and lack of employees' knowledge or 
compliance with the written procedures. The auditor should consider and rely on, if ap
propriate, contractor internal audit control tests already performed. The auditor should: 
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(1) identify and evaluate the documentary evidence and the frequency of the inter
nal and external reviews to determine whether the scope of such reviews are appropriate, 
the conclusions are sound, and appropriate follow-up actions recommended, and 

(2) determine if the methodology used to select sensitive accounts to be reviewed is 
consistent with the risk assessment level as documented by the contractor. 

5-1006.3 Follow-up Procedures 

There should be policies and procedures for tracking responses to, and resolution of, 
required corrective actions. The policies and procedures should provide that corrective 
actions are communicated to management responsible for action, and that corrective ac
tions are documented and verified. 

5-1007 Trained Employees 

A well trained staff results in accurate submissions to the Government. Contractor 
personnel should be aware of the certification requirements and potential penalties associ
ated with submissions; therefore, they require special training in the preparation and sub
mittal of billings, claims, and proposals. 

a. Types of training. The contractor may provide internal courses or opportunities for 
personnel to take outside education courses. The contractor may also provide detailed on-
the-job training and/or detailed desk procedures. In some instances, the contractor may 
require that personnel assigned to the preparation, approval and/or review process have 
special qualifications prior to their being hired. 

b. Adequacy of Procedures. Procedures should identify the minimum required course 
topics, the frequency of the training (periodic training should be given as needed, e.g. is
suance of new and revised regulations, evidence of internal control weaknesses, etc.), and 
the criteria for documentation of completion. If specific procedures are not available, have 
the contractor identify its practice in the above areas for later verification with employees. 
The procedures should require that the training program be updated to cover current Gov
ernment rules and regulations, and adjusted to comply with revisions to the contractor's 
systems. These areas may be covered under more than one class, and some may be cov
ered by memorandums, bulletins, or pamphlets. 

c. Adequacy of Training Topics. The contractor should have policies and procedures 
requiring an employee awareness training program which informs employees of the spe
cial requirements that apply when a business contracts with the Government. The training 
should include procedures for reporting and identifying false claims and the penalties as
sociated with the statutes on false claims and false statements. Further, those employees 
with contractual responsibilities related to costs should be made aware of the FAR, 
DFARS, CAS, and applicable contract provisions. The contractor's procedures should 
provide instruction in claim preparation that provides for compliance with the following 
clauses: 

(1) FAR 52.216.7, Allowable Cost and Payment clause, which requires that the 
contractor submit a final indirect cost rate proposal reflecting actual cost experience dur
ing the covered period, together with supporting data (see DCAAP 7641.90 section on 
Incurred Cost Proposals for sample illustration of what is considered an adequate submis
sion); and 
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(2) FAR 42.703-2 which requires that the submissions include a signed "Certificate 
of Final Indirect Costs." 
Policies and procedures should also require that employees be trained in contract briefing, 
reconciliations of claims to accounting records, year-end adjustments of direct and indirect 
costs, and other related procedures. 

d. The auditor should evaluate the adequacy of the training policies and procedures 
to determine if they cover the appropriate topics, contain interpretation of the Govern
ment rules and regulations on the allowability of indirect/other direct costs, and that 
there are provisions to assure course materials are adjusted to comply with revisions to 
Government rules and regulations. The contractor may have training records or attend
ance sheets that document employee training. If the contractor does not provide formal 
training, evaluate alternative procedures that ensure that employees and management 
involved in the approval process and/or preparation of indirect/direct costs submissions 
have the required knowledge. The auditor may consider making inquiries of employees 
who performed a procedure and inspecting documents and reports to ensure that em
ployees are knowledgeable. 

5-1008 Indirect and Other Direct Costs Preparation and Submissions 

a. The contractor should establish and maintain written policies and procedures for 
preparing submissions (billings, claims, or proposals), applicable to U.S. Government 
contracts that include only allowable costs in accordance with FAR 31.2 and CAS. 

b. The contractor's policies and procedures should require that claimed indirect/other 
direct costs be reconciled with actual costs as recorded in the books and records. Claimed 
costs may often be different from actual costs incurred; however, there should be a clear 
identification of all adjustments and an explanation that describes why such adjustments 
are necessary. 

c. In addition, the contractor should have sufficient documentation for the auditor to 
assess the reasonableness of the contractor's interpretations of allowability. This docu
mentation can be in the form of policies and procedures, desk instructions, preprinted 
forms, etc., and should provide enough detail for employees to determine the allowabil
ity of costs. Documentation supporting the allowability of costs per advance agreements 
should also be provided. There should be documentation supporting the segregation and 
control of data rejections, corrections, and adjustments, e.g., year-end accruals, vari
ances, and suspense accounts. 

5-1009 Unallowable Costs Screening and Segregation 

Policies and procedures should provide for the identification and exclusion of unallow
able costs from Government contract costs as required by FAR 31.201-6 and CAS 405. 

a. Certain costs are rendered unallowable by provisions of pertinent laws and regula
tions. Examples of costs declared expressly unallowable by federal statute or regulations 
are: 

(1) costs for contingencies (FAR 31.205-7), 
(2) entertainment expenses (FAR 31.205-14), 
(3) fines and penalties (FAR 31.205-15), 
(4) costs of organizing or reorganizing a business enterprise (FAR 31.205-27), 
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(5) contributions (31.205-8), 
(6) interest (FAR 31.205-20), 
(7) losses on other contracts (FAR 31.205-23), 
(8) certain types of advertising and business meetings (FAR 31.205-1), 
(9) bad debts (FAR 31.205-3), and 
(10) federal income taxes (FAR 31.205-41). A description of these and other 

items and the criteria for a determination of allowability are provided in FAR Part 31 
(see Appendix A) and Chapter 7. 

b. Other costs may be specifically identified in the contract as being unallowable. In 
these instances, the contract terms may also provide specific criteria that must be met 
before a cost is considered allowable, or there may be ceiling limitations on certain 
types of costs. For example, the contract may state that subcontracts or travel must be 
approved by the contracting officer prior to incurring the cost, or it may state that over
time is unallowable over a specific dollar amount. Contract briefs should be prepared to 
identify these clauses. 

c. Still other costs or portions of cost may be identified as unallowable based on ad
vance agreements negotiated by the ACO, such as IR&D and B&P Advance Agreements. 

d. In addition, all costs which are directly associated with unallowable costs are also 
considered to be unallowable. For example, travel costs associated with an unallowable 
business activity (e.g., business reorganization) are also considered to be unallowable. 

5-1009.1 Screening of Unallowable Costs 

a. General Policies and Procedures. The contractor's accounting procedures should 
be in writing and should provide that indirect/other direct costs are properly classified as 
allowable or unallowable, including directly associated costs, and unallowable costs are 
identified and segregated for U.S. Government contract costing, billing, and pricing 
purposes as required by FAR 31.201-6 and/or CAS 405, if applicable. When evaluating 
the contractor's policies and procedures, the auditor should consider whether they: 

(1) Address all major duties and responsibilities in the indirect/other direct cost 
system. The procedures should be comprehensive and easily understood in order to min
imize the risk of errors arising from causes such as misunderstood instructions, and mis
takes in judgment. The procedures should require management/supervisory review and 
approval at appropriate control levels. Management review should be evidenced by the 
proper approval signature on the documentation and records in accordance with the con-
tractor's policy. Electronic signature procedures should be implemented for automated 
cost records. There should be separation of key duties such as authorizing, processing, 
recording, and reviewing; and accountability over access to and use of assets and rec
ords. The auditor should be alert for aspects of the indirect/other direct cost system pro
cess which are not covered by policies and procedures. Additionally, the auditor should 
note any instances where actual practices are inconsistent with established policies and 
procedures. In these instances, the auditor should consider the underlying cause for 
these inconsistencies (e.g., failure to adequately communicate changes in established 
policies and procedures). When testing the critical control points outlined in the proce
dures, the auditor should review evidence on adjustments as well as on regular transac
tions. If applicable, the auditor should compare relevant parts of the contractor's CAS 
disclosure statement to the policies and procedures. 
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(2) Are approved by an appropriate level of management to signify the delegation 
of authority and to effectively convey management's commitment to adhering to estab
lished policies and procedures, and complying with FAR 31.2 and CAS. 

(3) Provide for the design and use of adequate documents and records. Records 
should be kept on all aspects of a procedure to ensure the proper recording of transac
tions. Records should also be classified in a way that permits easy access for audit trail 
(e.g., chart of accounts could be imbedded in the applicable systems internal edit sched
ules which segregates and identifies unallowable accounts at point of origin). Support
ing documentation should be complete (i.e., include purpose), accurate (e.g. include 
credits if applicable), and readily available for examination. Various FAR clauses re
quire specific documentation in order for allowability to be established. FAR 31.201
2(d) states that contractors are responsible for accounting for costs appropriately and for 
maintaining records to support claimed costs. This rule permits contracting officers to 
disallow any inadequately supported cost. The contractor's procedures should provide 
for documentation that contracts have been briefed and expressly/mutually agreed to be 
unallowable costs, and directly associated costs have been identified and excluded. 

(4) Were communicated to those individuals within the organization who are re
sponsible for executing them. This communication involves not only making sure that 
appropriate employees are aware of established policies and procedures but providing the 
necessary training to ensure that they understand how to interpret and execute them. If the 
training for employees who approve, process, and screen costs is separate from that pro
vided to employees who prepare cost submissions, follow the guidance in 5-1006.2. 

b. Controls for Selected Sensitive Accounts. The following are examples of sensitive 
costs that warrant special consideration to comply with the regulations (refer to the Select
ed Areas of Cost guidebook and FAR 31.2 for a complete list of sensitive areas and their 
requirements): 

(1) Entertainment costs. Procedures and controls should be established that distin
guish entertainment costs, as defined in FAR 31.205-14, from allowable costs, such as 
public relations cost; travel cost; employee morale, health and welfare cost; and trade, 
business, technical and professional activity cost. 

(2) Independent Research and Development (IR&D) and Bid and Proposal (B&P) 
cost. Procedures and controls should be established which provide that IR&D and B&P 
are classified and allocated to U.S. Government contracts in accordance with FAR 31.205
18 and CAS 420. Specifically, procedures should require that: 

(a) Each IR&D and B&P project should be separately identified if material in 
amount. When not material in amount, these costs may be accumulated in one or more 
project(s) within each of these two types of effort. 

(b) The B&P projects should be described and identified, as appropriate, with a 
specific procurement objective and/or applicable request for proposal (RFP), request for 
quotation (RFQ), or invitation for bid (IFB). 

(c) Effort such as production engineering, productivity improvement, etc. 
should not be confused with IR&D and/or B&P effort. Effort of this type and the related 
cost accounts should be described in sufficient detail and specificity that distinguishes it 
from IR&D and B&P effort so as to preclude misclassification of these costs. 

(3) Legislative lobbying costs. Procedures and controls should be established to 
provide that all allowable and unallowable costs under FAR 31.205-22 are properly classi
fied and documented. 
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(4) Professional and consultant service costs should be supported as prescribed in 
FAR 31.205-33. 

(5) Relocation costs. Procedures and controls should be established to require that: 
(a) Payments be in accordance with an established policy or practice that is con

sistently followed. 
(b) Amounts claimed as allowable costs under Government contracts be in ac

cordance with the requirements stated in FAR 31.205-35. 
(6) Selling costs. Procedures and controls should be established which provide 

that selling costs are classified in accordance with FAR 31.205-38 and that: 
(a) Allowable direct selling and market planning costs should be separately iden

tified from unallowable costs. 
(b) Allowable selling costs should be distinguished from B&P costs with respect 

to Government business. 
(c) The method selected and analysis used to allocate selling and marketing 

costs should be documented and in compliance with FAR and CAS, as appropriate. 
(d) Direct selling and market planning costs should be segregated by class of 

customer (i.e., U.S. Government, FMS/foreign sales of military products, and commer
cial). The method of segregation should be verifiable through documentation. 

(7) Travel costs. Procedures and controls should be established which provide 
that: 

(a) Allowable and unallowable travel costs in accordance with FAR 31.205-46 
are appropriately classified at some point between incurrence of the cost and the time 
when claimed as a contract cost. 

(b) Routines are in place to identify material amounts of unallowable labor ac
tivity based on the purpose of the travel. 

(c) Records required to substantiate and justify contractor-owned, leased, or 
chartered aircraft costs are maintained in accordance with FAR 31.205-46. 

(8) Trade, business, technical, and professional activity costs. Procedures and 
controls should be established which provide that an adequate description of the busi
ness purpose of meetings and conferences is either contained in or referenced in the 
reimbursement voucher. 

c. Screening. Point of entry screening is inherently more effective than after-the-fact 
screening/scrubbing for the identification and segregation of unallowable costs. As a 
point of entry control, the contractor can use its chart of accounts to identify and segre
gate allowable and unallowable accounts (refer to the accounting system internal con
trol). The contractor's failure to establish point of entry controls places an added risk on 
after-the-fact screening (refer to compliance reviews in 5-1006). Contractor follow-up 
on unclear or questionable costs can become ineffective with the passage of time. This 
added risk would translate into higher required confidence levels and precision than 
would otherwise be required, thereby impacting the nature and extent of audit effort. As 
a result of the required certification process, some contractors have incurred extraordi
nary costs for screening overhead costs prior to certifying their proposal. This extraor
dinary effort is often the result of the contractor's earlier negligence in establishing, 
maintaining, and/or implementing an adequate system of internal control, and may not 
be subject to reimbursement (see Selected Areas of Cost guidebook, Chapter 17). Defi
ciencies should be reported in accordance with 8-302.7 if they are noncompliances with 
CAS 405, or in accordance with FAR 31.201-6 if they are not CAS-related. 
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d. Self-governance. When a contractor that participates in self-governance programs 
furnishes the FAO with its initial internal control evaluation and compliance testing 
plans on its screening procedures for unallowable costs, the FAO should establish a 
current assignment to update its audit of related internal controls. The objective is not to 
complete an overhead audit, but rather to provide the contractor with feedback on its 
control activities and its compliance approach. 

e. Directly Associated Costs. All costs which are directly associated with unallowa
ble costs are also unallowable and should be screened to preclude charging such costs to 
Government contracts. In auditing the adequacy of contractor procedures for screening 
directly associated costs, the auditor should also consider materiality of the costs (FAR 
31.201-6(e)(1). A directly associated cost is any cost which is generated solely as a re
sult of incurring another cost, and which would not have been incurred had the other 
cost not been incurred. The following are examples of directly associated unallowable 
costs: 

(1) Bad debts. Actual or estimated losses arising from uncollectible accounts re
ceivable due from customers and other claims and any directly associated costs i.e., 
collection fees and/or legal costs associated with collection efforts are unallowable (see 
FAR 31.205.3). 

(2) Entertainment costs. FAR 31.205-14 states that cost of amusement, diversion, 
social activities, and any directly associated costs such as tickets to shows or sports 
events, meals, lodging, rentals, transportation, and gratuities are unallowable. 

(3) Lobbying costs. Pursuant to FAR 31.205-22, costs incurred in attempting to 
improperly influence (see FAR 3.401), either directly or indirectly, an employee or of
ficer of the executive branch of the Federal Government to give consideration or to act 
regarding a regulatory or contract matter are unallowable. Employee(s) travel and/or 
administrative support costs directly associated with unallowable lobbying effort are 
also unallowable . 

5-1010 Allocability Policies, Procedures, and Controls 

Policies and procedures should assure that indirect and other direct costs are proper
ly charged/allocated to cost objectives in accordance with FAR and CAS as appropriate. 

a. The contractor's accounting procedures should ensure that items of the same na
ture as those charged as direct costs are not included in the indirect cost pools. The audi
tor should be alert to the possibility of inconsistencies in the treatment of direct and 
indirect costs, especially between cost reimbursable and other contracts or between 
Government and other contracts. Such inconsistencies may result in inequitable charges 
to the Government. For example, the auditor should ensure that costs charged to Gov
ernment work as direct costs are to be treated in the same manner on the contractor's 
other work, as required by FAR 31.202, FAR 31.203, and/or CAS 402. Therefore, the 
contractor should have policies and procedures for adequately describing and classify
ing costs as direct or indirect. 

b. For CAS-covered contractors, such policies and procedures are a requirement of 
CAS 418.40(a). They should include provisions for justification and approval of chang
es in the direct or indirect classification of costs. Effective procedures will minimize the 
amount of testing needed. The extent of required testing may be further reduced by evi
dence of thorough contractor internal audit coverage of this area. 
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c. The contractor should have accounting policies and procedures which provide that 
all items of other direct costs are readily identifiable with the contract to which they 
have been charged. When an item is purchased, documents such as the purchase requisi
tion, purchase order, receiving report, and inspection report should identify the contract 
for which the cost was incurred. When the contractor manufactures components or 
parts, the work orders and all documents serving as a basis for charges to the work or
der, such as requisitions and job tickets, should be identified with the contract. 

d. Procedures should provide that indirect costs be accumulated by logical (homoge
neous) cost groupings (pools), with due consideration of the reasons for incurring such 
costs, and allocated to cost objectives in reasonable proportion to the beneficial or caus
al relationship of the pool costs to the final cost objective (FAR 31.203(c)). To satisfy 
MAAR 18, the auditor should determine that the allocation bases used by the contractor 
for the allocation of indirect costs are equitable and consistent with any applicable CAS 
requirements, generally accepted accounting principles, and applicable provisions of the 
contract. 

(1) Procedures and controls should be established to provide that all costs (allow
able and unallowable) properly included in an indirect cost allocation base bear a pro 
rata share of indirect costs irrespective of their acceptance as Government contract costs 
in accordance with FAR 31.203(d). 

(2) Procedures and controls should be established to provide that expressly unal
lowable costs and costs mutually agreed to be unallowable are excluded from any indi
rect cost pool which is allocated to U.S. Government cost objectives. Directly associat
ed costs should be handled in the same manner, unless the cost with which it is 
associated is included in the base over which the indirect cost pool is allocated. In such 
instances, the directly associated cost should remain in the indirect cost pool. 

e. The auditor should determine if the contractor's policies and procedures require a 
thorough study of the indirect cost activity, including the activity bases used for alloca
tion and the costs to be allocated, to determine whether the activity base chosen is ap
propriate for cost allocation and results in a reasonable measure of the activity. The base 
should: 

(1) be a reasonable measure of the activity, 
(2) be measurable without undue expense, and 
(3) except for the residual G&A expense, fluctuate concurrently with the activity 

which is the source of the costs. 
f. Part IV of the contractor's disclosure statement provides information on the con-

tractor's bases and pools, including a functional or departmental breakdown of indirect 
expenses. An audit of the disclosure statement (or equivalent data from non-CAS
covered contractors) will frequently assist in determining whether cost allocations de
scribed in the policies and procedures are equitable. Any differences or inadequacies 
should be identified and reported to the cognizant Federal agency official (CFAO) in 
accordance with 8-200. 

5-1011 Indirect/ODC System - Information Technology System Internal Controls 

a. Where information technology (IT) is used in significant financial applications, 
control activities are sometimes defined by classifying them into two types, IT general 
controls and IT application controls. Whether the control activities are classified by the 
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auditor as general or applications controls, the objectives of control activities remain the 
same: to provide reasonable, but not necessarily absolute, assurance that assets are safe
guarded from unauthorized use or disposition and that financial and cost records are 
reliable to permit the preparation of financial statements and cost representations. 

b. The auditor should audit the IT general and indirect/ODC application controls to 
determine if they have been designed according to management direction, GAAP, and 
applicable Government regulations and that internal controls are operating effectively to 
provide reliability of and security over the data processed. 

c. General controls are composed of: 
(1) organization and operation controls, 
(2) systems development and documentation controls, 
(3) hardware and systems software controls, and (iv) data and procedural con

trols. 
(See 5-400 for a more detailed explanation of general internal controls.) 

d. Indirect/ODC application control activities are applied to the input, processing, 
and output phases of this single IT application. In contrast, IT general controls affect all 
systems applications and operational elements of all IT systems. Separate control activi
ties are developed for each unique application system, such as labor, billing, and in this 
instance, indirect/ODC. Although some application control activities affect only one or 
just a few control objectives, most of the control activities are designed to prevent or 
detect several types of errors in most or all phases of the application. (See 5-1400 for a 
more detailed explanation of application internal controls.) 

5-1012 Internal Control Reporting 

The auditor should follow the guidance in 5-110, 10-200, and 10-400 for reporting 
on internal controls relative to the contractor's accounting and management systems. 
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5-1100 Section 11 --- Audit of Billing System Internal Controls 

5-1101 Introduction 

a. This section provides guidance for auditing contractor billing systems and related 
internal controls of both a manual and automated nature. Refer to 5-101 for the auditor's 
fundamental requirements for obtaining and documenting an understanding of a con-
tractor's internal control and assessing control risk. 

b. Audits of contractor billing systems addressed in this guidance relate to incurred 
cost evaluations of interim and final public vouchers (6-1000), progress payments (14
200) and other incurred cost presentations (Terminations 12-000, FPI closings, interim 
cost evaluations). 

5-1102 Background Information 

Billings on public vouchers, requests for progress payments, contract closing pro
posals, and related cost statements submitted by contractors do not normally reflect con
tract costs as recorded in the basic accounting records. Normal reconciling items include 
both timing differences and permanent differences and special controls and processes 
must be established to assure that these differences are properly removed from billings 
on public vouchers and progress payments. The contractor's billing system should in
clude processes for: 

a. Segregating and excluding unallowable costs as required by FAR, DFARS and/or 
contract terms. 

b. Segregating incurred costs that are nonbillable because the costs do not meet speci
fied criteria for inclusion in voucher and progress payment requests (e.g., accrued material 
costs that ordinarily will not be paid within 30 days of the contractor’s progress payment 
request to the Government). 

c. Withholding costs that are appropriate adjustments to the submission or request 
(e.g., costs in excess of ceilings, or liquidated progress payments). 

d. Adjusting submissions for final rates or indirect billing rates that differ from the 
contractor’s currently applied rates. 

e. Identifying costs that require specific contracting officer approval (special purchas
es, overtime authorizations, etc.). 

f. Identifying contract overpayments, making refunds due the Government in a timely 
manner, and offsetting significant contract overpayments against contract underpayments 
based on contracting officer and/or paying office instructions. 

5-1103 General Audit Policy 

a. Refer to 5-103 for DCAA's general audit policy for the audit of contractor account
ing and management systems and related internal controls. 

b. The auditor should be alert to changes in the contractor's IT environment or changes 
in application software that may affect the billing system. A partial list of such changes 
includes: 

(1) automation of a manual billing system 
(2) automation of any billing system activities that were previously performed 

manually 
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(3) changes in other systems (e.g., labor, material, indirect and ODC, etc.) that may 
affect the data files used by the billing system. 

5-1104 Audit Objectives 

a. The purpose of this audit is to evaluate the adequacy of and the contractor's compli
ance with the billing system's internal controls. Refer to 5-104 for DCAA's primary objec
tives for auditing the contractor's accounting and management systems. 

b. The contractor’s billing system should provide reasonable assurance that billings 
applicable to Government contracts are prepared in accordance with applicable laws and 
regulations, and contract terms; and that material misstatements are prevented, or detected 
and corrected in a timely manner. 

5-1105 Scope of Audit 

a. While the nature and extent of audit effort depends upon contractor size, amount of 
Government business, and audit risk(materiality and sensitivity), the audit scope should be 
consistent with the guidance in 5-105. 

b. The auditor should evaluate the contract mix to determine the materiality and sen
sitivity of certain aspects of the contractor's billing system (see 6-10S1) 

(1) Identify those contract types which are sufficiently immaterial to justify sub
stantive testing only and delete steps covering their unique billing controls. T&M and 
labor hours contracts generally require a unique set of billing controls because it is quite 
common for the contract to specify labor categories which do not coincide with the con
tractor established labor classifications. Similarly, due to security requirements, classified 
contracts may have a unique set of billing controls. 

(2) Areas of emphasis may be determined by contract type. Cost reimbursement 
type contracts generally contain many more special contract provisions than FFP and FPI 
contracts; therefore more risk may be associated with the contract briefing systems when 
this type of contract is in the majority. The contractor may also use the billing system to 
provide incurred cost data for forward pricing proposals, FPI closings, and terminations. 
The other uses of the system may affect materiality considerations. 

(3) Sensitive audit issues can have a significant impact on audit scope. For exam
ple, congressional interest in contractor overbillings would necessitate increased emphasis 
on contractor procedures to prevent overbilling on public vouchers or progress payments. 
The auditor should be alert to recognize and take appropriate action on matters of a sensi
tive nature. 

(4) Other Related Systems---Billings are generally prepared from accounting rec
ords either manually or by computer applications. The major critical controls and system 
considerations related to the billing system are: 

(a) Management's Philosophy and Operating Style. Analyze and briefly summa
rize the overall management philosophy and operating style based on information in the 
permanent file regarding the control environment. Determine whether management en
dorses the philosophy of written policies and procedures including the currentness and 
frequency of updates, advocates employee training and awareness, funds needed equip
ment and computer programming, encourages internal and external audits and develops 
performance controls. 
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(b) Accounting System and CAS Compliance Audits (5-300 and 8-000). The 
contractor should have adequate controls to ensure costs recorded in the official cost 
accounting records used to bill costs are allowable, allocable and reasonable under FAR 
31.2. (and CAS as appropriate) 

(c) General IT Systems (5-400). IT systems should provide reliable data and the 
data should be properly secured. 

(d) Budget and Planning System (5-500). Estimates of cost to complete contracts 
used for progress payment purposes should be current, accurate, complete, realistic, reasona
ble, and consider all relevant information. 

(e) Material and ODC Systems (5-700 and 5-1000). 
(i) Charges from material issued from contractor inventory for use on contracts 

should be identifiable on the billing record and supported by journal vouchers recording 
issuance of contractor-owned material; individual items of material should be traceable to 
the issue document; and, item pricing should conform to an acceptable practice and contrac
tor established policy. 

(ii) Billed material should be issued for current use on the contract and not 
merely issued to an intermediate holding area for the purpose of obtaining reimbursement. 
The contractor should not be purchasing material and charging it to common inventory 
(when it should be charged directly to the contract) to circumvent the actual payment re
quirement. 

(f) Labor and ODC Systems (5-900 and 5-1000). Weekly and/or biweekly direct 
labor entries in the billing record should be based on the source documents for the journal 
vouchers distributing salaries and wages for the accounting period. Any labor adjustments 
appearing in the billing record should be supported by correction or reclassification journal 
vouchers. For T&M or labor hour contracts in the contractor labor distribution system, in
curred labor hours should be input by contract category to the billing system, and the con
trols preventing misclassification of employees should be evaluated as a part of the labor 
controls. 

(g) Indirect and ODC Systems (5-1000). The contractor should have controls to 
provide for developing, approving, and applying proper indirect expense rates in the billings 
(see 6-700). 

(h) Financial Capability. The contractor should have controls to assess on a peri
odic basis if it has sufficient financial resources to complete its contracts. 

(5) The auditor should consider the following possible audit leads in determining 
scope of the billing system audit: 

(a) billing system audit leads 
(b) outstanding internal control deficiencies in other relevant accounting systems 
(c) material misstatements found in incurred cost audits, i.e., public vouchers, 

progress payment requests, contract closing statements or other incurred cost evaluations. 
(6) Contractor's Organization---contract billings or portions of the billing information 

may be the responsibility of different sections of the contractor organization. For instance, 
because of their unique nature T&M or labor hour billings may have an entirely different 
process flow than cost type billings. The number of processes to be evaluated and the con
sistency of the processes will influence the scope of the audit. 

c. Assessing control risk---To assess control risk on the billing system as low and reduce 
substantive testing, the auditor should determine if the internal control policies and proce-
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dures in contractor's billing system accomplish the following control objectives by provid
ing: 

(1) Effective methods of monitoring the billing system and performing management 
compliance reviews to assure that the company’s policies and procedures are adequate and 
current, are disseminated to all appropriate personnel, and are implemented in a timely and 
consistent manner. 

(2) Adequate written billing system policies and procedures which address employee 
training, how to determine billing requirements, billing approvals, reconciliations of billed 
cost to the cost accounting records, adjustments of direct and indirect costs to year-end actual 
allowable rates, exclusions of unpaid cost, that is not eligible for reimbursement until paid, 
estimates of costs attributed to items delivered/invoiced, adjustments of billings on potential 
loss contracts, title to assets whose costs are billed, and the development of estimates at 
completion. 

(3) Adequate and effective implementation plan for the billing system to assure that 
policies and procedures are executed including dissemination of policies and procedures to 
employees, training of employees and management review of billings. 

(4) Effective general IT controls over data center operations and adequate physical 
and logical security over relevant systems like labor, material, and indirect and ODC. 

d. The following paragraphs contain general guidance for the audit and evaluation of the 
contractor's billing system. This guidance gives the auditor a framework for the audit, but it 
is not a substitute for professional judgment. The auditor should adapt this guidance to fit 
their individual circumstances. 

5-1106 Management Compliance Reviews 

Systems that rely on external controls only increase the risk of cost mischarging or misal
location. The existence of strong self-controls increases the reliance that can be placed on the 
cost representations from that system. Therefore, the contractor should have policies and 
procedures for monitoring its billing system, including regular compliance reviews. These 
compliance reviews should address the following areas: the adequacy of written procedures, 
employee knowledge and compliance with policies and procedures, consistency with which 
the policies and procedures are applied and by whom, and timely corrective action on defi
ciencies. 

a. Types of Reviews. The contractor may perform internal compliance audits using audi
tors or nonauditors, physical observation, reviews of performance that involve exception 
reports, external audits, or use a combination of techniques. Because billing is generally per
formed in the accounts receivable area and this function is consistently audited by both inter
nal and external auditors, some or all of the compliance reviews may be performed by them. 
The contractor may also have various performance criteria and reporting requirements to 
upper management which relate to incurred cost billings. For example, excessive numbers of 
vouchers returned by paying offices or excessive number of days to process vouchers, may 
indicate noncompliance with control activities. 

b. Adequacy of Procedures. Whatever the form of the reviews, there should be proce
dures which identify the intervals of performance of the reviews, the personnel responsible 
for performance of the reviews, the areas to be covered during the reviews, the documenta
tion required to evidence the reviews have been performed and the requirements for follow-
up action. The procedures should address coverage of the following areas: 
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(1) review of the adequacy and consistency of application of the written procedures 
for the billing personnel 

(2) employee knowledge and compliance with these written procedures 
(3) responsiveness to required corrective actions. 

In addition, procedures for inputting billing related data and procedures for the correction of 
erroneously entered data should be available. 

c. Adequacy of Reviews. The adequacy of the reviews should be assessed in accordance 
with the criteria in 4-1000. The reviews should be performed in accordance with written 
procedures and by personnel possessing the level of competence, independence and objectiv
ity required of a reviewer. The scope and depth of audit should be consistent with the con
tractor risk assessment level and sufficient to identify outdated written procedures, incon
sistent application of the procedures, lack of employee knowledge or compliance with the 
written procedures, or untimely corrective actions. 

5-1107 Billing System Policies and Procedures 

A formal written statement of policies and procedures rather than an informal one 
based on established customs of the organization should exist at all contractor locations 
with substantial Government business. Therefore, the contractor should have adequate 
written policies and procedures, and training on the preparation and submission of bill
ing requests in accordance with applicable regulations and contract provisions. Written 
policies and procedures help ensure that: 

(1) directions for performing both automated and manual tasks are clearly defined 
(2) delegated duties and responsibilities are formally documented and communi

cated to employees 
(3) processes are performed consistently from billing to billing. 

5-1107.1 Training of Employees 

A well trained staff results in current and accurate billings to the Government. Be
cause of the unique requirements associated with Government contracts, certain contrac
tor certifications, and potential penalties associated with billings, contractor personnel 
need to be specially trained to prepare and submit Government billing requests. There
fore, the contractor should assure that all appropriate personnel have training in the 
preparation and submission of billing requests. 

a. Types of Training. The contractor may require that personnel assigned to the pro
cessing of Government billings have special qualifications prior to their being hired. 
The contractor may provide opportunities for personnel to take outside educational 
courses or provide internal courses. The contractor may also provide detailed on-the-job 
training and/or detailed desk procedures. 

b. Adequacy of Procedures. Procedures should identify the minimum required course 
topics, the frequency of the training and the criteria for documentation of completion. If 
specific procedures are not available, have the contractor identify its practice in the 
above areas for later verification with employees. The procedures should require the 
training program be updated to cover current Government rules and regulations and 
adjusted to comply with revisions to the contractor’s system. These areas may be cov-
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ered under more than one class and some may be covered by memorandums, bulletins, 
or pamphlets. 

c. Adequacy of Training Topics. Training programs may include: 
(1) an overview of the contractor's accounting system 
(2) information on specific billing procedures (automated or manual) 
(3) an overview of written policies and procedures 
(4) instructions on briefing contracts 
(5) a description on the review and approval process 
(6) information on penalties associated with the statutes on false claims and false 

statements acts 
(7) guidance on applicable FAR, DFARS, CAS and contract clauses 
(8) information on the contract closeout process. 

IT workstation procedures relative to billing system transaction activity should be cov
ered as well as procedures for correcting erroneously entered billing data. 

5-1107.2 Contract Briefings 

Government contracts sometime have unique documentation requirements, withhold 
criteria and cost exclusions associated with interim and final payment approvals. An 
effective billing system identifies these requirements and includes them in the process. 
Therefore, procedures and controls should be established to ensure that contracts are 
reviewed to identify all billing requirements and that these requirements are document
ed either in a contract brief and/or directly input into an automated system. Policies and 
procedures should address the following: 

a. Identifying Requirements. Procedures should clearly identify the types of infor
mation required on the brief (see 3-300 for examples of requirements). 

b. Compiling Data. Procedures should identify the process for briefing contracts. The 
contractor may have a form (automated or manual) with blanks for various types of con
tractual requirements, or check marks to indicate the inclusion of FAR, DFARS and 
other regulatory mandatory clauses. Training manuals may also provide a handy refer
ence for briefing personnel. 

c. Frequency of Briefs. Procedures should identify the frequency criteria for briefing 
contracts. As a minimum, briefs should be updated as soon as modifications are re
ceived or prior to the start of the next billing interval. 

d. Responsibility for Briefing. Procedures should identify those responsible for brief
ing contracts. Briefs are most often prepared by billing personnel but may be prepared 
by contracts or other personnel as long as there is appropriate segregation of duties and 
the personnel are trained. 

e. Manner of Updating. To facilitate updating, verification, and review, the contrac
tor may include the latest modification number on the billing. If an automated system is 
used, exception reports may identify contracts not briefed, or ones that have not been 
updated in excess of certain specified intervals. The billing system may not allow pro
cessing unless the briefing has been completed or approved. Manual systems may re
quire attachment of the brief or modification to document auditor and/or supervisor 
review. 

f. Method of Inputting. If applicable, the procedures should identify how the briefed 
requirements will be included in the billing. 
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5-1107.3 Management Review and Approval 

The contractor should have procedures which require supervisory or management 
review and approval of billings prior to submission. Formal requirements for manage
ment approval help ensure compliance with specific contract provisions. Progress pay
ment requests in fact require some management certifications. When evaluating the ad
equacy of the contractor policies and procedures for management reviews of billings, 
the auditor should consider whether: 

(1) contract briefings require management review and approval 
(2) managers review billings prior to submission 
(3) items or elements are identified for specific review 
(4) established thresholds and management approval levels are appropriate 
(5) managers have sufficient time to effectively review billings prior to approval. 

5-1107.4 Reconciliation of Recorded and Billed Cost 

a. The contractor should be able to demonstrate that billing requests are prepared 
directly from the cost accounting records or from other records which are reconciled to 
the cost accounting records. Billings prepared from subsidiary ledgers and/or memoran
dum reports must be reconciled to the general ledger by element of cost. 

b. The contractor may identify normal reconciling differences and require any other 
differences to be subject to management review. Contractor-identified differences other 
than those identified in 5-1102 above should be subject to additional consideration. The 
contractor procedures and/or flowcharts should identify appropriate sources of inputs, 
internal control points, ancillary IT applications, related transactions, and any documen
tation requirements. In manual systems, the contractor may require the attachment of a 
copy of the job cost ledger or verification to the billing as a condition to the pre-
submission approval process. In modern automated billing systems, the billing data may 
be simultaneously posted to the cost and billing ledger or posted at specified intervals. 
However, the system should have the capability to input such things as billing ceilings 
and withholding requirements, or to automatically code items which are not billable and 
then identify such cost suspensions or reconciling differences on the face of the voucher 
or in a separate attachment (see also 5-1107.6, Exclusion of Nonbillable Costs). 

c. Periodic reconciliations of contract costs, as identified by the accounting system, 
to costs billed provides management necessary contract status information (e.g., cash 
flow, profit/loss, etc.), and allows the contractor to prepare timely final vouchers which 
detail allowable costs by contract by year. 

5-1107.5 Adjustment of Cost and Rates 

Interim billings of cost often involve several contractor years. The status of incurred 
cost audits changes as time passes, particularly with regard to indirect rates. Initially, 
billings may be based on projected rates for the year, which may change during the year 
as projections change; these rates should be monitored (FAR 52.216-7(e) and FAR 
42.704) throughout the year and if significant deviations between billing rates and in
curred rates occur during the year, or at year end, adjustments to the billing should be 
requested from the contracting officer. This process ensures that at year end the amount 
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of indirect costs reimbursed is as close to the certified amount as possible. Similarly, 
direct costs may be subject to adjustments based on year-end procedures, audits and 
negotiations. Incurred cost billings are cumulative, and therefore, should reflect the im
pact of any of these adjustments as soon as they are known. The contractor should have 
procedures and controls in place to ensure the prompt adjustment of billings to reflect 
these adjustments in indirect rates and direct costs. The contractor’s billing system 
should be capable of providing cumulative cost data by contract. Cumulative costs are 
necessary to assure that the cumulative amounts billed do not exceed the total estimated 
ceiling costs on the contract and/or the current contract maximum funding levels. Cu
mulative amounts billed must appear on the SF 1035, Continuation Sheet of the Public 
Voucher. Maintenance of cumulative allowable costs allows the contractor to prepare 
accurate final vouchers on a timely basis. 

a. The contractor’s system should provide for the segregation of cost by year so that 
rate adjustments can be easily made and the rates used can be identified. Controls over 
who authorizes rate changes, or how unauthorized rate changes to contracts can be pre
vented, should be clearly identified. Rate computations should be subject to easy verifica
tion. 

b. To assure rates are current, the contractor should have a procedure which requires 
reapproval of rates at stated intervals (at least annually) or revision upon the occurrence of 
the events mentioned in 5-1107.5 above. These procedures should identify the organiza
tion responsible for establishing billing rates, both projected and actual, as well as any 
adjustments to billing rates. 

c. For tracking and documentation purposes, the contractor should maintain a rate fold
er or computer file which identifies the date of rate changes and includes the supporting 
documentation (ACO or auditor approvals). Overhead and G&A expenses should be cal
culated on the basis of billing rates, quick close-out or final overhead rates. 

d. Generally, direct cost adjustments are identified as suspensions or withholds on the 
face of the voucher or on a separate attachment. 

5-1107.6 Exclusion of Nonbillable Costs 

As discussed in the introduction, one of the primary differences between basic ac
counting records and billed Government contract cost is the exclusion of nonbillable or 
ineligible costs. It is essential that procedures and controls are established requiring the 
exclusion from billings of the following nonbillable costs: 

(1) Accrued costs of direct materials and subcontract costs that will not be paid in 
accordance with the terms and conditions of the subcontract or invoice and ordinarily 
will not be paid within 30 days of the contractor’s payment request (public voucher or 
progress payment) to the Government; 

(2) accrued costs that the contractor is delinquent in paying in the normal course 
of business; and, 

(3) accrued costs of pensions, post retirement benefits, and profit sharing or em
ployee stock ownership plans that have not been paid at least quarterly (costs not paid 
within 30 days after the end of the quarter are not eligible for reimbursement). The spe
cific clauses identifying reimbursable costs are in FAR 52.216-7b for vouchers and FAR 
52.232-16(a)(2) for progress payments. The criteria are the same for both types of 
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billings. When evaluating the adequacy of the contractor procedures, the auditor should 
determine: 

a. Potentially nonbillable direct costs are, when possible, automatically coded and 
identified as such in the accounting or billing ledger data based on programmed criteria 
applied to cost ledger source codes. This would include unallowable direct costs, non-
billable accrued costs, and costs subject to special approval requirements or other con
tract limits such as overtime premium. 

b. The billing system should identify and segregate any nonbillable direct costs that 
cannot be identified to a program or job order. Such costs should be reclassified as bill
able only when required conditions have been met. 

5-1107.7 Subcontractor Progress Payments, Performance-Based Payments and 
Commercial Financing Payments 

FAR 52.232-16(j) requires the contractor to exclude costs of: 
(1) progress payments made to subcontractors on terms less favorable to the 

Government than the progress payment clause contained in the prime contract; 
(2) performance-based payments made to subcontractors on terms not substantial

ly similar to the requirements of the Performance-Based Payments clause at 52.232-32; 
and 

(3) commercial financing payments made to subcontractors on terms not struc
tured in accordance with FAR 32.206(c). 
When evaluating the adequacy of the contractor policies and procedures for subcon
tracts, the auditor should determine whether the contractor has purchasing policies and 
procedures which are adequate to assure that the terms of subcontracts or interdivisional 
fixed price orders are the same as FAR 52.232-16(j) (CPSRs may be used to determine 
the adequacy of this area). In addition, the contractor should have policies and proce
dures to ensure monitoring of performance and expected profitability under subcon
tracts, review and approval of the subcontract progress payments, performance-based 
payments and commercial financing payments and resultant reductions in upper tier 
progress payments, performance-based payments and commercial financing payments. 
The contractor should also have policies and procedures to ensure reductions or suspen
sions of subcontractor progress payments, performance-based payments, and commer
cial financing payments, as necessary to protect against overpayment and losses. 

5-1107.8 Estimates to Complete, Estimates of Costs of Delivered/Invoiced Items 

a. Estimates to Complete. For progress payment purposes, the amount on line 12b on 
the SF 1443, “Contractor's Request for Progress Payment,” is critical in the determina
tion of the reasonableness of the request because it is used in the computation of the 
various critical limitations of reimbursable cost as discussed below. Because it is a criti
cal factor, the FAR requires that the contractor keep these estimates to complete current 
(not more than 6 months old). The contractor should have policies and procedures to 
assure the most current estimates are used in progress payments, that these estimates 
reconcile with other external reporting requirements such as EVMS and the FPI limita
tion on payment requests, and other contractor internal/external reports. Based on the 
adequacy of the contractor budgetary system, these estimates should be taken directly 
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from those systems used to report status to contractor upper management. The contrac
tor may have IT controls or tickler files that identify estimates that exceed the 6-month 
requirement. However, contractor procedures should also require significant changes in 
the estimate to be included in the progress payment even if they occur prior to the 6 
month update. 

b. Alternate Liquidation Rates. The estimate at completion is also used to verify the 
continued applicability of liquidation and alternate liquidation rates which impact the 
unliquidated balance of progress payments. 

c. Estimates of Costs of Delivered/Invoiced Items. Because costs by individual de
liverable item are not generally available from cost accounting records, the contractor 
generally computes the costs of items delivered by applying the estimated cost/price 
ratio to the contract price of items delivered. The cost/price ratio is computed by divid
ing the estimate of costs to complete (line 12a plus line 12b) by the contract price (line 
5). The contractor should have policies and procedures which describe how the estimat
ed cost for delivered items is computed or how actual costs are determined. 

5-1107.9 Loss Contract Procedures 

The contractor should have policies and procedures to provide for the computation 
of loss ratios and adjustments of billings on potential loss contracts. FAR 32.503-6(g), 
“Loss contracts,” 14-200, and the progress payment audit program provide examples of 
these loss computations. The estimate at completion (line 12a plus 12b) is used to de
termine the loss ratio to be applied to incurred costs to adjust for loss contracts. 

5-1107.10 Title to Assets 

When the contracting officer has given the contractor consent to dispose of property 
under the progress payment clause (FAR 52.232-16(d)), the procedures should assure 
that the contractor disposes of the property systematically over the life of the contract, 
and appropriate credit is applied against the contract for the disposal proceeds. The con-
tractor's failure to dispose of the property before contract completion could cause the 
Government to lose the credits, since title to all property not delivered to and accepted 
by the Government is vested in the contractor upon completion of all obligations under 
the contract. The contractor should have policies and procedures which require prompt 
disposal of property charged to fixed price contracts that are not deliverable end items. 

5-1107.11 Contract Overpayments, Refunds and Offsets 

The contractor should have internal control policies and procedures in place and 
operating adequately to: 

 compare amounts billed to amounts received for each public voucher, progress 
payment request, performance-based payment, and invoice (both delivery and 
final) to readily identify contract over/underpayments; 

 process refunds due the Government in a timely manner; and 
 make offsets to contract billings based on contracting officer and paying office 

instructions. 
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Credit vouchers (net credit) cannot be submitted electronically through WAWF. FAOs 
should refer contractors to their local Administrative Contracting Officer (ACO) for 
specific guidance on submitting credit vouchers. 

a. Over/underpayments. Contract over/underpayments are identified based on com
parisons of amounts billed to amounts received. The auditor should determine if the 
contractor’s internal controls: 

(1) ensure identification of all outstanding over/underpayments; 
(2) provide for timely notification to the contracting officer and paying office; 

and 
(3) identify and document the reason(s) for the over/underpayments and why 

certain over/underpayments were not timely liquidated. 
In addition, the auditor should verify that the contractor has documentation for its: 

 notification to the contracting office and paying office; 
 significant activities during the resolution process; and 
 compliance with contracting officer and paying office instructions to resolve the 

difference. 
b. Refunds. Contract refunds include funds returned to the Government due to: 

(1) contractor or paying office errors, 
(2) contract administration adjustments, and 
(3) responses to Government demand letters. 

Contract administration adjustments are payments the contractor received in accordance 
with contract provisions but which need to be reduced due to subsequent events or ac
tions. For example, a contract administration adjustment may result from a contract 
modification changing the alternate liquidation rate for deliveries made on a contract 
using progress payment financing. The auditor should verify that the contractor’s inter
nal controls: 

 require maintaining a list of refunds made to the Government; 
 provide for timely refund of amounts due the Government; and 
 identify and document the reason(s) for the refunds and why certain refunds were 

not timely processed. 
The auditor should also verify that refunds caused by contract administration adjust
ments (contract modifications) are computed accurately. Finally, if the contractor dis
putes an amount requested by a demand letter, the contractor should have documenta
tion to support its position. 

c. Contract Offsets. Contractors may offset amounts due the Government (overpay
ments and refunds) against underpayments. The auditor should verify that the contrac
tor’s internal controls require: 

(1) significant offsets be made only after notification to and instructions from the 
contracting officer and/or paying office; 

(2) offsets are made on a timely basis, usually within 30 days of the identification 
of the overpayment or refund; and 

(3) maintenance of a list of all significant offsets and documentation showing 
coordination with the Government. 

d. Subcontractor Reviews. The contractor should have policies and procedures to 
ensure that their subcontractors’ accounting and billing systems include adequate poli
cies and procedures for identification and timely resolution of subcontractor overpay
ments, refunds, and offsets. Subcontractors should be able to document their identifica-
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tion and resolution of subcontract overpayments, refunds, and offsets with the prime 
contractor. 

5-1108 Implementation of Billing System Policies and Procedures 

Written policies and procedures help ensure that internal control objectives are doc
umented. The contractor should ensure that these written policies and procedures are 
executed to assure only billable costs/prices/fees applicable to Government contracts are 
included in billings in accordance with applicable regulations and contract terms. In 
addition, the contractor should have policies and procedures to ensure that all changes 
which impact how billings are prepared are promptly disclosed to the Government. 

5-1108.1 Disseminating Policies and Procedures 

In order for policies and procedures to be effective they must be communicated to 
the employees responsible for implementing them. Employees should be made aware of 
the existence of the policies and procedures and they should have ready access to them. 
The auditor should be alert for aspects of the billing process that are not covered by 
policies and procedures, especially dealing with external data entry, data correction, and 
supervisory approvals. Additionally, the auditor should note any instances where actual 
practices are inconsistent with formal policies and procedures. In these instances, the 
auditor should consider the underlying cause for these inconsistencies. 

5-1108.2 Training Applicable Employees 

Merely making employees aware of policies and procedures and providing access to 
them, does not assure employees know how to interpret and execute them. Therefore, 
the contractor should provide training to the applicable employees. This training should 
include the topics described in 5-1107.1c above. The contractor should have training 
records---course materials and attendance sheets that document employee training. If 
the contractor does not provide formal training, evaluate alternative procedures that 
ensure that employees and management involved in the billing process have the re
quired knowledge. The auditor may consider making inquiries of employees who per
formed a procedure and inspect documents and reports to ensure that employees are 
knowledgeable. 

5-1108.3 Briefing Contract Requirements 

Contract briefings should reflect contract requirements and these contract require
ments should be reflected in the billings. The requirements may be documented either in 
a contract brief or directly into an automated system. Policies and procedures should 
ensure that contracts are adequately briefed and updated as modifications are received. 
When evaluating the adequacy of the contractor briefings, contract requirements in the 
briefing matrix at 3-3S1 should be used. 
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5-1108.4 Management Review and Approval 

Effective procedures require that all billings, including final billings, are subjected to 
management review prior to their submission. The contractor should have procedures 
and controls in place to ensure that vouchers and invoices are accurate and have the 
appropriate level of review and approval prior to their submission. The review should be 
evidenced by approval on the billing in accordance with contractor policy. When evalu
ating the reviews the auditor should use the guidance in 4-1000. 

5-1109 Billing System - Information Technology System Internal Controls 

a. Where information technology (IT) is used in significant financial applications, con
trol activities are sometimes defined by classifying them into two types, IT general con
trols or IT application controls. Whether the control activities are classified as general or 
applications controls, the objectives of control activities remain the same, (i) to provide 
reasonable, but not necessarily absolute, assurance that assets are safeguarded from unau
thorized use or disposition, and (ii) that financial and cost records are reliable to permit the 
preparation of financial statements and cost representations. 

b. The auditor should review the IT general controls and the billing system application 
controls in order to determine if they have been designed according to management direc
tion, GAAP, and applicable Government regulations and that internal controls are operat
ing effectively to provide reliability of and security over the data processed. 

c. General controls are comprised of: 
(1) organization and operation controls, 
(2) systems development and documentation controls, 
(3) hardware and systems software controls, and 
(4) data and procedural controls. 

(See 5-400 for a more detailed explanation of general internal controls.) 
d. Billing system application control activities are applied to the input, processing, and 

output phases of this single IT application. In contrast, IT general controls affect all sys
tem applications and operational elements of all IT systems. Separate control activities are 
developed for each unique application system, such as labor, MMAS, and in this instance, 
billing. Although some application control activities affect only one or just a few control 
objectives, most of the control activities are designed to prevent or detect several types of 
errors in most or all phases of the application. (See 5-1400 for a more detailed explanation 
of application internal controls.) 

5-1110 Internal Control Reporting 

The auditor should follow the guidance in 5-110, 10-200 and 10-400 for reporting on 
internal controls relative to the contractor's accounting and management systems. 
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5-1200 Section 12 --- Audit of Estimating System Internal Controls 

5-1201 Introduction 

a. Refer to 5-101 for the auditor's fundamental requirements for obtaining and docu
menting an understanding of a contractor's internal controls and assessing control risk. 

b. This section provides guidance for conducting surveys of contractor estimating sys
tems and discusses the requirements of DFARS 215.407-5 and 252.215-7002. 

5-1201.1 Definitions 

a. "Estimating System" is a term used to describe a contractor's policies, procedures, 
and practices for generating cost estimates which forecast costs based on information 
available at the time. It includes the organizational structure; established lines of authority, 
duties, and responsibilities; internal controls and managerial reviews; flow of work, coor
dination, and communication; and estimating methods, techniques, accumulation of histor
ical costs, and analyses used by a contractor to generate cost estimates and other data in
cluded in proposals submitted in the expectation of receiving contract awards (DFARS 
252.215-7002). 

b. "Significant Estimating System Deficiency" means a shortcoming in the estimating 
system which is likely to result in proposal estimates for either total cost or a major cost 
element which are consistently unacceptable as a basis for negotiating fair and reasonable 
prices (DFARS 215.407-5-70(a)(4)). 
NOTE: Whenever significant deficiencies are outstanding, the overall opinion on the esti
mating system should be inadequate. Further, a recommendation should be made to disap
prove the part of the estimating system that is deficient - see 5-1213b. and 10-408.1d. 

5-1202 Background 

DFARS 215.407-5-70 requires all DoD contractors to have acceptable estimating sys
tems, requires certain large businesses to disclose their estimating systems in writing, pro
vides guidelines concerning the characteristics of an adequate estimating system, and pro
vides guidance for conducting team estimating system surveys. 

5-1202.1 Applicability of DFARS 215.407-5 

a. It is DoD policy that all contractors have estimating systems that consistently pro
duce well supported proposals acceptable as a basis for negotiating fair and reasonable 
prices. Estimating systems should be consistent and integrated with a contractor's relat
ed management systems, and be subject to applicable financial control systems (DFARS 
215. 407-5-70(b)(1)). To be considered adequate, an estimating system must be estab
lished, maintained, reliable, and consistently applied. It must also produce verifiable, 
supportable and documented cost estimates (DFARS 215. 407-5-70(a)(1)). 

b. Any large business contractor which in its preceding fiscal year received DoD 
prime contracts or subcontracts of at least $50 million requiring certified cost or pricing 
data is subject to the requirements of DFARS 215. 407-5-70(c)(4), (d), (e), and (f) and 
paragraphs (d) and (e) of DFARS 252.215-7002 (see 5-1202.2, 5-1203.2, 5-1204.1 and 
5-1204.2). 
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c. Any large business contractor which in its preceding fiscal year received DoD prime 
contracts or subcontracts of at least $10 million requiring certified cost or pricing data may 
also be subject to the requirements of DFARS 215. 407-5-70(c)(4), (d), (e), and (f) and 
paragraphs (d) and (e) of DFARS 252.215-7002. Such coverage is required if the PCO, 
with the concurrence or at the request of the ACO, determines it to be in the best interest 
of the Government (e.g., significant estimating problems are believed to exist or the con-
tractor's sales are predominantly to the Government). The additional coverage will apply if 
during contract performance the contracting officer provides written notification to the 
contractor. 

d. The disclosure, maintenance and review requirements of DFARS 215. 407-5-70 
(c)(4), (e), and (f) do not apply to small businesses, educational institutions, or other 
nonprofit organizations. 

5-1202.2 System Disclosure and Maintenance Requirements 

Contractors subject to DFARS 215. 407-5-70(c)(4) (see 5-1202.1b and c), are required 
to establish and maintain an adequate estimating system and disclose it in writing to the 
contracting officer responsible for contract administration. Disclosure is considered ade
quate when the contractor has provided the cognizant ACO with: documentation accurate
ly describing the policies, procedures, and practices that are currently used in preparing 
cost proposals, and sufficient detail for the Government to reasonably make an informed 
judgment regarding the adequacy of the contractor's estimating practices. Significant 
changes to the cost estimating system must be disclosed to the cognizant ACO on a timely 
basis. If disclosed information contains commercial or financial information which the 
contractor regards as privileged and confidential, such information will be protected and 
not released outside the Government without the permission of the contractor. 

5-1203 General Audit Policy 

a. Refer to 5-103 for DCAA's general audit policy for the audit of contractor ac
counting and management systems and related internal controls. 

b. The auditor is responsible for evaluating contractor estimating methods and procedures. 
This is accomplished by estimating system surveys designed to determine the reliability of a 
contractor's estimates, identifying areas requiring special emphasis in the audit and negotiation 
of individual price proposals, and recommending improvements when deficiencies are noted in 
a contractor's estimating system. Estimating system surveys provide knowledge of the strengths 
and weaknesses in a contractor's estimating system. Effective reporting on the existence and 
impact of estimating system deficiencies can stimulate contractor corrective action. Corrective 
action can substantially reduce the incidence of defective pricing and the time and effort re
quired to audit individual price proposals. 

c. It is DCAA's policy that contractor estimating system audits be performed every three 
years unless past experience and current audit risk is considered to be low. A determination 
of low risk must be fully documented in the planning documents supporting the program 
plan. In addition to a current audit risk assessment and documented past experience, the doc
umentation must also include evidence of coordination with the ACO. If the audit risk is 
considered to be high, estimating system audits should be performed more frequently. These 
audits should also be considered at nonmajor contractor locations where there are indications 

DCAA Contract Audit Manual 

http:5-1202.1b


5172 January 25, 2016 
5-1203 

of significant estimating system problems. Such audits may be performed in conjunction 
with other planned contract audit activity. 

d. Other changed circumstances that may impact risk are: 
(1) Changes in the regulatory or operating environment and adoption of new account

ing principles or changes accounting principles. 
(2) New personnel with a different focus or understanding of internal control. 
(3) New or significantly rapid changes in information systems. 
(4) Rapid growth, which can increase the risk of a breakdown in controls. 
(5) Incorporation of new technologies into production processes or information sys

tems. 
(6) Entering into business areas or transactions (e.g., new lines, products, or activities) 

with which an entity has little experience. 
(7) The impact of corporate restructurings on staffing, changes in supervision, and 

segregation of duties 
. 
5-1203.1 Comprehensive Surveys-Estimating Systems 

a. Most estimating system surveys are conducted as comprehensive surveys. Com
prehensive surveys pertain to effort accomplished primarily by auditors, although tech
nical specialist assistance is recommended for the quantitative and qualitative aspects of 
the survey. (See Appendix D for guidance on the use of technical specialists.) Compre
hensive surveys are conducted at contractor locations not requiring a team review (see 
5-1203.2). Auditors assigned should include individuals normally involved in the evalu
ation of the contractor's proposals. A regional office representative should also be avail
able, if required, to provide advice and assistance in planning and conducting the sur
vey. 

b. The guidance contained in 5-1204 through 5-1212 forms the basis for evaluating a 
contractor's estimating system. Although much of the guidance refers to team reviews, it 
may also serve as the basis for performing comprehensive surveys. 

5-1203.2 Team Reviews 

a. Definition. Team reviews pertain to effort accomplished as a DCAA and contract 
administration office team effort in accordance with DFARS 215. 407-5. 

b. Selection of Contractors for Team Reviews. 
(1) Team reviews apply to contractors subject to DFARS 215. 407-5-70(b)2 (see 5

1202.1b and c). DCAA and the cognizant contract administration activities are to establish 
and manage regular programs for evaluating selected contractor estimating systems 
(DFARS 215.407-5-70(c) and (e)). Factors to consider in selecting contractors for a team 
review follow: 

(a) The annual DoD sales under prime contracts and subcontracts in the preced
ing fiscal year requiring certified cost or pricing data (should normally be at least $50 mil
lion). 

(b) The frequency of proposals subject to price analysis and audit. 
(c) The date of the last team review. 
(d) Any special pricing problems. 
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(2) Team reviews are to be conducted at least every three years at applicable con
tractors, except where the auditor and ACO determine that recent past experience has not 
found significant deficiencies and the current audit risk is low. A determination of low risk 
must be fully documented in the planning documents supporting the program plan. In ad
dition to a current audit risk assessment and documented past experience, documentation 
must also include evidence of auditor and ACO coordination. Some examples of low risk 
indicators follow: 

(a) No significant contractor reorganization has occurred which could affect its 
estimating or accounting functions. 

(b) The contractor has not adopted major changes in its estimating methods or 
procedures. 

(c) The contractor has carried out and submitted to the Government periodic self-
assessments of its estimating practices and procedures, using self-governance programs, 
which substantiate the reliability of its system. 

(d) There is no other evidence indicating the estimating system contains a major 
deficiency. 

(3) If the auditor and ACO determine that the Government is subject to high risk, 
estimating system surveys should be done more frequently. However, the auditor's objec
tive should be to work with the ACO and contractor to correct the deficiencies rather than 
perform more frequent reviews of the estimating system. 

(4) At the beginning of each fiscal year, regional offices will coordinate a list of 
contractors selected for a team review with the responsible contract administration office 
(regional or other supervisory office). 

c. Team Makeup and Responsibilities. 
(1) The team will consist of members of the cognizant audit office, and technical 

specialists designated by the responsible contract administration office. The contract audi
tor will be designated as the team leader and is to be assigned responsibility for survey 
planning, direction of the work, and report finalization. Depending upon the nature of the 
contractor's activities, the contract administration office will designate quality control, 
production, engineering, packaging, transportation, and/or other specialists. Both offices 
are to assign sufficient personnel to permit completion of the review and issuance of the 
report within a reasonable time. If technical specialist assistance cannot be provided, in
form the regional audit manager so the region can elevate the matter to appropriate acqui
sition management officials. If technical assistance is still not provided, the region should 
elevate the matter to DCAA Headquarters (ATTN: PPD). DCAA Headquarters will at
tempt to obtain the technical support. In those instances where DCAA Headquarters is not 
successful and believes that further resolution is required, Headquarters will direct the 
request to the attention of the Under Secretary of Defense (Acquisition & Technology). 
DCAA will not, in any case, use its own resources to perform these specialist functions. 

(2) To provide for an efficient and effective audit, auditors and technical specialists 
assigned as team members should include individuals normally involved in the evaluation 
of the contractor's price proposals. 

d. Regional Office Assistance. Regional offices are to assist in resolving problems 
relating to the scheduling of specific team surveys, the participation of technical special
ists on survey teams, and disputes between a team member and the team leader on survey 
findings and recommendations (see 5-1205.3c). Regional offices will also provide advice 
and assistance in planning and conducting the survey, as required. 
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5-1204 Audit Objectives 

a. The purpose of this audit is to evaluate the adequacy of and the contractor's compli
ance with the estimating system's internal controls. Refer to 5-104 for DCAA's primary 
objectives for auditing the contractor's accounting and management systems. 

b. There is a clear interrelationship between estimating system, price proposal, and 
defective pricing audits. It is important that the auditor recognize that the results in one or 
more of these areas will have a direct relationship on the scope of audit in the other ar
ea(s). In addition to meeting the DFARS requirement for review, an estimating system 
survey serves as the fundamental basis for determining audit risk and scope for future 
price proposal and defective pricing audits. The primary objectives of the survey are to: 

(1) evaluate the adequacy of a contractor's system for developing cost estimates for 
price proposal purposes, 

(2) evaluate a contractor's compliance with its written estimating procedures and 
disclosed estimating system (if applicable), 

(3) identify areas of a contractor's estimating system requiring special emphasis or 
attention during the audit and negotiation of individual price proposals, and 

(4) inform interested Government activities on the reliability of a contractor's esti
mating system, and of actions necessary to correct existing deficiencies. 

5-1204.1 Characteristics of an Adequate Estimating System 

The adequacy of an estimating system depends on the successful interrelationship of 
many variables. The relative importance or necessity of each is largely determined by the 
particular conditions existing at each contractor location. In general, adequate estimating 
systems should provide for the use of appropriate source data, utilize sound estimating 
techniques and appropriate judgment, maintain a consistent approach, and adhere to estab
lished policies and procedures. Although it is not possible to list all characteristics that 
should be present in an adequate estimating system, DFARS 215.407-5-70(d)(2) states 
that in evaluating the adequacy of an estimating system, the ACO should consider whether 
the contractor's estimating system: 

a. Establishes clear responsibility for the preparation, review, and approval of cost 
estimates. 

b. Provides a written description of the organization and duties of personnel responsi
ble for preparing, reviewing, and approving cost estimates, and the various functions con
tributing to the estimating process such as accounting and planning. 

c. Ensures that relevant personnel have sufficient training, experience, and guidance to 
perform estimating tasks in accordance with the contractor's established procedures. 

d. Identifies sources of data and the estimating methods and rationale used in develop
ing cost estimates. 

e. Provides for appropriate supervision throughout the estimating process. 
f. Provides for consistent application of estimating techniques. 
g. Provides for detection and timely correction of errors. 
h. Protects against cost duplication and omissions. 
i. Provides for the use of historical experience where appropriate. 
j. Requires use of appropriate analytical methods. 
k. Integrates information available from other management systems as appropriate. 
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l. Requires management review including verification that the company's estimating 
policies, procedures, and practices comply with DFARS 215. 407-5. 

m. Provides for internal review of and accountability for the adequacy of the estimat
ing system, including the comparison of projected results to actual results and an analysis 
of any differences. 

n. Provides procedures to update cost estimates in a timely manner throughout the ne
gotiation process. (Also see 14-120.4 on defective pricing sweeps.) 

o. Addresses responsibility for review and analysis of the reasonableness of subcon
tract prices. 

5-1204.2 Indicators of Potentially Significant Estimating Deficiencies 

Some indicators of, or conditions that may cause, significant estimating deficiencies as 
discussed in DFARS 215.407-5-70 (d)(3) are listed below. These indicators or conditions 
are not intended as a comprehensive checklist. They may, however, suggest the need for 
further analysis or evaluation. Since estimating is not an exact science and is partly based 
on judgment, differences between individual estimates and subsequent actual data are not 
necessarily indicators of a significant estimating system deficiency. 

a. Failure to ensure that relevant historical experience is available to and used by cost 
estimators as appropriate. 

b. Continuing failure to analyze material costs or failure to perform subcontractor cost 
reviews as required. 

c. Consistent absence of analytical support for significant proposed cost amounts. 
d. Excessive reliance on individual personal judgment where historical experience or 

commonly used standards are available. 
e. Recurring significant defective pricing findings within the same cost element(s). 
f. Failure to integrate relevant parts of other management systems (e.g., production 

control or cost accounting) with the estimating system, impairing the ability to generate 
reliable cost estimates. 

g. Failure to provide established policies, procedures, and practices to persons respon
sible for preparing and supporting estimates. 

Not all estimating system deficiencies will be significant as defined in DFARS 215. 
407-5-70(a)(4). For example, the lack of written policies and procedures for a seldom-used 
cost estimating relationship is not necessarily an indicator of a significant deficiency when 
considered in the context of an otherwise adequate estimating system. 

5-1205 Scope of Audit 

a. While the nature and extent of audit effort depends upon contractor size, amount 
of Government business, and audit risk, (materiality and sensitivity), the audit scope 
should be consistent with the guidance in 5-105. 

b. Controls for interrelated audit concerns regarding the adequacy of the contractor's 
other major systems (i.e., budgets, general accounting, etc.) will be audited under sepa
rate assignments. While the controls for these areas are not part of this audit, the results 
of all audits of these interrelated controls must be considered in forming an overall audit 
conclusion on the estimating system internal controls and also commented on in the 
related audit report. 
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c. The extent of audit effort should also be influenced by: 
(1) the types of Government contracts and their materiality 
(2) deficiencies noted in recent proposal and postaward audits 
(3) deficiencies noted in the prior estimating system survey and flash estimating 

system reports 
(4) participation of the contractor in self-governance programs (this includes the 

work performed by the contractor's internal audit staff) 
(5) input from the contracting officer 
(6) contract provisions 

General information regarding these scope areas is provided in 3-204 and additional 
considerations specific to the estimating system are discussed below. A risk assessment 
documenting conclusions reached regarding the impact of the above areas on the scope 
of this audit should be documented in the working papers. 

d. If possible, estimating system surveys should be completed in a timely and effi
cient manner early in the year. By minimizing the cycle time and completing the review 
early, the results can be used in assessing control risk when establishing the scope for 
audit effort on price proposal and defective pricing audits. 

5-1205.1 Coordinating Team Surveys-Estimating Systems 

Preparation for an effective audit requires proper coordination with interested pro
curement and contract administration activities, and the contractor as follows: 

a. Approximately 30 to 60 days before the scheduled starting date, notify in writing 
each Government procurement office having a significant volume of business with the 
contractor that an estimating system survey will be made. Request comments on any 
problems or special areas of interest related to the contractor's price proposals which 
would be appropriate for consideration. 

b. Contact the ACO to discuss personnel and technical specialist requirements, sur
vey scope, time phasing of the work, and the planned entrance conference with the con
tractor. Request that the ACO designate a member of his or her staff to coordinate the 
activities of the technical specialists assigned to the team. If the contractor is subject to 
DFARS 252.215-7002(d) (see 5-1202.1b and c), determine if it has disclosed its esti
mating system in writing to the ACO as required. If disclosure has not been made, im
mediately issue an estimating system deficiency flash report (see 9-310 and 9-1209d), 
and recommend that the ACO obtain the disclosure. In addition, report this deficiency in 
all subsequent forward pricing audit reports issued until corrected. Also consider defer
ring the estimating system survey until disclosure is made. If, however, you have leads 
or suspect that significant estimating system deficiencies exist, continue the audit. 

c. Inform the contractor of the planned survey by sending a letter to the management 
official responsible for the total operations of the organizational unit being surveyed. 
Describe the purpose and general scope of the survey, indicate the tentative starting 
date, and identify the team leader and key participants. Request the contractor designate 
a company representative from its estimating department with whom survey matters can 
be coordinated. Also request that the contractor alert contributing departments of the 
planned survey and of their need to provide information and records required by the 
survey team. Identify data needed at the beginning of the survey and propose a date for 
an entrance conference. Invite the contractor's top management personnel to attend the 
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entrance conference. Suggest that the contractor present an orientation briefing at the 
entrance conference on its organizational structure, operating policies, and other areas 
of concern to the review team. Invite a prompt reply and provide a copy of the letter to 
the ACO. 

d. Prior to the entrance conference, hold a preliminary meeting with team members 
to develop a tentative survey program. The team leader will ensure that overall survey 
scope will be responsive to procurement and audit needs. 

e. Conduct the entrance conference in accordance with 4-302. Explain the purpose of 
the audit, the overall plan for its performance, the estimated duration, and the types of 
books, records, and data to be evaluated. Also allow enough time for the contractor to 
present an orientation briefing. Discuss coordinated audit planning and self-governance 
programs with the contractor and explain its relevance to estimating system surveys. If 
the contractor has implemented self-governance programs, describe the effect of the 
self-governance program on the scope of audit. If the contractor is not a participant in 
self-governance, explain the benefits of these programs. Describe how it can strengthen 
internal controls and thereby reduce audit scope and decrease the frequency of estimat
ing system surveys. 

f. Shortly after the entrance conference, hold another team meeting to finalize survey 
plans and make appropriate modifications to the survey program. Assign specific pro
gram areas to individual team members and establish time-phased schedules. Tailor the 
survey to take advantage of the daily work performed as part of the normal activities of 
the contract audit and contract administration functions. 

5-1205.2 Areas of Coverage and Team Assignments 

a. At any contractor location, certain areas of coverage or survey steps may be inap
plicable, or applicable only in part. Read 5-1206 through 5-1211 to obtain a general 
understanding of the potential coverage requirements. Develop a survey program appro
priate for the specific contractor location under review. A pro forma estimating system 
audit program is on the DCAA Intranet and the APPS under activity code 24010. 

b. For areas of coverage dealing with the development of quantitative and qualitative 
requirements, carefully plan and coordinate with the technical specialists to eliminate 
duplication of effort and to ensure adequate audit coverage. The assignment of specific 
steps to an auditor, a technical specialist, or both depends upon the conditions encoun
tered at each location. Base assignments to team members upon mutual agreement as to 
who can most effectively perform the work. 

c. An auditor's areas of coverage will normally include cost and production records 
and data, learning and improvement curves, bills of material, operation or process time 
sheets, and other similar documentation. Such documentation provides a factual basis 
for determining the adequacy of a contractor's system for developing material and labor 
quantities and related usage, scrap, spoilage, and efficiency factors. 

d. Technical specialists will normally be assigned to areas requiring technical 
knowledge and judgmental evaluations. Such areas include production processes, shop 
practices, machine loadings, time-and-motion factors, drawings and specifications, and 
engineering principles and techniques. They may also be required to evaluate data relat
ing to plant layout and rearrangement, planning and scheduling plant capacity, and val
ue engineering. 
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e. In assigning specific steps to team members, recognize that auditors and technical 
specialists have a common interest in: 

(1) The quantitative aspects of the contractor's estimates. 
(2) The methods by which requirements for the various types and quantities of 

labor hours and material are determined. 
(3) Other areas such as special tooling and test equipment, packaging, and technical 

data. 

5-1205.3 Team Monitoring and Coordination 

a. Although technical specialists are responsible for the execution of their assigned 
functions, the team leader will coordinate the efforts and monitor the progress of all team 
members. The team leader will evaluate the scope of coverage and results obtained and 
determine with team members if efforts should be curtailed or expanded, or methods mod
ified. All team members should adhere to professional standards, particularly those per
taining to the preparation of adequate working papers. 

b. The team should meet periodically to resolve problems encountered and discuss 
progress and interim findings. The team leader should be currently informed of all interim 
findings so they may be referred for further development and consideration by other team 
members examining related areas. 

c. Resolve any disagreements between a team member and the team leader at the local 
level so that coordinated views are reflected in the survey report. If resolution cannot be 
obtained at the local level, refer the matter to the DCAA regional office and, if appropri
ate, the contract administration counterpart. In unusual cases involving broad policy, refer 
the matter to Headquarters, ATTN: PPD. 

d. Coordination with the ACO is essential throughout the survey. The team leader 
should actively solicit the personal participation of the ACO at the entrance and exit con
ferences. The team leader should also keep the ACO currently informed of significant 
developments. After completion of the field work and before the final report is issued, 
review all significant findings and recommendations with the ACO. Also review any sub
stantive changes made after this point with the ACO. 

5-1206 Internal Audits 

The estimating system should be subjected to periodic internal audits to ensure the 
following: 

(1) The policies and procedures comply with applicable rules and regulations. 
(2) Established policies and procedures are being followed. 
(3) Prior internal audit findings have been properly dispositioned. 

This objective recognizes the contractor's commitment to self-governance and its con
tractual responsibility for systems and accounting internal controls. The contractor should 
be conducting on-going, self-initiated reviews of various aspects of its estimating system 
in a timely manner. Contractors may comply with this standard using in-house staff efforts 
or through the services of outside consultants. 

a. Our interpretation of "internal audits" for purposes of this objective includes reviews 
performed by functional units as well as the internal audit staff. The auditor must be aware 
of the requirements of 4-1000, Relying on the Work of Others. The level of objectivity 
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and competence of personnel performing the reviews will have a significant impact on the 
reliability of the reviews and should be clearly communicated to the contractor. Both the 
auditor and the contractor should be aware that the objective is to ensure that adequate 
estimating system policies, procedures, and controls are in place and being followed, and 
that system adequacy is maintained on a real-time basis. 

b. The auditor must ensure that the system is subjected to periodic internal audit. This 
objective does not create additional access requirements beyond those identified in FAR 
52.215-2 and 1-504. Consideration should be given to both the contractor's internal audit 
schedule of completed audits and audits performed by functional units that meet this ob
jective. If the contractor contends that such reviews have been performed but is unwilling 
to make them available to DCAA in any form, the auditor may be unable to determine if 
the contractor has met this objective. The auditor must evaluate the need for such access. 
Denial of access to relevant data should be escalated in accordance with 1-504. 

c. The contractor cannot comply with the system disclosure and maintenance require
ments if it does not provide to the Government "sufficient detail" for the Government to 
reasonably make an informed judgment regarding the adequacy of its estimating practices. 
If the internal auditor performs work supporting the system disclosure and maintenance 
effort, access to the detailed work products is necessary to assess the adequacy of the es
timating practices 

d. If a contractor is not performing periodic reviews of its estimating system, then it 
should be reported for not achieving this objective. This should be reported as a serious 
internal control weakness in light of the complexity of the estimating system and the risk 
of inaccurate costs being proposed on Government contracts. This control weakness 
should also be tied to prior questioned costs, where applicable. 

5-1207 Estimating System-Description 

a. The contractor should have an adequate estimating system description including 
policies, procedures, and operating instructions compliant with FAR and DFARS. While 
the contractor is required to provide a broad range of documents, the auditor should focus 
attention on the adequacy of the policies, procedures, and operating instructions related to 
the control objectives outlined in the remainder of this section. 

b. The contractor should provide a written description of its estimating system in 
enough detail to allow the auditor to get a thorough understanding of how the system op
erates. The contractor's write-up should include items listed below: 

(1) The overall organization and assignment of responsibilities. 
(2) References to written policies and procedures. 
(3) The flow of information between each process or function within the system as 

well as other management systems. 
c. If the contractor’s system is fully or partially automated, the description should in

clude the IT aspects of the estimating system transaction flow, including data input, data 
processing, and data output. 

5-1207.1 Evaluation of Contractor's Organization and Assignment of Responsibility 

The estimating function may be organized differently by individual contractors be
cause of differences in their products or services, industry practices, size and type of or-
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ganization, degree of departmentalization, management attitudes, personnel capabilities, 
and other factors. Responsibility for developing estimates may be centralized in an esti
mating group or delegated to the various participating departments. However, the estimat
ing function should be soundly organized on the basis of a definitive flow of authority and 
standard policies and procedures established at a top or upper management level. Each 
contractor should maintain a written description of the organization and the duties of per
sonnel responsible for preparing, reviewing, and approving cost estimates, and the various 
functions contributing to the estimating process such as accounting, planning, training, etc. 

a. Evaluation of a contractor's organization requires analysis of the relationship of 
the organizational segments participating in the estimating function. For this purpose, 
request that the contractor provide organization charts and written procedures or direc
tives describing the organizational structure and responsibilities of the estimating 
group(s) and contributing departments. Request flow charts from the contractor which 
show the flow of work in the estimating process, from the initiation of a proposal to the 
contract certification date, and the integration of data prepared by personnel responsible 
for functions such as accounting, cost control, budgeting, estimating, planning, purchas
ing, production control, engineering, and sales. 

b. The auditor should determine if: 
(1) Preparation of required estimates is effectively controlled either on a centralized 

or decentralized basis. 
(2) Lines of authority, duties, and responsibilities are clearly defined, including 

responsibilities for preparing, reviewing, and approving cost estimates. 
(3) The estimating process is properly coordinated among segments of the organi

zation responsible for different parts of the estimate. 
(4) The department responsible for overall compilation of the estimate has authority 

to review and question the reasonableness or accuracy of feeder information received from 
other departments. 

5-1207.2 Evaluation of Policies and Procedures 

The estimating function is of such importance that direction and guidance for its imple
mentation must be in a form that ensures complete understanding and precludes misunder
standing. A formal written statement of policies and procedures, rather than an informal one 
based on established customs of the organization, should exist at all contractor locations with 
substantial Government business. Estimating procedures represent the means by which poli
cies and objectives established by management are translated into detailed guidance and 
direction to personnel engaged in estimating functions. Policies and related implementing 
procedures should cover such areas as estimating organization; lines of authority; formats for 
proposal preparation; make-or-buy determinations; quantitative and pricing aspects of each 
cost element; use of statistical aids and estimating techniques (e.g., learning curves and scat
ter charts); extent of documentation; and review and control requirements. 

a. Determine if standard policies have been established at a sufficiently high organiza
tional level, and are in sufficient depth and detail to serve as a basis for definitive implemen
tation. 

b. Evaluate procedures for compatibility with underlying policy and for completeness as 
a source of guidance in all aspects of proposal preparation. Procedures should cover matters 
such as: 
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(1) Designation of individuals authorized to initiate and approve requests for prepar
ing estimates. 

(2) The required form of the request and the supporting detail to accompany the re
quest. The latter includes documents such as the technical proposal, supplemental statement 
of work required under the proposed contract, and performance schedules. 

(3) The basis for control, time phasing, review and approval of the estimate, and for 
the orderly flow of documentation and data in the buildup and support of the estimate. 

(4) Methods for obtaining contributions from, and coordination among, segments of 
the organization responsible for different aspects of the estimate. Such segments include 
engineering, quality control, purchasing, accounting, budgeting, and production control. 

(5) Format of the estimate and the detail required to support it. 
(6) Identifying the sources of data and estimating methods and rationale used in de

veloping cost estimates. 
(7) The consistent application of estimating techniques. 
(8) Use of appropriate analytical methods. 
(9) Procedures to update cost estimates in a timely manner throughout the negotiation 

process. 
(10) Pricing of component cost elements with emphasis on using the most accurate, 

complete, and current cost or pricing data available at the time the estimate is prepared. (If 
the contractor makes more than one estimate for the same component of cost, all estimates 
should be available for the Government's evaluation.) To the extent applicable, maximum 
use should be made of historical cost data for pricing the same or similar items or services, or 
elements thereof. Procedures should also provide for furnishing current, accurate and com
plete data up to the date of the price agreement, for estimates requiring the execution of 
a certificate of current cost or pricing data. 

(11) Responsibility for review and analysis of the reasonableness of subcontract 
prices. 

c. Evaluate estimating procedures to determine if they are kept current, disseminated 
to all responsible employees, and consistent with the company's established cost ac
counting policy, system, and procedures. 

5-1207.3 Integration with Other Management Systems 

a. Cost Accounting System. The contractor's cost accounting system is usually a 
major source of data used in developing cost estimates. An evaluation of a contractor's 
cost accounting system is normally accomplished separately from an estimating system 
survey (9-302). One area which should be covered in an accounting system evaluation is 
the impact on the system of technological modernization (see 14-800). Any changes to 
the accounting system must be disclosed to and approved by the ACO. The following 
areas should be covered in an estimating system survey. (Reliance placed upon separate 
accounting system evaluations should be documented in accordance with 4-1000.) 

(1) The extent to which cost accounting and adjunct statistical records contain 
sufficient refinements for cost estimating purposes. Examples of such refinements are 
lot costing and the segregation of nonrecurring costs. 

(2) The consistency between estimating and cost accounting in the classification 
of cost elements as either direct or indirect. Determine the reasons for any inconsisten
cies and their effect upon the validity of cost estimates and indirect cost rates. 
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(3) The suitability of the contractor's standard costs and related variances for use 
in preparing cost estimates, considering: 

(a) The extent to which variances are segregated by product line and accord
ing to contributing causes such as price and rate variances, use and efficiency variances, 
and variances due to "make" versus "buy" decisions. 

(b) The degree to which historical cost variances used for estimating are ad
justed to reflect anticipated or planned changes in conditions. 

(c) The magnitude of the variances and their composition. Variances should 
be documented by the contractor and evaluated by the auditor before they are accepted 
on future estimates. 

b. Budget and Planning System. In addition to serving as a management control over 
the cost of operations, the contractor's budget system also provides data for use in de
veloping estimates, particularly indirect cost projections and volume of activity fore
casts. Contractor budget system audits should be made separately and preferably in ad
vance of estimating system surveys (see 5-500). The following areas, however, should 
be considered during an estimating system survey. (Reliance placed upon separate 
budget system audits should be documented in accordance with 4-1000.) 

(1) The degree to which the projected level of costs and volume of activity are 
considered in preparing cost estimates. 

(2) The reliability of sales forecasts and the extent to which such forecasts are 
reflected in indirect cost projections. 

(3) Consideration given by the contractor when preparing cost estimates to in
formation contained in facilities budgets, e.g., commitments for the acquisition of new 
and improved equipment expected to reduce production costs. 

(4) If either the estimating system or budget and planning system are fully or 
partially automated, consideration should be given to ensuring the accuracy of any data 
files flowing from the budget and planning system to the estimating system (see 5
1406.5). 

5-1208 Training 

a. Training should be provided to appropriate employees (including technical employ
ees) on Government regulations and company policies and procedures pertaining to the 
estimating process. Training on the use of statistical aids and advanced estimating tech
niques including appropriate proposal file documentation procedures should be provided. 

b. Training modules should be periodically reviewed and updated and periodic training 
sessions provided for new hires and experienced personnel. 

5-1209 Evaluation of Cost Estimate Development 

a. A major part of the survey is an evaluation of the effectiveness of the methods and 
procedures used to develop estimates of individual cost elements. A contractor should 
ensure that estimating source data is appropriately applied and the basis for estimating 
each cost element is disclosed by providing written guidelines for developing and support
ing consistent and verifiable proposals. Procedures and instructions on the documentation 
required for a proposal should cover items such as: 

(1) Conditions, assumptions, and qualifications. 
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(2) Basis of each cost element including the methods and support used to develop 
indirect rates, pools and bases. 

(3) Milestones for contract performance. 
(4) Reconciling detail and summary level data. 

b. In determining the scope and extent of coverage to include in the program for this 
part of the survey, team members should consider the preliminary survey work accom
plished and the prior experience of the auditors and technical specialists. Give particular 
attention to costs questioned and findings disclosed during price proposal and postaward 
audits. Comparisons of previous estimates with actual costs of completed negotiated con
tracts may also furnish useful information, provided the methods used to develop such 
estimates are still in effect. Do not request that the contractor submit special data for this 
purpose if its preparation requires extensive effort. 

c. Where information developed under recent incurred cost, price proposal and other 
audits provides the basis for an informed conclusion regarding a particular area of cover
age, no further steps are needed for the evaluation of that area. However, reliance placed 
upon these other audits must be documented in accordance with 4-1000. Where further 
effort is considered necessary, use recent price proposals previously submitted by the con
tractor to test the effectiveness of the contractor's procedures. 

5-1209.1 Estimating Methods 

The methods employed by a contractor to develop cost estimates may vary depending 
on the type of work covered by a proposal, e.g., research, production, etc. Request the 
contractor to provide a flow chart for each type of proposal, showing how individual cost 
elements are developed and integrated into the total estimate. In addition, evaluate the 
estimating methods employed by the contractor in preparing various proposals to consider: 

a. Appropriateness of the estimating methods employed in preparing cost estimates for 
each type of proposal, and if different methods should be used considering factors as: 

(1) Nature of product or service. 
(2) Degree of firmness of specifications. 
(3) Contractor's prior experience with the same or related products or services. 
(4) Extent detailed cost data can be derived from the accounting system, adjunct 

statistical records, and other sources. 
(5) Relative dollar amount of estimates. 
(6) Cost and time restrictions on the preparation of estimates. 

b. A contractor should clearly identify the pricing policy for areas identified as sensitive 
by the Government and contractor. Such areas include pricing policy for start-up costs on 
follow-on contracts; burdens for intracompany effort; inventory items including residual 
inventory; and Government owned or furnished equipment. 

c. Extent estimating methods make appropriate use of historical cost data relating to: 
(1) entire products, 
(2) individual tasks required on new procurements similar to those accomplished 

under previous contracts, and 
(3) indirect cost ratios and percentage factors applicable to a common base. 
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d. If cost estimates based upon prior cost experience adequately consider: 
(1) Differences in complexity, quantity, rate of production, state of development, 

etc., between items previously produced and those for which estimates are being devel
oped. 

(2) Applicability of preproduction engineering, special tooling, plant rearrange
ment, and other nonrecurring costs. 

(3) Anticipated changes in production methods, material usage, prices, wage 
rates, labor efficiency, production volume, plant capacity, and make-or-buy structure. 

e. The propriety of using company-wide forward pricing factors developed for the 
preparation of cost estimates and if such pricing factors are current, based upon reliable 
cost data and procedures, and correctly applied. 

f. Applicability of historical standard cost variance factors. If standards have been 
revised to represent expected actual cost, historical cost variances are not applicable. 

g. Reasonableness of formula pricing methods for spare parts to ensure individual 
elements of cost are not duplicated in base cost and loading factors. 

h. Suitability of catalog pricing and prepriced listing methods for developing reason
able prices for spare parts proposals, if used by the contractor. 

i. Acceptability of the contractor's methods for developing cost estimates for contract 
changes, considering: 

(1) Degree to which estimates properly reflect the nature and scope of the change 
and status of the work at the time the change is issued. 

(2) If work deleted by changes is priced correctly. 
j. If there is effective use of the contractor's IT capabilities in developing estimates 

and summarizing detailed data for proposal preparation. 
k. If analytical methods are used, when appropriate, to develop cost estimates and/or 

evaluate the reasonableness of cost estimates developed using other procedures. 

5-1209.2 Evaluation of Proposal Format and Support 

a. A contractor's estimating procedures should provide a standardized format for 
proposals and the submission of supporting data. Estimating system documentation 
should include or reference policies and procedures on the formats for proposal prepara
tion and the required detail for support. Where contractors are required to submit certi
fied cost or pricing data, the contracting officer will specify the format to be used in
cluding: FAR 15.408, Table 15-2, an alternate format, or permit submission in the 
contractor’s format (see 9-304). Evaluation should cover: 

(1) Determination that proposals are submitted on appropriate forms (or accepta
ble substitutes) and all data required by the forms is furnished. 

(2) Sufficiency of detail contained in proposals and supporting data. 
(3) Adequacy of the contractor's identification of cost or pricing data submitted in 

support of the price proposal and the related Pricing Certification, when required by 
FAR 15.403. 

b. The auditor should determine whether the contractor’s procedures include submit
ting forward pricing proposals electronically. If the majority of the contractor’s pro
posals are not being submitted electronically, the auditor should recommend that the 
contractor revise its procedures. Submitting proposals electronically facilitates a more 
effective and efficient proposal review and negotiation process. This recommendation 
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should not be included in the report since we do not report suggestions to improve the 
system, but should be provided to the contractor in a separate letter. 

5-1209.3 Subcontract Price/Cost Analysis 

a. The contractor's policies and procedures should require the contractor to: 
(1) conduct appropriate cost or price analyses to establish the reasonableness of 

proposed subcontract prices; 
(2) include the results of these analyses in the price proposal; and 
(3) when required in accordance with FAR 15.404-3(c), submit subcontractor 

certified cost or pricing data to the Government as part of its own certified cost or pric
ing data. 
Adequate and timely subcontract cost/price analysis is critical to the negotiation of fair 
and reasonable prime contract prices. For this reason, the contractor should have poli
cies and procedures in place to accomplish such analyses prior to the submission of their 
own certified cost or pricing data. 

b. Due to time and other constraints, the contractor may be unable to perform a de
tailed price/cost analysis prior to submission of its own certified cost or pricing data. In 
instances where the contractor has not submitted the analyses, the contractor's policies 
and procedures should require that a plan be in place to complete the required analyses 
and provide them to the Government negotiator prior to negotiation of the prime con
tract price. Accordingly, when cost/price analyses are not provided with the proposal, 
auditors should inquire about the contractor's plan to complete the required analyses and 
determine the reasonableness of the plan considering the facts and evidence (e.g., whether 
the contractor regularly meets scheduled completion dates, etc.). 

c. In some exceptional cases, the contractor may be unable to obtain adequate certi
fied cost or pricing data and/or perform the required analysis prior to negotiation of the 
prime contract price. The contractor's policies and procedures should provide for the 
timely identification of such circumstances and submission of a request, to the contract
ing officer, to be excused from the submission of subcontractor certified cost or pricing 
data and related analysis. This request should be supported by: 

(1) an explanation as to why the data and analysis cannot be submitted in a timely 
manner, and 

(2) an alternate analysis such as application of a negotiation reduction factor 
based on the historical difference between the initial subcontractor proposed amount 
and the ultimate negotiated amount. 

5-1209.4 Evaluation of Contractor Control and Review of Estimates 

The reliability of estimates depends largely upon the effectiveness of the internal 
controls and managerial reviews, including internal audits of the estimating function 
(see 5-1206), incorporated into the estimating process. Evaluate the contractor's estimat
ing controls and reviews to determine the sufficiency of internal controls, including: 

a. If the various phases and functions in the estimating process are adequately con
trolled to ensure timely processing of proposals. 

b. If internal controls are adequate to ensure uniformity of approach, timely detection 
and correction of errors, and prevention of cost duplications and omissions. 
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c. If supervision in each area and at each level of the estimating process is adequate. 
d. If management reviews of proposals cover the soundness of judgmental estimates 

and adherence to established procedures. 
e. If estimators are required to summarize the conditions, assumptions, contingen

cies, qualifications, risks, etc., that were considered in developing estimates. 
f. The quality, frequency, scope and results of management reviews of the estimating 

function. Such reviews should determine if the company's estimating policies, proce
dures, and practices comply with DFARS 215.407-5 and other applicable Federal regu
lations. They should also determine if the overall estimating system is adequate. In do
ing so, they should compare, on a sample basis, projections to actual results, and 
analyze any differences. DCAA should evaluate management action and follow-up on 
reported findings and recommendations. 

5-1210 Contract Certification-Estimating Systems 

a. The contractor should have established policies and procedures for ensuring that all 
certified cost or pricing data is current, accurate, and complete as of the date of agreement on 
price. The auditor should evaluate these policies and procedures to determine if they are 
adequate to reasonably ensure that the additional cost or pricing data will be identified and 
submitted to the Government negotiator prior to execution of the Certificate of Current Cost 
or Pricing Data. 

b. The auditor's evaluation should carefully consider the results of recent postaward au
dits in determining the scope of audit for this objective. Additional audit guidance on Defec
tive Pricing "Sweeps" is contained in 14-120.4. 

5-1211 Information Technology System Internal Controls-Estimating Systems 

a. Where information technology (IT) is used in significant financial applications, control 
activities are sometimes defined by classifying them into two types, IT general controls or IT 
application controls. Whether the control activities are classified by the auditor as general or 
applications controls, the objectives of control activities remain the same, to provide reason
able, but not necessarily absolute, assurance that assets are safeguarded from unauthorized 
use or disposition and that financial and cost records are reliable to permit the preparation of 
financial statements and cost representations. 

b. The auditor should review the IT general controls and the estimating system applica
tion controls to determine if they have been designed according to management direction, 
GAAP, and applicable Government regulations and that internal controls are operating effec
tively to provide reliability of and security over the data processed. 

c. General controls are comprised of: 
(1) organization and operation controls, 
(2) systems development and documentation controls, 
(3) hardware and systems software controls, and 
(4) data and procedural controls. 

(See 5-400 for a more detailed explanation of general internal controls.) 
d. Estimating system application control activities are applied to the input, processing, 

and output phases of this single IT application. In contrast, IT general controls affect all sys
tem applications and operational elements of all IT systems. Separate control activities are 
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developed for each unique application system, such as labor distribution, inventory control, 
and in this instance, estimating. Although some application control activities affect only one 
or just a few control objectives, most of the control activities are designed to prevent or de
tect several types of errors in most or all phases of the application. (See 5-1400 for a more 
detailed explanation of application internal controls.) 

5-1212 Summarization 

a. Upon completion of each assigned area and appropriate supervisory review, the auditor 
will discuss his or her tentative findings and recommendations with contractor personnel 
responsible for the specific area evaluated. The purpose is to confirm the factual accuracy of 
the findings and assess the feasibility of the recommendations. After the discussions, the 
auditor should promptly summarize the specific areas evaluated and those that need to be 
reported upon, as follows: 

(1) An overall evaluation of the acceptability of the estimating methods and proce
dures applicable to the area. 

(2) A description of each condition requiring corrective action, and related recom
mendations in such form and detail as required for the survey report. 

(3) The contractor's reaction to that part of the findings and recommendations. 
b. The ACO or a representative should coordinate the activities of the contract admin

istration office team members; consolidate the technical findings and recommendations; and, 
when appropriate, prepare a comprehensive written report to be submitted to the team leader. 
Attach this report to the overall estimating system survey team report. The contract admin
istration activity will be responsible for the technical sufficiency and validity of the technical 
report(s). If requested technical assistance was not provided, qualify the estimating system 
survey audit report. 

c. The technical specialists will retain their working papers. In some instances, copies of 
technical specialist summary schedules, etc., may be needed for the survey audit report. Such 
copies should be provided upon request of the team leader. These copies, as well as the re
ports of the team members and the detailed working papers prepared by the auditors, will be 
maintained in the survey file. 

d. After completion of the field work, the team will meet to evaluate all findings and 
recommendations and establish the general content of the overall survey audit report. The 
team leader will prepare the report using the written input of the various team members. The 
team leader will coordinate the draft report with the ACO to resolve differences in conclu
sions or recommendations. Disagreements between a team member and the team leader 
should be resolved in accordance with 5-1205.3c. 

5-1213 Internal Control Reporting-Estimating System 

a. The auditor should follow the guidance in 5-110, 10-200 and 10-400 for reporting on 
compliance with laws and regulations and on internal controls relative to the contractor's 
accounting and management systems. A shell report on an estimating system survey is in
cluded on the DCAA Intranet and the APPS. 

b. If significant deficiencies are identified, the overall audit opinion on the system should 
be inadequate. Further, a recommendation that all or part of the estimating system be disap
proved must be included in the report (DFARS 215.407-5). When making this recommenda-
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tion, the estimating system survey report should include the estimated cost impact of each 
significant estimating deficiency. Calculation of the impact should be based on such factors 
as the amount of questioned and unsupported costs found in previous price proposal 
audits and the amount of recommended price adjustments found in previous postaward 
audits that are attributable to the estimating deficiency. Where appropriate, the report 
should also recommend that the ACO consider notifying contracting activities that certi
fied cost or pricing data on negotiated procurements should be requested at the 
$100,000 level. 

c. The auditor should recommend disapproval of an entire estimating system when 
deficiencies are so significant that the system is likely to produce proposal estimates 
which in total are consistently unacceptable for negotiating fair and reasonable prices. 
This may be appropriate when defective pricing findings, or estimating system deficien
cies adversely affecting audit or negotiations, consistently occur in all major cost areas. 

d. Recommend disapproval of part of an estimating system when significant defi
ciencies are likely to produce proposal estimates with one or a few major cost elements 
consistently unacceptable for negotiating fair and reasonable prices. This may be appro
priate when defective pricing findings, or estimating system deficiencies adversely af
fecting audit or negotiations, consistently occur in one or a few major cost areas. 

e. Only significant estimating system deficiencies should be reported. If correction 
of the minor issues would enhance the contractor's estimating system, those can be ad
dressed with the contractor in a separate letter at the FAO’s discretion. 

5-1214 Exit Conference 

After completion of the draft report, the team leader will arrange and conduct an exit 
conference attended by all team members and the ACO. At the exit conference, discuss 
the results of audit and provide the contractor with a draft statement of the condition(s) 
and recommendation(s). Inform the contractor that its written response to the draft, if 
provided within a reasonable time, will be included in the audit report to the ACO (see 
4-304.5b). After receipt of the contractor's response or lapse of a reasonable time, the 
team leader will issue the final report in accordance with 10-400. If findings are signifi
cant, send information copies to each procurement office doing substantial business 
with the contractor. Do not unduly delay issuance of the report awaiting the contractor's 
response. 

5-1215 ACO Processing of the Estimating System Report 

a. Upon receipt of the report, the ACO will provide a copy to the contractor and allow 
30 days or a reasonable extension for submission of its written response. If no significant 
deficiencies are identified, the ACO will notify the contractor in writing in a timely man
ner (DFARS 215.407-5-70 (f)(2)). 

b. If the contractor agrees with the report findings and recommendations, the contractor 
should, within 60 days of receipt of the initial ACO notification, correct any identified 
system deficiencies or submit a corrective action plan showing milestones and actions 
leading to elimination of the deficiencies. If the contractor disagrees with the report find
ings and recommendations, the contractor's response should contain the rationale for each 
area of disagreement (DFARS 215.407-5-70(f)(2)). 
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c. The ACO, in consultation with the auditor, will evaluate the contractor's response and 
determine if: 

(1) the estimating system contains deficiencies needing correction; 
(2) any deficiencies are significant enough to warrant disapproval of all or part of the 

contractor's estimating system; or 
(3) any proposed corrective actions are adequate to correct the deficiency (DFARS 

215.407-5-70(f)(3)). 
When recommending disapproval of portions of an estimating system, identify specific por
tions that should be disapproved. This will direct attention toward the significant deficiencies 
as well as inform the ACO which portion should not be relied upon. 

d. The ACO will notify the contractor and the auditor of his/her determination and, if 
appropriate, of the Government's intent to disapprove all or a selected part of the system. 
The notice will list the cost elements it covers and identify any deficiencies requiring cor
rection. The notice will also require the contractor to make correction or submit a correc
tive action plan within 45 days showing proposed milestones and actions related to all 
identified deficiencies (DFARS 215.407-5-70 (f)(4)). 

5-1216 Monitoring and Follow-up-Estimating System 

a. The auditor and ACO will monitor the contractor's progress toward correction of 
deficiencies. In addition, a follow-up audit will be performed to ascertain the status of the 
corrective action plan and to reevaluate the significance of any uncorrected significant 
deficiencies. Since all reported deficiencies require follow-up, make the necessary follow-
up within six months of the report issuance date to determine if the contractor has correct
ed the deficiencies. This period may be adjusted to allow for such factors as the signifi
cance of the deficiencies, volume of proposal activity, and realistic time frames for im
plementing corrective action. When a follow-up audit is not expected to be performed 
within six months, the auditor should indicate in the report why the follow-up audit has 
been deferred and the anticipated time frame when the review will be performed. 

b. The follow-up audit should include steps to determine that the proposed corrective 
actions are adequate to correct any deficiencies, including those reported in flash reports 
issued after the system survey report date (see 9-310), as well as to determine that the 
contractor is complying with its corrective action plan. However, if there is an insignifi
cant amount of proposal activity, the portion of the follow-up to determine contractor 
compliance with its corrective action plan may be deferred--but the report should note 
the limited scope. Compliance should then be evaluated during another follow-up audit. 
If required, request technical specialist assistance. 

c. If the contractor fails to make adequate progress toward corrective action, recom
mend that the ACO take action to ensure the contractor corrects the deficiencies. Actions 
for the ACO to consider include reducing or suspending progress payments per FAR 
32.503-6 and/or recommending against the award of potential contracts (DFARS 215.407
5-70(f)(6)). 

d. Issue a new report advising recipients of the original report on the status of the cor
rective actions. Include a description of the deficiency, status of corrective action, and 
status of any prior recommendation to disapprove portions of, or an entire, estimating sys
tem. Also, include the current opinion on the effectiveness of the estimating system with 
any recommendations to disapprove portions or the entire system. This new report should 
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reference the previous report(s). If necessary, the report will request the assistance of pro
curement and/or contract administration activities to obtain contractor implementation of 
survey recommendations. If, as a result of estimating deficiencies, the contracting officer 
has lowered the threshold for requesting field pricing support (see 9-102.3), recommend 
that the threshold be raised if the follow-up work reveals that the deficiencies have been 
corrected. If the deficiencies were not corrected, recommend that the contracting officer 
take appropriate steps to stimulate contractor corrective action (see 5-1215). 

e. If a follow-up audit discloses a significant estimating system deficiency not previ
ously reported, it should be included in the follow-up report. 

5-1217 Continuous Evaluation-Estimating System 

a. Between estimating system surveys, auditors and technical specialists should care
fully analyze exceptions taken to contractor estimates which support submitted price pro
posals. Make arrangements through the ACO for technical personnel to notify the auditor 
of estimating system deficiencies found during technical evaluations. Also, evaluate con
ditions attributable to estimating deficiencies disclosed during postaward audits and issue 
an estimating system deficiency flash report (see 9-310c), if appropriate. 

b. When the report on an estimating system survey recommends disapproval of the 
system in whole or part, subsequent proposal audit reports should disclose the recommen
dation to disapprove the system. For any significant estimating system deficiency, disclose 
the cost impact where possible in subsequent proposal audit reports. These disclosures 
should continue until the deficiencies are resolved (DFARS 215.407-5-70(g)(1)). This also 
applies to significant estimating system deficiencies discovered during price proposal au
dits (see 9-310), estimating system survey follow-up audits (see 5-1216), and postaward 
audits (see 14-120.7d). In addition to questioning any inappropriate proposed costs result
ing from estimating deficiencies, consider the following actions to improve the likelihood 
that the deficiencies will be corrected: 

(1) When an estimating system deficiency exists that has only a minor impact on 
the adequacy of the proposal, qualify the audit report relative to the acceptability of the 
certified cost or pricing data. 

(2) When an estimating system deficiency exists having a material impact on the 
adequacy of the proposal, consider the above, plus the following actions. (Pursue those 
actions considered most appropriate in the circumstances.) 

-- Recommend that the contracting officer return the proposal to the contractor, and 
allow the contractor additional time to correct the deficiency and submit a corrected pro
posal (DFARS 215.407-5-70 (g)(2)(i)). 

-- Recommend that the contracting officer consider another type of contract, e.g., a 
FPIF instead of a FFP contract (DFARS 215.407-5-70 (g)(2)(ii)). 

-- Recommend that the contracting officer use additional cost analysis techniques to 
determine the reasonableness of the cost element(s) affected by the deficiency (DFARS 
215.407-5-70(g)(2)(iii)). 

-- Recommend that the contracting officer segregate the questionable areas as a cost 
reimbursable line item in any awarded contract (DFARS 215.407-5-70(g)(2)(iv)). 

-- Recommend that some profit or fee adjustment be made in consideration of the sys
tem deficiency. This could be accomplished by a direct reduction to the profit objective 
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that would normally be considered based on the weighted guidelines calculation (DFARS 
215.407-5-70(g)(2)(v)). 

-- Recommend that the contracting officer include a contract clause that provides for 
adjustment of the contract amount after award (DFARS 215.407-5-70(g)(2)(vi)). 

(3) When a significant deficiency exists that prevents the auditor from measuring 
the impact, or the impact is so significant that the estimates are not acceptable as a basis 
for negotiating a fair and reasonable price, the auditor should issue an adverse opinion as 
provided by 9-211.3 in addition to pursuing the appropriate steps identified above, issue 
an adverse opinion as provided by 9-211.3. 

c. Cost Accounting Standard 401, Consistency in Estimating, Accumulating and Re
porting Costs, was established to: 

(1) make the cost accounting practices used by a contractor in estimating costs con
sistent with its practices for accumulating and reporting costs during contract performance 
and 

(2) provide a basis for comparing estimated to actual costs. 
Use the guidance in Chapter 8 to determine if contractor estimating systems comply with 
CAS 401 requirements. 
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5-1300 Section 13 --- Participation on Joint Team Reviews 

5-1301 Introduction 

This section provides guidance as a participant on a joint system review team. As appro
priate, the guidance in 9-1300 also applies. Guidance for the auditor on the joint estimating 
system team is stated in 5-1200. 

5-1302 Purchasing and Subcontracting System Reviews 

5-1302.1 Introduction 

Basic audit requirements in Chapter 6 provide for the review of the operating effec
tiveness and transactions of a contractor's purchasing and related departments as an in
tegral and necessary part of the audit of purchased material and service costs. When 
contractor purchasing system reviews (CPSRs) are regularly performed at a contractor 
location (see 5-1302.2), the auditor should rely upon this work to the maximum extent 
feasible in establishing the extent of audit coverage to be undertaken in this area. See 5
1302.4 for guidance on the effect of a CPSR on the performance of audits. 

5-1302.2 Contractor Purchasing System Review (CPSR) 

a. FAR 44.302 requires a CPSR to be made for each contractor whose sales to the 
Government (excluding competitively awarded FFP contracts, competitively awarded 
fixed price contracts with economic price adjustment, and commercial items pursuant to 
FAR Part 12) are expected to exceed $25 million during the next 12-months. Such sales 
include prime contracts, subcontracts under Government prime contracts, and modifica
tions. Unless segregation of subcontracts is impracticable, the CPSR evaluation shall 
not include subcontracts awarded by the contractor exclusively in support of Govern
ment contracts that are competitively awarded FFP contracts, competitively awarded 
fixed price contracts with economic price adjustment, and sales of commercial items 
pursuant to FAR Part 12. Once the initial determination that a CPSR is needed under the 
above criteria has been made, the cognizant contract administration activity will decide 
whether a subsequent CPSR is needed at least triennially. The detailed procedures for 
conducting initial, subsequent, special, and follow-up CPSRs are in DFARS 244.3 and 
FAR 44.3. These reviews form the basis for the administrative contracting officer 
(ACO) to grant, continue, withhold, or withdraw approval of a contractor's purchasing 
system. 

b. The ACO is responsible for reviewing the contractor's purchasing system. Mem
bers of other organizations, including DCAA, may participate in a review conducted 
under the ACO's authority, but are not to conduct separate reviews of a contractor's pur
chasing system. If a problem appears to exist, DCAA may recommend to the ACO that 
an additional review be performed. 

c. CPSRs are conducted by teams under the direction of a purchasing system analyst 
(PSA) assigned by the local or regional contract administration office. The PSA is re
sponsible for accomplishing the CPSR and conducting surveillance reviews. The review 
team consists of PSAs, the auditor, technical personnel, and other representatives of the 
ACO. The team captain, normally the senior PSA, will devise the overall review pro-
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gram, make assignments to the individual team members, and coordinate and monitor 
accomplishments. He/she is also responsible for the preparation and signing of the 
CPSR report, which is transmitted to the ACO after review by the appropriate CPSR 
Board. It is the ACO's responsibility to review the recommendations in the CPSR report 
to determine the appropriate action to be taken to correct any deficiencies and to so ad
vise the contractor. 

5-1302.3 Auditor Participation on CPSR Teams 

a. Coordination with the PSA. The cognizant audit office will appoint an auditor to 
participate as a team member on initial and subsequent CPSRs or in the continuing sur
veillance process if used in lieu of a subsequent CPSR. Since the auditor and PSA have 
related responsibilities, it is imperative that they coordinate and correlate their activities to 
avoid duplication. The review program should be sufficient in scope to be responsive to 
the needs of both procurement and audit. The CPSR should make full use of day-to-day 
work performed by the auditor as an integral part of the contract audit mission. Maximum 
use should be made of the auditor's past audits and evaluations, and results of other audit 
work which bear upon the effectiveness of the contractor's purchasing system. See 4-1000 
for documentation requirements when relying upon such work. 

b. Auditor's Role. The auditor will be responsible for the timely performance of those 
areas specifically assigned by the CPSR team captain. 

c. Auditor Performance and Supervision. The auditor will be responsible for the prepara
tion and execution of detailed audit programs for all areas assigned by the team captain. 
Technical direction will be provided by an audit supervisor. The team captain will correlate 
the efforts and monitor the accomplishments of the auditor and other team members to the 
extent necessary for effective coordination of the overall review. During the audit, the audi
tor should discuss audit findings with the contractor in accordance with 4-300. After the 
auditor's findings and recommendations are developed, they will be reviewed with the audit 
supervisor and furnished in draft form to the team captain prior to completion of the in-plant 
effort of the CPSR team, to enable the team captain to conduct the exit conference with the 
contractor. 

d. Reports and Working Papers. The FAO will retain the detailed working papers cov
ering DCAA's part of the review, and submit a complete written report to the team captain 
setting forth the findings and recommendations in such form and detail as required for the 
survey report. The auditor's report will be formally issued by the appropriate audit office 
as soon as possible after the exit conference with the contractor. The team captain will also 
be provided with any summary schedules and/or copies of working papers required for 
consolidation of statistical data or as additional supporting documentation for the survey 
file. 

e. Differences Between Audit and ACO Personnel. Differences between the auditor and 
PSA, or other ACO personnel, with respect to the delineation of responsibilities, policies, 
procedures, and other requirements related to the CPSR which cannot be resolved locally 
will be referred to the regional office. The regional office should also be informed of any 
differences between the auditor and the team captain relating to audit findings, conclusions, 
and recommendations. 
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5-1302.4 Effect of CPSR on Performance of Audits 

a. The auditor should coordinate and seek agreement from the ACO and PSA when
ever a review of an area affecting the CPSR is contemplated. At contractor locations 
where CPSRs are regularly performed, the auditor should obtain copies of reports and 
memorandums issued by the PSA and the ACO. Such items include the CPSR and final 
summary reports and notifications relating to the approval of the contractor's purchasing 
system. Based upon DCAA's prior participation in the CPSR and a review of these re
ports and documents, the auditor will determine the extent to which the work performed 
under the CPSR meets the audit objectives established in the functional areas enumerat
ed in 6-300 for purchased material and service costs. See 4-1000 for documentation 
requirements when relying upon the work of others. 

b. Where the scope of coverage in the CPSR is considered sufficient to support a 
conclusion that the policies, administrative procedures, and control activities in a related 
functional area are well defined, reasonable in concept, and effectively implemented, 
the audit program need provide for only minimum substantive testing. When the poli
cies and procedures are not adequate, the audit program should provide for increased 
substantive testing. Perform substantive testing and verification of individual transac
tions in the functional area commensurate with the degree of reliability that can be 
placed on the control activities. In developing tests of transactions, the auditor should 
consider the items and periods covered by the CPSR and not duplicate this work. 

c. Where a current evaluation of a contractor's purchasing system is needed for audit 
purposes and a CPSR has not been recently performed, the auditor should coordinate this 
need with the ACO and should give due consideration to the timing and scheduling of the 
next CPSR in planning an audit of purchased material and service costs. 

d. PCOs may make requests to the auditor for information pertaining to the adequacy 
of the contractor's purchasing system even though FAR 44.302 does not require a CPSR at 
the contractor's location. After appropriate coordination with the cognizant ACO, auditors 
will be responsive to such requests. The results of recent activity or functional surveys or 
other audits can serve as the basis for the auditor's reply. However, if the request from a 
PCO is in effect a request for performance of a CPSR as contemplated by FAR/DFARS 
44.3, the auditor will refer such request to the cognizant ACO. 

5-1303 Review of Contractor Insurance Cost and Pension Cost 

Basic audit requirements for the review and evaluation of indirect costs are found in 
6-600, with additional coverage of insurance and pension costs in Selected Areas of 
Cost guidebook, Chapter 34 and 53 respectively. DFARS 242.73 sets forth the require
ments for conducting Contractor Insurance/Pension Reviews (CIPR). DFARS 242.73 
requires that: 

(1) a CIPR be conducted based on need, 
(2) a CIPR is a joint DCMA/DCAA evaluation and 
(3) DCAA perform audits for compliance with Cost Accounting Standards. 

The auditor should consider data developed during previous audits of these areas in estab
lishing the scope of audit effort related to a CIPR. Conversely, the results of the CIPR 
should be fully integrated in planning the coverage of future reviews of pension and insur
ance costs. See 4-1000 for documentation requirements when relying upon such work. 
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5-1303.1 Insurance/Pension Team Reviews 

a. DCMA is the DoD Executive Agency for the performance of all CIPRs. CIPRs are 
performed on an as needed basis. DFARS Procedures, Guidance and Information 
242.7302 provides that a CIPR be performed when two conditions are met. First, a con
tractor has $50 million of annual Government sales on prime contracts, subcontracts and 
contract modifications that are negotiated using certified cost or pricing data or that are 
priced on other than a firm-fixed-price or fixed-price with economic price adjustment ba
sis. Second, the administrative contracting officer determines that a CIPR is needed based 
on a risk assessment [see c below]. A CIPR consists of a thorough evaluation of a contrac
tor's corporate insurance programs, pension plans, and other deferred compensation plans, 
including policies, procedures, practices and costs, to determine whether they are in com
pliance with CAS and FAR provisions and pertinent contract clauses. 

b. A special CIPR may also be performed on the insurance and pension programs of 
those contractors that do not meet the criteria established for a CIPR. A special CIPR 
may be performed when any of the following circumstances result in a material impact 
on Government contracts: 

(1) information reveals a deficiency in the contractor’s insurance/pension pro
gram, 

(2) the contractor proposes or implements changes in its insurance, pension, or 
deferred compensation plans, 

(3) the contractor is involved in a merger, acquisition, or divestiture, or 
(4) the Government needs to follow up on contractor implementation of prior 

CIPR recommendations. 
c. The ACO determines the need for a CIPR or special CIPR. As an advisor to the 

ACO, the auditor should notify the ACO of the need for a CIPR or special CIPR based 
on a risk assessment performed during the annual planning process or at the beginning 
of each insurance and pension audit. In addition, when the auditor identifies a potential 
risk or an event that requires the assistance of a DCMA insurance/pension specialist 
(I/PS), the auditor should send a request to the ACO and provide a copy of the request 
to the cognizant DCMA I/PS. The request should identify the area of risk and the time 
period that assistance of the I/PS will be needed. The CIPRs or special CIPRs may be 
performed in conjunction with incurred cost audits, forward pricing audits, or CAS 
compliance audits. Examples of effective use of CIPRs are to determine the reasonable
ness and propriety of group insurance reserves, the reasonableness of settlements of 
workers compensation claims, the recognition of unrealized appreciation of assets in 
contractor pension trusts, the proper measurement of pension plan liabilities in a seg
ment closing, whether segment accounting is required, and the impact of full funding 
limitation on forward pricing. 

d. The ACO is responsible for notifying the contractor of pending insurance and pen
sion reviews and for arranging for the contractor to furnish information required, such as a 
schedule of insurance coverage, copies of pension plans, and related cost information. 

e. To ensure timely and responsive CIPRs and special CIPRs, the Regional Special 
Programs Office should: 

(1) Identify when FAOs have requested a CIPR or special CIPR. 
(2) Obtain and maintain a current schedule of DCMA CIPRs. 
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(3) Coordinate the CIPR schedule with the FAO and ensure that DCAA participa
tion is planned and scheduled. 

(4) Notify Headquarters, PAC if any FAO is unable to participate in a scheduled 
CIPR. 

(5) Establish procedures for monitoring the progress of scheduled reviews. 
(6) Review significant issues identified during the CIPRs and special CIPRs. 

f. CIPRs are conducted by joint teams that are generally under the direction of a 
DCMA I/PS. The team will normally consist of the I/PS, the cognizant auditor, and oth
er specialists required in the circumstances. The I/PS usually serves as team captain and 
is responsible for maintaining complete documentation for CIPR reports, resolving dis
crepancies between audit reports and CIPR draft reports prior to releasing the final 
CIPR report, preparing and distributing the final CIPR report, providing the final audit 
report as an attachment to the CIPR report and preparing a draft letter for the ACO’s use 
in notifying the contractor of CIPR results. The CIPR report is addressed to the cogni
zant ACO, with a copy furnished the auditor. Upon receipt of the CIPR report, the ACO 
is then responsible for transmitting it to the contractor for reply. 

5-1303.2 Auditor Participation on CIPR Teams 

There are currently two joint CIPR programs available on the DCAA Intranet and 
the APPS. Review steps can be added or deleted from the joint CIPR programs as need
ed to address the specific areas of audit risk. The first program (File "JNT CIPR PEN" 
Version 1.1, dated July 1, 1998) is for performing a joint CIPR for incurred pension 
costs, which includes steps for determining compliance with CAS 412 and 413. The 
second program (File "JNT CIPR SEG" Version 1.0, dated February 20, 1998) is for 
performing a joint special CIPR for the adjustment of pension cost required by CAS 
413-50(c)(12). The programs are guides to establish review steps and assign the CIPR 
team member responsible for performing each review step identified. The auditor 
should identify audit steps needed to meet DCAA audit objectives and coordinate with 
the DCMA pension specialist to establish the responsibility for each CIPR team mem
ber. 

If the scheduled date for a CIPR cannot be met because of other urgent priorities, the 
ACO and the DCMA I/PS should be advised accordingly and an alternative date sug
gested. In view of the interrelationship of auditor, ACO and I/PS responsibilities in the 
area of insurance and pensions, efforts must be coordinated very carefully to avoid du
plication. While the scope of the auditor's program should be responsive to the needs of 
the ACO and the I/PS, it should also reflect due consideration for previous audit experi
ence with respect to these costs. 

a. The designated DCAA auditor will participate on the CIPR team, providing advice 
and information in a separate report to the CIPR team leader based on the analysis of the 
contractor's books, accounting records, and procedures. As a minimum, DCAA participa
tion in the performance of a CIPR should include the following: 

(1) Meet with the DCMA I/PS and ACO. The meeting should include: 
(a) a discussion of how the review will address known problems and con

cerns, 
(b) the planning and scheduling of review steps using the Joint CIPR Pro

gram or identifying of review steps that will need to be performed, 
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(c) identifying the team member responsible for performing the identified 
review steps, and 

(d) the coordination of data requests between the CIPR team participants. 
(2) Elevate to the region any differences with respect to the delineation of re

sponsibilities, policies, procedures, and other issues which cannot be resolved locally by 
the ACO and FAO management. 

(3) Participate in an entrance conference with the contractor. 
(4) Conduct joint review and discuss findings and concerns among the CIPR team 

members as the review progresses. 
(5) Meet with DCMA I/PS near the end of the review to discuss findings. 
(6) Coordinate a draft audit report before providing it to the contractor for com

ment, and review and provide comment on a draft CIPR report. 
(7) Conduct exit conference with the contractor. 
(8) Provide a copy of the draft report to the contractor. Request contractor com

ments. 
(9) Issue a separate report (as needed) to the ACO for all CAS and FAR noncom

pliances disclosed during the CIPR. 
b. Auditor performance and supervision will be accomplished in accordance with 5

1302.3c. 
c. Reports and working papers will be prepared and processed in accordance with 5

1302.3d. 

5-1303.3 Effect of the CIPR on Subsequent Audits 

a. The results of CIPRs are an important factor in determining the extent to which 
insurance and pensions are given audit coverage under Chapter 6 and Selected Areas of 
Cost guidebook, Chapter 34 and 53. The auditor should maintain appropriate follow-up 
on prior CIPR findings and recommendations (see 14-504). When the CIPR discloses 
that the contractor's insurance and pension programs are reasonable and effectively 
maintained, and assuming no significant change in conditions since the previous CIPR, 
the audit program will be revised to reflect the findings of the CIPR. Conversely, when 
significant deficiencies had been disclosed by a previous CIPR, the auditor should veri
fy corrective action taken. If corrective action has not been accomplished, the auditor 
should ascertain the reason(s) for inaction. The ACO should be advised and the audit 
scope appropriately adjusted. If the scope of the previous CIPR was limited and did not 
provide an adequate basis for an audit conclusion as to the allowability of the costs gen
erated by the insurance and pension areas in their entirety, the audit program should 
provide for the additional review necessary to accomplish those objectives. If circum
stances indicate that additional review of the contractor's insurance or pension program 
is needed, the ACO should be requested to initiate a CIPR in accordance with DFARS 
242.7301(b) (see 5-1303.1b). 

b. In establishing the time frame for cyclic audit coverage of insurance and pension 
costs, the auditor should contact the I/PS to ascertain the timing of future CIPRs. The 
planning for audit coverage of insurance and pension costs should be coordinated with 
the scheduled CIPRs. 
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5-1400 Section 14 --- Audit of Information Technology Systems Application Internal 
Controls 

5-1401 Introduction 

a. This section provides guidance for reviewing application-specific information 
technology (IT) internal controls to evaluate the adequacy of the contractor’s computer
ized accounting system and subsystems and assess control risk related to the allowabil
ity and allocability of costs charged to Government contracts. The guidance in this sec
tion is applicable to all application systems and subsystems regardless of the 
environment in which they operate. It is applicable to application systems and subsys
tems processing in centralized IT operations, distributed processing environments, lo
cal/wide area networks (LAN/WAN), or client/server systems. See the IS Knowledge 
Base available on DCAA’s Intranet for further guidance on reviewing IT systems. 

b. Refer to 5-101 for the auditor's fundamental requirements on obtaining and docu
menting an understanding of a contractor's internal control and assessing control risk. 

c. The guidance should be applied selectively, giving consideration to the unique as
pects of the in-place data processing system and areas judged to be relatively high risk. 

5-1402 Background Information 

a. IT application internal controls are normally divided into three categories: input con
trols, processing controls, and output controls. To give effect to more specific elements of 
the overall process, there is a further subdivision of access controls and controls over the 
error correction and submission process within each specific application system or subsys
tem. 

b. Access controls provide safeguards to insure that IT resources are properly utilized. 
Effective access controls will assist in the prevention or detection of deliberate or accidental 
errors caused by improper use or manipulation of data files, unauthorized or incorrect use of 
a computer program, and/or improper use of computer resources. 

c. Data input controls are designed to provide reasonable assurance that data received 
for processing have been properly authorized, converted into machine sensible form and 
identified, and that data have not been lost, suppressed, added, duplicated, or otherwise 
improperly changed. Input controls include controls that relate to rejection, correction, and 
resubmission of data that were initially incorrect. 

d. Processing controls are designed to provide reasonable assurance that electronic data 
processing has been performed as intended for a particular application. 

e. The correction of all errors detected by the system and the resubmission of corrected 
transactions is a critical process that must be reviewed and controlled. Effective control 
can be achieved by assigning the responsibility to a specific individual or group. A correc
tion or revision that is entered into the system should be subjected to the same edits and 
controls that were applied to the original transaction. 

f. Output controls are designed to assure the accuracy of the processing results and that 
only authorized personnel receive the output results. The results of processing can be list
ings, displays, reports, magnetic files, invoices, checks, or some other electronic media 
that will serve as input to other systems. 
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5-1403 General Audit Policy 

a. Refer to 5-103 for DCAA's general audit policy for the review of contractor account
ing and management systems and related internal controls. 

b. IT application internal controls meet the definitions of "record" and "data" contained 
in FAR 52.215-2, Audit and Records- Negotiation, and FAR 52.214-26, Audit and Rec
ords- Sealed Bidding. The applicability of these FAR sections is agreed to by contractors 
when submitting price proposals and executing contracts with DoD components. These 
contract clauses give the auditor the right of access to contractor records, including IT 
internal control data, after contract award. Refer to 1-504, Access to Records of Contrac
tor. 

5-1404 Audit Objectives 

The purpose of an audit of IT application controls is to evaluate the adequacy of and 
the contractor's compliance with the application-specific IT system's internal controls. 
Refer to 5-104 for DCAA's primary objectives for auditing the contractor's accounting and 
management systems. 

5-1405 Scope of Audit 

a. While the nature and extent of audit effort depends upon contractor size, amount of 
Government business, and audit risk (materiality and sensitivity), the audit scope should 
be consistent with the guidance in 5-105. 

b. The auditor should consider any IT related outstanding deficiencies identified in the 
IT general internal control review as well as other accounting and management system 
audits previously performed. The nature of such deficiencies may affect the scope of the 
specific IT system being audited. For example, a general internal control deficiency in
volving an inadequate segregation of duties within the IT group may affect the current 
review of internal controls within the contractor‘s billing system. 

c. The following sections contain general guidance for the audit and evaluation of IT 
application internal controls. This guidance gives the auditor a framework for the audit, 
regardless of the specific system under audit. However, this guidance is not a substitute 
for professional judgment. The auditor should adapt this guidance to fit individual audit 
circumstances. 

5-1406 Information Technology System Internal Controls 

a. Information and Communication is one of five components of internal control. It is 
the identification, capture, and exchange of information in a form and time frame that 
enables people to carry out their responsibilities. Therefore, the information system rele
vant to cost reporting objectives consists of the methods and records established to record, 
process, summarize and report entity transactions (as well as events and conditions) and to 
maintain their accountability. 

b. Most information systems involve some computer processing. Although the objec
tives of computer and manual systems are the same, control activities take on unique char
acteristics in a computerized environment. The quality of system generated information 
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affects management’s ability to make appropriate decisions in controlling the entity’s ac
tivities and in preparing reliable cost data. Therefore, the contractor should include con
trols in its information processing that check for accuracy, completeness, and proper 
authorization of transactions. 

c. A variety of control activities are performed to check the accuracy, completeness, 
and authorization of transactions. The two broad groupings of Information Technology 
System Internal Controls are general controls and applications controls. General con
trols commonly include controls over data center operations, contingency plan
ning/disaster recovery, system software acquisition and maintenance, access security, 
and application system development and maintenance. These controls apply to main
frame, minicomputer, and end-user environments. (See 5-400 for a more detailed expla
nation of general internal controls.) 

d. Application controls apply to the processing of individual applications and help 
ensure that transactions are valid, properly authorized, and completely and accurately 
processed. If a system is partially or fully automated, appropriate application controls 
must be evaluated in order to assess control risk at less than maximum. These applica
tions include controls in the areas of access, data input, processing, error correction and 
submission, and output. 

5-1406.1 Access Controls 

Access controls help ensure that only properly authorized personnel have access to 
specific networks, applications, and application transactions. They are designed to pre
vent or detect deliberate or unintentional errors caused by improper use or manipulation 
of data files, unauthorized or incorrect use of a computer program, and/or improper use 
of computer resources. These controls can be manual (i.e. non-automated), physical 
access, and/or logical access. If manual controls and physical access controls are weak 
in some areas, logical access controls can act as a compensating control. This includes 
restricting unauthorized persons from accessing computer data and program files. Ac
cess rules can be defined in terms of who can perform specific functions (e.g. add, mod
ify, delete, query), control when these functions can be performed, and limit the selected 
devices from where these activities can be performed. The contractor’s accounting sys
tem and subsystems should include an adequate scheme of access controls to ensure 
that: 

a. A user identification code (i.e. logon id) and password are required to access com
puter programs and data files. By evaluating a system security profile listing, the auditor 
can often determine if logon id and password rules exist and whether they are adequate 
to ensure integrity and confidentiality. The system security profile listing should in
clude, at a minimum, user access requirements and user access rights and privileges. 

b. System user access rules and profiles reflect the users’ actual job duties and re
sponsibilities. Job descriptions should: 

(1) be current, 
(2) reflect actual conditions and practices, and 
(3) be distributed to employees. 

c. An adequate segregation of duties, where reasonably possible, exists between data 
entry, input/output control, systems development, systems maintenance, systems pro
gramming, computer operations, and user departments. 
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d. Terminated and/or transferred employees are removed from the registry of valid 
and authorized users defined to the system. 

e. When appropriate, users are logged out of sensitive applications or off the network 
after a workstation has been inactive for a predetermined time limit. 

f. The specific accounting system/subsystem is designed to record and report all un
authorized access attempts. If security violations are disclosed, they should be followed 
up on a regular basis. 

5-1406.2 Data Input Controls 

Data input controls help ensure that all input data are authorized and complete, and 
data are consistently recorded, accumulated, processed, and reported in a controlled envi
ronment to produce timely and accurate information. Written procedures for originating, 
authorizing, collecting, preparing, and approving input transactions to the contractor’s 
accounting system/subsystems should be in place to ensure that: 

a. Documentation exists to identify all input data and/or files. 
b. There are established authorization procedures for all source documents feeding the 

system. 
c. The functions of originating, approving, and converting source documents into ma

chine-readable data are adequately segregated. If anyone in the data input area performs 
more than one of the operations related to the origination, entering, processing, or distribu
tion of data, there should be compensating controls for the lack of segregation of duties. 

d. All input data is properly authorized, validated, and recorded. 
e. All authorized data remains complete, accurate, and valid through the source doc

ument origination process. 
f. All input data is transmitted in a timely manner. 
g. Source documents are periodically reviewed for proper completion and approval. 
h. Erroneous source documents are handled appropriately and are not entered into the 

system. 
i. On-line accounting systems/subsystems are designed to address the following ad

ditional areas: 
(1) The system includes methods to prevent data entry errors such as self-help 

features, pre-selected formats, menu selections, and operator prompting. 
(2) The system includes preventive controls regarding rejection of invalid data 

(e.g. table lookups, format checks, etc.). The invalid data should be rejected at the point 
of entry and immediately communicated back to the user. 

j. The system includes front-end edits which are automated internal program pro
cessing controls in the form of data input, edit, and validation routines. These routines 
are actually programs that edit the input of data after entry and acceptance by the sys
tem, and before processing. The auditor may obtain or prepare a schedule of all appro
priate routines currently employed in the system and evaluate them for accuracy and 
relevancy. 

k. An audit trail is maintained during and after data input. The auditor may verify 
this by tracing a selection of transactions through the system from the point of origi
nation to the point of being captured by the system. Note that in an on-line system the 
input document may no longer exist. To trace transactions through the system in an 
on-line environment there must be a transaction trail established. A system-generated 
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Input Log can be used to capture pertinent information for tracing transactions. The 
Input Log would typically include the following items: 

(1) The non-confidential portion of a User ID to identify input operator. 
(2) Sequence numbers assigned to each transaction. 
(3) An indicator as to type of transaction. 

5-1406.3 Processing controls 

Processing controls in both mainframe oriented legacy systems and client/server based 
systems provide reasonable assurance that electronic data processing has been performed 
as intended for the application. The contractor’s accounting system/subsystem should in
clude an adequate scheme of controls within the processing cycle to ensure that: 

a. All authorized transactions are processed accurately and properly. Controls typically 
include: 

(1) Input control totals, which facilitate the balancing of processing controls. 
(2) A reconciliation between manual batch control totals and automated batch con

trol totals. 
(3) A verification of run-to-run control totals from one processing job to another 

before distribution of reports to users. 
(4) Programmed routines that check the input data and processing results for com

pleteness, accuracy, and reasonableness (data processing edit and validation routines such 
as record counts, line counts, and reasonableness and relational tests) are in use. 

(5) A periodic user-review of internal tables (used in master file updating) to ensure 
the accuracy of their values. 

b. The system is designed to prevent processing the wrong file. Controls should in
clude: 

(1) File library and processing procedures that ensure the appropriate files are pro
cessed properly (this can be determined by evaluating a listing of all programmed routines 
that check to see if proper data files are being used). 

(2) The scheduling of computer processing at appropriate times. 
(3) Measures to ensure that file checking routines are prevented from being by

passed. This can be determined by reviewing a listing (i.e. SYSLOG) of abnormal termi
nations caused by operator action. If abnormal terminations were disclosed, determine 
how the errors were subsequently resolved. 

c. The system is designed to detect errors in normal file manipulation and highlight 
operator-caused errors. Controls should include: 

(1) An evaluation of job accounting reports by computer operations supervisors for 
detection of unauthorized accesses and acts by users, computer operators, and/or others. 

(2) An evaluation of the movement and control of data from one computer pro
cessing job to another and between or within user departments (when data are moved or 
passed from one processing job or step to another, control totals should be generated by 
the program and verified; data should not merely be moved or transferred from one job or 
step to another). 

d. The system is designed to maintain an audit trail during and after processing. It 
should include controls that ensure there is no loss of visibility which would hinder audits 
of transactions. In addition before/after image reporting should be available for all transac-

DCAA Contract Audit Manual 



January 25, 2016 5203 
5-1406 

tion/reference/master file updating activities. These are reports which should show the 
contents of changed fields before and after each file update. This can be determined by: 

(1) Tracing input file after edits to post-processing files. 
(2) Comparing, validating, footing and recomputing selected critical data fields or 

elements with the use of manual and/or automated testing tools. 

5-1406.4 Error Correction and Submission 

Error correction and submission controls help ensure that the system maintains control 
over all errors detected until the errors have been resolved. The contractor’s accounting 
system/subsystems should have internal controls in place to ensure that: 

a. Procedures related to the identification, correction, and resubmission of rejected data 
are established and documented. 

b. Errors are displayed or printed immediately upon detection to facilitate prompt cor
rection. 

c. After invalid data has been rejected (see 5-1406.2) it should automatically be written 
to suspense files identified by application system. This is especially important when errors 
are corrected on-line due mainly to the access rights provided to many users and the po
tential for uncorrected errors going undetected. This suspense file provides an audit trail 
subject to evaluation and should include information such as (i) codes to indicate error 
types, (ii) date and time at which an entry is written to the suspense files, and (iii) identifi
cation of the user who originated the input. Based on information in the suspense file the 
system should produce follow-up messages and report the status of uncorrected transac
tions or errors on a regular basis. User department management should review reports 
from the suspense files to analyze the level of transaction errors and status of uncorrected 
transactions. The contractor may also decide to age the suspense file transactions and er
rors. 

d. All corrections are reviewed and approved by supervisors before re-entry. 

5-1406.5 Output Controls 

Output controls help ensure the accuracy of the processing result, and assure that only 
authorized personnel have access to and receive the related output, whether it be printed, 
displayed in electronic form, or recorded on electronic media. Output could also be elec
tronic input to other related systems. Output controls that could be in use in a typical con
tractor accounting system/subsystem include the following: 

a. Users reconcile input control totals to output control totals via processing control 
totals. This helps ensure the accuracy of computer program-processing cycle. System gen
erated reports can be used to perform this reconciliation. 

b. Data control personnel scan output reports to detect obvious errors such as missing 
data fields, unreasonable values, and incorrect report format before distributing to users. 

c. Verification that adequate identification is made of all reports and items on the re
ports (e.g., report name and number, date produced, accounting month-end or other effec
tive date, company and department name and number, page number, program number if 
necessary, end-of-report messages, subtotals, and report totals). 
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d. Assurance that only authorized users receive the reports. In an on-line environment, 
ensure that users who are defined to the system have a continuing business need to view 
the reports. 

e. Assurance that output report retention periods are adequate for system backup and 
recovery, legal, tax, regulatory, management, and audit purposes. 

f. Data file integrity is maintained by printing out header and trailer record counts at 
the end of each output report. 

g. Documented output error correction and resubmission procedures ensure error log
ging and tracking. 

h. Periodic user review of the report balancing rules and reconciliation procedures 
for accuracy and appropriateness. 

5-1406.6 Audit Effect of a Weakness in Application Controls 

a. The effectiveness of controls in each category should be considered in relation to 
their impact on the application being reviewed. 

b. In evaluating application internal controls, the auditor should consider the following: 
(1) The absence of access and input controls may permit transactions to be lost, 

duplicated, or entered incorrectly. This could seriously affect financial results or cost rep
resentations. 

(2) Lack of control over the error correction and submission process, as well as 
other processing control weaknesses, could result in lost or duplicate records or out-of
balance financial records or cost representations. 

(3) Output control weaknesses can have serious audit implications. Be aware of 
increased potential for errors when distribution of output is not adequately controlled, 
especially when the output consists of checks, invoices, or other sensitive information. 

5-1407 Internal Control Reporting 

The auditor should follow the guidance in 5-110, 10-200 and 10-400 for reporting on 
internal controls relative to the contractor's accounting and management systems and sub
systems. 
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A-000 Contract Cost Principles And Procedures 

A-001 Scope of Appendix 
 
 The Federal Acquisition Regulation (FAR) Part 31 and the DoD FAR Supplement 
(DFARS) Part 231 in the printed version of this appendix is current as of the date of the 
printed CAM. The electronic version, located on the Agency intranet web site, is linked 
to the Hill Air Force base web site. The Hill Air Force base web site is continuously 
updated with Federal Acquisition Circulars (FAC) and is current through the FAC iden-
tified on that web site. Auditors should consult the intranet edition prior to finalizing 
reports with significant or complex findings. 
 
 

A-100 Section 1 --- RESERVED 
 

A-200 Section 2 --- RESERVED 
 

A-300 Section 3 --- Federal Acquisition Regulation (FAR) --- Part 31 --- Contract 
Cost Principles and Procedures 

 
A-301 Scope of Section 
 
 The Federal Acquisition Regulation Part 31, Contract Cost Principles and Proce-
dures, is reprinted on the following pages. The transcript reproduces the initial 1984 
edition of FAR Part 31 updated through Federal Acquisition Circular (FAC) 2005-68 
dated June 26, 2013. A chronological history of changes, listed by FAC number, is 
available on the Defense Acquisition Portal web site. In addition, the information about 
the FACs is available in the FAR Cost Principles Guide maintained on the DCAA Intra-
net under CAM and under the Pamphlets, Manuals, Instructions & Regulations in the 
Resources section. To ensure the application of the appropriate cost principles, auditors 
must consider the dates the contracts were awarded. The FAR Cost Principles Guide 
(available on the DCAA intranet, under Library) provides a history of each cost princi-
ple from the inception of the FAR and enables the auditor to determine the applicable 
cost principle at a particular point in time. 
 For DCAA Intranet users, direct links to FAR Part 31 and DFARS Part 231 are provid-
ed in the electronic version of CAM under Appendix A. Auditors are encouraged to con-
sult that site for the most current changes to FAR and DFARS. Internet users can access 
the ARNet (GSA) or the AP Hill (FARSite) FAR and DFARs at the Defense Acquisition 
Portal web site at https://dap.dau.mil. 
 

A-400 Section 4 --- Defense Federal Acquisition Regulation Supplement (DFARS) 
Part 231 - Contract Cost Principles and Procedures 

A-401 Scope of Section 
 
 The Defense Federal Acquisition Regulation Supplement Part 231, Contract Cost 
Principles and Procedures, is transcribed on the subsequent pages. The transcript repro-
duces DFARS Part 231 updated through January 30, 2012. The full text of the DFARS 
is available on the Defense Acquisition Portal web site at https://dap.dau.mil. 
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APPENDIX D 

D-000 Specialist Assistance 

D-001 Introduction 

a. Audits vary in purpose and scope, some require an opinion on compliance with spe
cific laws, contractual provisions, and other requirements; others require evaluations of 
efficiency and economy of operations; and still others require some or all of these ele
ments. Sometimes expertise in a field other than accounting or auditing such as legal, ac
tuarial, engineering, or production/quality control is necessary to obtain sufficient appro
priate audit evidence to render an opinion. If expertise in a field other than accounting and 
auditing is necessary, the audit team should determine whether to use the work of a spe
cialist. 

b. A specialist is an individual or organization, possessing expertise in a field other 
than accounting or auditing, whose work in that field an audit team uses to assist the team 
in obtaining sufficient appropriate audit evidence. A specialist employed by DCAA is an 
internal specialist. Internal specialists include attorney-advisers in the legal office (DL), 
and industrial engineers and operations research specialists in the Operations Technical 
Support Branch (OTST). A specialist employed by another DOD agency or another de
partment of the federal government is an external specialist. For example, DCAA audit 
teams often use the work of external specialists employed by DCMA such as engineers, 
government property administrators and insurance and pension specialists. 

c. The GAGAS field work standards for performance audits require the audit team to 
evaluate whether to use the work of a specialist to address some of the audit objectives and 
require an assessment of the specialists' professional qualifications and independence. 
GAGAS also requires documentation of the nature and scope of the work the specialist is 
to perform and the specialist’s procedures and findings so they can be evaluated and relat
ed to other planned audit procedures objectives. 

d. In addition, when performing a compliance attestation engagement, the nature of the 
specific compliance requirement may require specialized skill or knowledge in a particular 
field other than accounting and auditing. In these circumstances, AT Section 601.43 re
quires auditors to follow the relevant performance and reporting guidance in AU-C Sec
tion 620, Using the Work of an Auditor’s Specialist 

e. This appendix provides a framework to assist audit teams in adhering to government 
auditing standards for attestation engagements and performance audits related to using the 
work of a specialist. 

D-100 Using the Work of a Specialist 

D-101 Audit Team Responsibilities 

a. The audit team has sole responsibility for the conclusions (i.e., audit opinion) ex
pressed in the report. The auditing standards for performance audits and attestation en
gagements require the audit team obtain sufficient, appropriate evidence to provide a rea
sonable basis for the conclusions expressed in the report. Using the work of a specialist to 
obtain sufficient appropriate audit evidence does not reduce the team's responsibility for 
the audit opinion. 
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b. While the acquisition command or the contract administration office may involve 
specialists in analyzing the contractor's systems or cost submissions for its own purposes, 
audit teams cannot presume this analysis will anticipate and provide all the specialist 
assistance the audit team needs. When acknowledging the request for audit, audit teams 
should explain that professional standards require they make their own determination on 
the need for specialist assistance in performing the audit and additionally, the team should 
explain that it might request specialist assistance from the procurement community based 
upon that determination. 

c. Professional standards require audit teams using the work of a specialist evaluate the 
competence, capabilities and objectivity (performance audits refer to independence) of the 
specialist for the auditors purposes. Policy evaluated the competence, capability and ob
jectivity of DCAA internal specialists (D-103), and external specialists employed by DoD 
(D-104 and D-105). Audit teams seeking external specialist assistance from Non-DoD 
agencies, should contact PAS through the regional office for assistance in performing this 
evaluation. 

d. Professional standards require the audit team coordinate and reach agreement with 
the specialist on the nature, scope and objectives of the specialists work, the roles and 
responsibilities of the specialist and the audit team, and the manner in which the specialist 
will provide the results of the evaluation. Refer to D-106 and D-107 for guidance on re
questing assistance from internal and external specialists. 

e. Additionally, professional standards require audit teams evaluate the adequacy of the 
specialist work for the audit team's purposes and document the evaluation in the working 
papers. Refer to D-108 for guidance on performing this evaluation. 

D-102 Determining the Need for Specialist Assistance 

a. Generally as part of planning the engagement, the audit team should consider 
whether there is a need for specialist assistance to obtain sufficient appropriate audit evi
dence and document that determination. Use Work Paper B-03, section 1, to document the 
determination. 

b. Audit team's predominately seek a specialists assistance when examining contractor 
estimates used to propose the types and quantities of material or labor hours for manufac
tured items or services. However, audit teams may benefit from using specialists to exam
ine other areas that affect the subject matter of the audit. For example, audit teams may 
wish to consider seeking assistance to determine the feasibility of production processes, 
the condition of inventory, equipment, and real property, the reasonableness of actuarial 
estimates related to pension and insurance costs or in interpreting laws, regulations and 
contract terms pertinent to the subject matter of the audit. 

c. When performing risk assessment procedures and obtaining an understanding of the 
entity's internal controls and its environment, the audit team should obtain an understand
ing of how the contractor identifies transactions, events, and conditions that require the 
contractor to use an expert in a field other than accounting. In some cases, this information 
may be part of the contractor's estimating system policies and procedures, and in other 
cases the auditor may obtain the understanding through inquiry of contractor management 
during the walk-through of the contractor's assertion. 

d. The risk of material misstatement may increase when the contractor needed exper
tise in a field other than accounting to prepare the assertion or establish and monitor a 
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business system. The audit team may wish to consider the following factors in determin
ing whether to request the assistance of a specialist when the contractor used a specialist. 

(1) The nature, scope and objective of the contractor's specialist work in relation to 
the subject matter of the audit. For example, the audit team may wish to consider the mate
riality of the specialist work in relation to the individual cost elements and the total asser
tion and the complexity of the work, including the assumptions and methodology used. 

(2) Whether the contractor's specialist is a contractor employee subject to manage
ment control and policies and procedures (e.g. estimating system) or is a party engaged by 
the contractor to provide the service (e.g. an actuarial firm providing the contractor ser
vices on pension calculations). 

(3) The results of a DCAA audit of the system controlling the specialist's work (e.g. 
estimating system). 

(4) The audit teams ability to evaluate the contractor's specialist work without the 
assistance of an internal or external specialist. 

e. Audit teams can usually evaluate the support for an accounting estimate that uses 
historical accounting or financial information without assistance from a specialist. When 
determining the need for specialist assistance with accounting estimates, audit teams 
should consider the degree of estimating uncertainty associated with the estimates. Addi
tionally understanding the degree of estimating uncertainty may assist audit teams with 
assessing the risk of material misstatement. Factors that may influence the degree of esti
mating uncertainty include: 

(1) the extent to which the estimate is based on historical information; 
(2) the length of the forecast period and the relevance of data drawn from the cur

rent or prior period to forecast the estimate; 
(3) whether the comparison of prior estimates and actual costs discloses significant 

differences; 
(4) the use and/or existence of recognized measurement techniques (e.g. pre

determined motion time systems) in generating the estimate; 
(5) the extent to which the estimate depends on subjective and or complex judg

ments; and 
(6) the sensitivity of the estimate to changes in assumptions. 

f. If the audit team reassesses the need for specialist assistance during the course of the 
audit, it should document any changes to the initial assessment.. 

D-103 Evaluation of Competence, Capability and Objectivity - Internal Specialist 

a. When performing attestation engagements, an audit team is entitled to rely on audit 
organizations quality control system if the internal specialist is subject to the requirements 
of that system. 

b. DCAA internal specialists must meet the conditions of appointment for their 
position description and comply with any continuing education requirements required by 
that position. For example, civilian attorneys assigned to DCAA by Defense Legal 
Services must meet the minimum requirements for appointment and the continuing 
educations requirements of DOD Instruction 1442.02. Additionally the OTST specialists 
must meet the education requirements required by the position descriptions. This provides 
reasonable assurance that internal specialists consulting on an audit are competent and 
capable of performing work within the specialty area. 
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c. DCAA requires internal specialists consulting on audits to complete the GAGAS 
independence training annually and adhere to the Agency's quality control system for 
GAGAS independence. The internal specialist re-evaluates his or her independence and 
signs the audit specific independence determination workpaper when assigned to consult 
on an audit assignment. This provides reasonable assurance that internal specialists 
consulting on an audit assignment are objective and independent. 

D-104 Evaluation of Competence, Capability and Objectivity - DCMA and DoD 
Military Command Specialists 

a. Professional auditing standards indicate that evaluating competence and capability 
include considering whether the specialists work is subject to technical performance 
standards, or requirements imposed by law or regulation). 

b. The Defense Acquisition Workforce Improvement Act (DAWIA) as promulgated 
under 10 U.S.C 1701 - 1764 required the Secretary of Defense to establish policies and 
procedures and designate by regulation positions within the DoD that are acquisition posi
tions. This included establishing education and/or experience criteria for selecting individ
uals for those positions and ensuring there are appropriate career paths that are identified 
in terms of the education, training, experience, and assignments necessary for career pro
gression to the most senior acquisition positions. 

c. In accordance with DOD Instruction 5000.66 the Defense Acquisition University 
(DAU) has defined the various certification series that are comprised of different job se
ries and published the certification requirements; and core competencies for Levels I 
(basic), II (intermediate) or III (advanced) associated with each job series. For example, 
the DAU published core competences for Level I, II, and III for the engineering category, 
contain information on the representative activities of the category, educational and expe
rience requirements and core training competencies. Additionally DODI 5000.6 requires 
each DoD component implement the requirements of DAWIA, and certify its acquisition 
workforce members. 

d. The DCMA Engineering and Analysis Directorate issues instructions establishing 
guidance for technical pricing support activities provided by DCMA engineering and 
technical staff including support provided to DCAA. These policies and procedures 
require engineering and technical staff have the educational and experience qualifications, 
and acquisition and functional training necessary to attain DAWIA certifications for their 
primary career field reasonably ensuring the competence of the DCMA specialists. In 
addition, the capability of a DCMA specialist is reasonably ensured by DCMA 
instructions that require the engineering team lead identify the necessary function support 
for completing the request, oversee the specialist's work and take responsibility for the 
quality of the work. DCMA instructions also require the maintenance of detailed work 
papers that support the technical analysis in the DCMA official files. 

e. In addition, to DCMA, audit teams occasionally seek assistance from the technical 
directorates associated with the Army, Navy and Air Force military procurement com
mands. DCAA headquarters contacted the technical directorates to obtain information 
regarding policies and procedures pertaining to the specialists work, and Defense Acquisi
tion Workforce Improvement Act (DAWIA) certification requirements. 

f. As part of the DoD Acquisition Workforce the Army, Navy and Air Force procure
ment commands adhere to DAWIA certifications requirements for acquisition workforce 
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members. The Army, Navy and Air Force established Director, Acquisition Career Man
agement (DACM) offices, and the Air Force established the Acquisition Professional De
velopment Program (APDP) to implement monitor and report on compliance with 
DAWIA certification requirements to Acquisition, Technology and Logistics (AT&L). 
Adherence to the DAWIA certification requirements helps ensure the competence of the 
specialists in the AT&L functional areas such as engineering. 

g. Additionally the Army, Navy and Air Force directorates have issued various instruc
tions, operating guides, manuals, pamphlets and or established internal training that pro
vides guidance on performing and documenting technical evaluations and processes for 
the review and oversight of technical evaluation reports prior to issuance. This guidance 
and management oversight help ensure the capability of a specialist. 

h. Professional auditing standards indicate matters relevant to evaluating objectivity of 
the auditor’s specialist include whether the work is subject to ethical standards, or re
quirements imposed by law or regulation. 

i. Organizational components of the DoD, such as DCMA and the military procure
ment directorates must adhere to the government ethics regulations and the DOD supple
mental ethics regulations. The DOD supplement to the ethics regulations, 5 CFR 
3601.105, requires a DoD employee provide written notice of disqualification to his or her 
supervisor upon determining he or she cannot participate in a matter. Additionally, in ac
cordance with the Undersecretary of Defense (USD) AT&L memorandum, dated January 
15, 2014 beginning in calendar year 2014 all acquisition workforce personnel are required 
to annually complete ethics training. 

j. Adherence to the government ethics regulation and DoD supplemental regulation 
reasonably ensure that a DCMA and DOD military command specialists financial interests 
and business and personal relationships do not create conflicts of interest that would im
pair the specialists' objectivity. In addition, management's oversight of the specialist's 
work and DCAA's evaluation of the specialists work prior to incorporating it into the audit 
provide additional safeguards to objectivity. 

D-105 Evaluation of Competence, Capability and Objectivity - DCMA 
Insurance/Pension Specialists 

a. The DCMA Contractor Pension Review Center Insurance Pension Specialists per
form Contractor Insurance Pension Reviews (CIPRS) and provide assistance to DCAA 
regarding audits of contractor pension plans, insurance programs, and other deferred com
pensation plans. 

b DCMA Insurance and Pension Specialists must meet education and experience re
quirements for the actuarial sciences services job series (1510) established by the Office of 
Personnel Management (OPM). In addition, DCMA insurance and pension specialists 
must obtain continuing education training in the areas of government contracting, contract 
law, and/or cost accounting standards and specific training on pensions and insurance 
from external sources. DCMA Acquisition (DCMA-AQD) issues instructions establishing 
guidance for insurance and pension specialists regarding the functions and roles and re
sponsibilities of the specialists and requiring supervisory review and approval of report 
prior to issuance to an ACO or external customer that reasonably ensure the competence 
of the specialists. Therefore, we consider the DCMA insurance and pension specialist 
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competence and capability is reasonable by the policies and procedures requiring supervi
sory review and the educational and experience requirements for the position. 

c. As DoD employees, DCMA insurance and pension specialists must adhere to the 
government ethics regulations and the DOD supplemental ethics regulations. The DOD 
supplement to the ethics regulations, 5 CFR 3601.105 requires a DoD employee provide 
written notice of disqualification to his or her supervisor upon determining he or she can
not participate in a matter. Adherence to the government ethics regulation and DoD sup
plemental regulation reasonably ensure that a DCMA insurance, pension specialist's finan
cial interests, business, and personal relationships do not create conflicts of interest that 
would impair the specialist's objectivity. 

D-106 Requesting Internal Specialist Assistance 

a. Audit teams may verbally contact OTST to discuss the need for technical assistance 
from the Industrial Engineers or Operations Research Specialist and follow the verbal 
request with appropriate written documentation for OTST specialist assistance to provide 
evidence of the agreement with the specialist. 

b. Audit teams seeking advice on contract law (e.g. interpretations of case law, statutes, 
regulations or other contract issues) in relation to an audit may contact Defense Legal 
through the regional office (e.g. RST) in accordance with the guidance in 4-902 or directly 
via e-mail at DCAA-DL@dcaa.mil. The agreement should discuss the nature, scope and 
objectives of the specialists work, the roles and responsibilities of the specialist and the 
audit team, and the manner in which the specialist will provide the results of the 
evaluation. Refer to 15-503 for coordination with legal on contracts disputes cases. 

c. The audit team should document the coordination and agreement with the internal 
specialist and the receipt of the work product, technical report or legal advice in accord
ance with the work paper sections in Figure 4-4-2. Legal guidance will be placed in work 
paper 35. 

D-107 Requesting External Specialist Assistance 

a. Audit teams should send written requests for external specialists' assistance. 
Requests for insurance pension specialists assistance should be sent to the DCMA 
contracting officer and coordinated with the Contractor Insurance/Pension Review Center. 
Requests for specialist assistance (e.g. engineering, government property) should be sent 
to the cognizant acquisition command or the contract administration office. The 
administrative contracting officer or his or her designated point of contact generally 
coordinates requests sent to the contract administration office. The procurement 
commands generally forward the request to the directorate that performs the technical 
evaluations. 

b. The written request for specialist assistance should discuss the scope of the 
assistance needed and request a meeting or conference call with the cognizant contracting 
officer, the command or contracting office's team lead and the designated specialist to 
reach agreement on the: 

(1) Nature, scope, and objectives of the specialists work. It may be relevant to dis
cuss the reasons the specialist assistance is needed (nature), the specific system areas, cost 
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estimates and time-periods the team wishes evaluated (scope) and the teams objectives for 
using the specialists work. 

(2) Respective roles and responsibilities of the audit team and the specialist. For 
example when the specialist work will involve using source data, it may be relevant to 
discuss who will be performing the tests of the data such as verifying its origins or review
ing the data for completeness and internal consistency. 

(3) Nature, timing and extent of communication. This would include discussing and 
obtaining the specialist acknowledgment letter or memo confirming agreement on the 
work to be performed, the manner in which the specialist will provide the results of the 
evaluation (e.g. written report, work product), and the due date for the evaluation results. 
Additionally, the team should designate a team member the specialist may contact with 
questions or for interim discussions, and request the specialist designate a point of contact 
for questions on the evaluation report. 

(4) Specialist's permissions and/or objections on referencing and/or disclosure of 
the technical evaluation report in the audit report if the audit team considers it necessary to 
explain a modified audit opinion. 

D-108 Evaluating the Specialists Work 

a. The audit team should evaluate the adequacy of the work of the specialist for the 
audit team’s purposes including the relevance and reasonableness of the findings and their 
consistency with other audit evidence. The audit teams familiarity with the specialist's 
field of expertise, and the nature, timing and extent of work the specialist performed affect 
the nature, timing and extent of the audit procedures applied to evaluate the adequacy of 
the work. 

b. Audit procedures to evaluate the adequacy of specialist work may include: 
(1) Reviewing the specialist’s report or work product. Determine if the specialist’s 

report or work product adequately addresses each of the areas for which the audit team 
requested specialist assistance. Determine if there are any unanswered questions or con
cerns, and if so, discuss them with the specialist. 

(2) Performing corroborative procedures such as observing the work of the special
ist; examining published data, such as statistical reports or benchmark reports from repu
table, authoritative sources; confirming relevant matters with third parties (e.g., agency 
industrial engineers); performing detailed analytical procedures; and performing calcula
tions. 

(3) If the specialist tested the source data due to its complex or technical nature, the 
audit team should inquire regarding the tests performed to evaluate the data's relevance, 
completeness, and accuracy. 

c. Audit procedures to evaluate the relevance and reasonableness of the specialists 
findings or conclusions include determining whether the findings are clearly expressed, 
and whether the basis for the findings are well documented. For example, procedures may 
include evaluating if the report: 

(1) references to the audit team objectives as documented in the agreement with the 
specialist; 

(2) contains information explaining the scope of work performed; 
(3) is based on an appropriate period and takes into account any relevant subse

quent events; and 
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(4) appropriately considers any errors or deviations the specialist encountered. 
d. When the purpose of requesting specialist assistance is to evaluate the underlying 

assumptions and methods, including models, used by a contractor in developing an esti
mate, (e.g. actuarial model or assumptions) the evaluation of the specialist work will pri
marily focus on whether the specialist has adequately reviewed the contractor's assump
tions, methods, and models used in developing cost estimates. 

e. When the specialist work involves the use of significant assumptions and methods, 
the appropriateness and reasonableness of those assumptions and methods used, and their 
application, are the responsibility of the auditor's specialist. Factors relevant to the audi
tor's evaluation of those assumptions and methods include whether the assumptions and 
methods are: 

(1) generally accepted within the field of the auditor's specialist (e.g. actuarial as
sumptions and methods) 

(2) consistent with those of the contractor, or if not, the reason for and effects of, 
the differences between the contractors and the specialists methods. 

f. Auditors should document the evaluation of the specialists work in the audit work 
papers. 

D-109 Resolving Inadequacies in the Specialists Work 

a. If the audit team determines that the specialist’s work is not adequate for its purpos
es, the audit team should perform one or both of the following procedures in an attempt to 
obtain an adequate technical evaluation: 

(1) discuss with the specialist the nature and extent of additional work that can be 
performed by the specialist and reach agreement on the performance of the additional 
work; and/or 

(2) assess whether performing additional audit procedures is appropriate under the 
circumstances. 

b. If the above procedures do not resolve the inadequacies, the audit team should con
sider if there is a reservation about the engagement because of the inability to obtain suffi
cient appropriate audit evidence. In such cases, the team would have to consider the im
pact the reservation has on the audit opinion. 

D-110 Referencing the Specialists Work in the Audit Report 

a. The audit team should not refer to the work of a specialist in an attestation 
examination audit report with an unmodified opinion. 

b. It may be appropriate to refer to the specialist report when the audit report contains a 
modified audit opinion, and reference to the specialists report is necessary to understand 
the modification. In such circumstances, the audit team should obtain the permission of 
the specialist before making such a reference in the audit report or disclosing the specialist 
report to the report recipients. 

c. If the audit report references the work of the specialist, the report should indicate 
that referencing the external specialist report does not reduce the audit team's 
responsibility for the audit opinion. In addition, the audit report restrictions paragraph 
should describe any permissions and/or objections the specialist has to release of specialist 
report information contained in the audit report. 
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d. When audit teams request, but do not receive, the specialist report, the team should 
consider if the non-receipt creates a reservation about the engagement because the team 
was unable to obtain sufficient appropriate audit evidence. 

D-200 Section 2 --- Reserved 

D-300 Section 3 --- Reserved 

D-400 Section 4 --- Cost Estimating Methods 

D-401 Introduction 

a. Cost estimating encompasses planning, coordinating, compiling, and pricing of pro
posed material, labor, and other items. Depending upon the contractor's size and type of 
work, this function may be performed by a single department or several departments act
ing together. 

b. The objective of this section is to provide a cost estimating overview of the labor 
and material areas, with the understanding that the estimating methods discussed may be 
used on other cost elements. A basic understanding of these areas is essential when at
tempting to evaluate a proposal. While the following guidance does not address a specific 
contractor estimating system nor a particular estimating method, the described principles 
and techniques will be applicable to most estimating environments. 

D-402 Overview of Cost Estimating 

a. Cost estimating requires the application of skillful analysis and experienced judg
ment in projecting labor and material contract requirements. Timing constraints and the 
availability of historical data have an impact on the estimating process. Selections of ap
propriate estimating techniques require extensive analysis by contractors. Appropriateness 
of selected estimating techniques should be reviewed periodically. The same technique 
used when the program is at the engineering-concept stage, or when no bill of materials 
exists, is usually not appropriate for ongoing production. Because cost estimating inte
grates technical as well as financial information, the process requires input from many 
diverse organizational elements. 

b. Although contractor estimating systems differ in approach and philosophy, their 
basic objectives are the same. Cost estimates are a series of informed projections and as
sumptions based on available information existing at the time of proposal preparation. 

c. Cost estimating is comprised of logical steps. The level of detail required in these 
steps is often affected by the anticipated contract requirements expressed in the RFP. Typ
ical steps in cost estimating follow: 

(1) Ensuring that all relevant background documents such as historical costs, draw
ings, and specifications are available to assist in understanding job requirements. 

(2) Determining which estimating techniques will be used, the level of detail re
quired, and the amount of time available to generate and document a completed estimate. 

(3) Determining if quotes and other information will be required from outside 
sources. 

(4) Deciding if any elements require further clarification, redesign, or have poten
tial manufacturing difficulties. 
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(5) Determining if the capability and capacity to manufacture required components 
exist in-house. 

(6) Determining if further information is required to develop and complete esti
mates. 

(7) Coordinating the activities of departments participating in the estimating exer
cise. 

(8) Obtaining quotes, history, and other bases for material and subcontract items. 
(9) Assembling direct costs by cost element, and computing indirect expenses using 

appropriate factors and rates. 
(10) Consolidating proposal elements and documenting preparation rationale. 

D-403 Estimating Process at a Typical Contractor 

a. At large contractors, the estimating (or pricing) department usually has overall re
sponsibility for coordinating and assembling estimates to be incorporated into proposals 
authorized by top management. Preparation of detailed estimates is accomplished by the 
departments which will actually perform or supervise the work if the contract is received. 

b. The cost estimating project is usually initiated in response to an RFP. The RFP pro
vides a statement of work, outlines Government requirements, and invites contractors to 
prepare a proposal. It is also a source of information in establishing a baseline for labor 
and material requirements. Contractor proposals should include tasks and materials con
sistent with the RFP. When top management authorizes a response to an RFP, the estimat
ing department reviews the RFP and top-management guidance and issues a "cost estimate 
request" to other departments within the company that will be involved in putting the pro
posal together. The estimating department generally has primary responsibility for coordi
nating the overall effort and authorizing the finalized proposal. 

c. Contractors may also submit unsolicited proposals for requirements not yet reflected 
in any outstanding RFPs. When such proposals are pursued by a Government acquisition 
organization, the PCO will normally request a more detailed cost proposal before request
ing an audit. The estimating process should be the same as when there is an RFP. 

d. When production is contemplated on items not previously produced, the estimating 
department (or the related project management department) solicits a preliminary concep
tual design from the engineering department. The preliminary design should be detailed to 
the point that individual parts can be identified and numbered. After the preliminary de
sign has been completed and reviewed, a work breakdown structure (WBS) is prepared. 
The WBS is a matrix that organizes and describes proposed tasks and identifies the per
forming departments. This is best done before the details of the "cost estimate request" are 
finalized. (If conceptual design and detailed estimating must proceed concurrently, the 
contractor will have much greater difficulty producing a sound cost estimate.) 

e. The planning process entails the preparation of delivery schedules, staffing projec
tions, span-time requirements, and funding estimates. Planning is a cooperative effort that 
involves the estimating, engineering administration, and production planning and control 
departments. 

f. "Grass-roots estimates" are basic estimates of labor, material, and other direct costs 
developed by the departments that will actually perform the work. In some cases, depart
ments are asked to generate price estimates. When this occurs, special care must be exer-
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cised to ensure that sound purchasing considerations such as competition and quantity 
discounts are applied to the estimates. 

g. The engineering department usually develops staff-hour estimates for all potential 
make items. These estimates are normally prepared at a very low level, such as by indi
vidual part. The manufacturing department uses this information with historical data to 
project labor requirements. These projections may be broken down by functional area 
and/or cost center (e.g., system analysis, design, fabrication, assembly, test, inspection, 
packaging, and shipping). A variety of techniques including manloading, statistical rela
tionships, past experience, and judgment are used to produce staff-hour estimates. Addi
tional information such as program schedules and configuration/performance characteris
tics from preliminary and final engineering design drawings may be worked into the 
estimates. In all cases, the method used to produce direct-labor estimates should be dis
cernible, and supporting documentation should be available for verification. 

h. A make-or-buy committee, normally chaired by the program manager, reviews re
quired materials and associated labor, and determines which items should be produced 
internally. In some instances, decisions will be deferred until a contract award is made and 
further design effort completed. 

i. The estimating department requests the purchasing department to provide estimates 
for all potential buy items. The purchasing department is provided with the best available 
specification data from the engineering and quality assurance departments. Delivery re
quirements are provided by the manufacturing planning department. Material unit prices 
(including purchased parts, raw material, buy-to-drawing items, and subcontract items) are 
obtained by the purchasing department from vendor quotations, current purchase orders, 
catalogs, and in some cases statistical methods. Material costs are usually developed by 
applying these prices to unit quantities in a bill or list of material provided by the engi
neering or manufacturing department. The purchasing and estimating departments are 
usually responsible for determining appropriate material escalation factors. Escalation is 
either quoted by major vendors or projected using specific price indices. 

j. Each estimate is reviewed and approved at the functional level. These estimates 
are then submitted to the estimating department which assembles the total proposal es
timate. Estimating personnel integrate, adjust, and analyze estimates for accuracy and 
completeness. The cost estimate is summarized further by functional organization, ma
jor tasks, and other breakdowns required by the RFP. When all direct-cost elements 
have been received and properly classified, applicable direct-labor rates and indirect-
expense rates and factors (e.g., labor overhead, material burden, and G&A expense) are 
applied to complete the basic cost estimate. These rates and factors may be developed 
by the estimating or accounting departments. Fee calculations are usually applied in 
accordance with RFP guidance and company pricing policy. The completed cost pack
age is then reviewed for accuracy and reasonableness by program management. 

k. Subsequent to initial pricing and the determination of profit factors, the proposal is 
reviewed by a management committee usually consisting of representatives from market
ing, accounting, plant management, estimating, and the program office. The committee 
scrutinizes the reasonableness of estimates, overall acceptability, and compatibility with 
the company's business strategy. This process culminates in the formal release of the pric
ing proposal and supporting rationale. 
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D-404 Government Regulations 

Several Government regulations provide guidance relevant to cost estimating: 
a. Standard forms are no longer available for the submission of certified cost or pric

ing data or data other than certified cost or pricing data. The contracting officer may 
require submission of certified cost or pricing data in the format indicated in Table 15-2 
of FAR 15-408, specify an alternative format, or permit submission in the contractor’s 
format. Table 15-2 provides a vehicle for the contractor to submit to the Government a 
proposal of estimated and/or incurred costs by contract line item with supporting infor
mation, adequately cross referenced, and suitable for detailed analysis. It requires a 
breakdown of cost by line item so that pricing data is easily understood and tracked. 
Data other than certified cost or pricing data may be submitted in the offerors own for
mat unless the contracting officer decides that use of a specific format is essential and 
the format has been described in the solicitation. 

b. FAR 15.403-4 requires contractors to issue a certificate of current cost or pricing 
data attesting that the information furnished was accurate, current, and complete as of 
the date of final agreement on price. 

c. FAR 3.501 deals with investment pricing and addresses contractor attempts at "mar
ginal buying" or "buying in." The regulation instructs contracting officers to ensure that 
contract shortfalls are not recovered in subsequent pricing actions when it is believed the 
contractor is using artificially low prices to "buy in." 

d. Earned Value Management System (EVMS) Guidelines, as described in DoDI 
5000.2, define contractor management system requirements on significant flexibly-
priced contracts for selected items identified as major defense systems. 

D-405 Types of Cost Estimating 

a. The basic elements of cost are direct material, direct engineering and manufacturing 
labor, other direct costs, indirect expenses, and cost of facilities capital. The cost estimat
ing technique selected will be dictated by the availability of historical evidence and Gov
ernment requirements, and rarely is one estimating technique used to the exclusion of all 
others. For example, contractors typically use synthetic estimating in conjunction with 
parametric and comparative techniques. 

b. Cost estimating methods may be categorized into six main groups: subjective, 
parametric, comparative, synthetic, global, and research and development. Further 
comments related to each of these follow. 

(1) Subjective. This estimating method develops costs using experience, judgment, 
memory, informal notes, and other readily available data. Typically, these kinds of esti
mates are used in proposals when drawings have not yet been developed or the contractor 
is faced with limited proposal preparation time. 

(2) Parametric. This method creates labor and material estimates by statistically 
analyzing and manipulating historical data to reflect current quantity requirements (see 
9-1000). For example, previous raw material requirements on a price-per-pound basis 
could be used to project current proposal amounts. Parametrics uses one or more cost 
estimating relationships (CERs) to estimate costs associated with the development, 
manufacture, or modification of an end item. Special cost comparisons are required to 
validate parametric estimating systems. Variables used in CERs must be logically relat-
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ed and statistically valid. The rationale for selecting the variables should be well docu
mented. Parametrics are often used to cross-check estimates developed using other es
timating techniques. 

(3) Comparative. This method develops proposed costs using like items produced 
in the past as a surrogate. Allowances are made for product dissimilarities and changes 
in complexity, scale, design, and materials. The comparative method can be used in 
conjunction with parametric estimating and can be used to develop adjusted unit costs 
while parametrics are applied to project the newly proposed quantities. Improvement 
curve applications are an example of comparative estimating. 

(4) Synthetic. This method divides proposals into their smallest component tasks. 
Estimates are developed for component tasks which make up the whole. Synthetic esti
mates are normally supported by detailed bills of material. 

(5) Global. This is a quick and subjective technique used to determine the advisa
bility of continuing with a project. 

(6) Research and Development (R&D). There are two basic approaches available 
for this difficult type of estimating. The first is a simple form of targeting R&D objectives 
in the context of a fixed budget. As in the preparation of routine budgets, the breakdown 
should be compatible with the cost-accounting system and procedures established to moni
tor and control expenditures. A second method of estimating R&D is a trial-and-error pro
cedure involving an interchange of ideas and information including all available records of 
past R&D effort and experience. Because there are so many unknown factors involved in 
R&D effort, the potential for error in this type of estimating is especially great. 

D-406 Validation of the Cost Estimating Method 

a. Normally, contractors settle on a cost estimating procedure and use it repetitively. 
Validation of estimating procedures entails a comparison of cost estimates to actual costs 
for completed projects. If the actual costs accurately reflect the work content and histori
cally approximate the estimates, then the estimating procedure should be considered relia
ble. Parametric-technique documentation should show that work being estimated is com
parable to the prior work from which the costs are developed. Data is verifiable if it is 
generated from an adequate estimating system as described in 5-1204.1. Attention to vali
dation of a contractor's estimating procedure is critical, and will save audit effort in the 
long run. 

b. Deviations between estimated and actual cost are usually a consequence of human 
error or changed circumstances. Some common causes of deviations in estimates follow: 

(1) Careless accumulation of supporting data. 
(2) Incorrect design information. 
(3) Unexpected delays causing premiums to be paid for overtime or material. 
(4) Unexpected processing problems requiring deviation from the manufacturing 

plan. 
(5) Failure to identify unrealistic bids from subcontractors. 
(6) Failure to rework preliminary estimates to produce an accurate finished esti

mate. 
(7) Reliance upon estimators who are not familiar with job processes. 
(8) Making a "guesstimate" and then "padding" it to protect against unanticipated 

costs. 
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(9) Failure to consider price breaks on quantity purchases. 
(10) Inappropriate use of learning curves or other techniques. 

c. Controlling Estimate Deviations 
(1) Project Simplification. A successful approach has been to divide a project into 

component parts of roughly equal size and generate estimates for the component parts. 
The summation of the component estimates typically produces fewer errors than the high-
level approach. 

(2) Random Errors. Some cost estimating errors occur at random and their causes 
may be difficult to identify. A determination of the magnitude of these errors needs to be 
made so that allowances in cost estimates can be provided for. Statistical analysis may be 
used (by the contractor and the auditor) in making this determination. 

(3) Biased Errors. Other cost estimating errors can be identified to causes. Trends 
can usually be developed for these type of errors. Examples of biased errors and their 
causes follow: 

(a) Fluctuation in labor and material costs caused by economic conditions. 
(b) Variation in the cost of a machine, tool, or piece of equipment attributable to 

its size or capacity. 
(c) Decrease in the cost of performing an operation as the number of units pro

duced increases. 
d. Contractor estimators should periodically monitor the accuracy of their estimates. 

Cost-to-noncost CERs should be monitored in the same manner as cost-to-cost CERs. 
For change-order pricing or for repetitive use, CER monitoring is critical. Significant 
deviation from actuals should alert the estimators to the influence of random and biased 
errors. 

e. Contractors may use estimating methods that will cut proposal preparation costs. 
Cost benefit analysis must be performed to assure that the costs of implementing and mon
itoring new methods do not outweigh the benefits of reduced estimating costs. If analysis 
suggests that they do, then the matter should be pursued for potential cost-avoidance rec
ommendations as discussed in 9-308. 

f. The Truth in Negotiations Act, 10 U.S.C. 2306a, requires the contractor provide the 
Government with all facts available at the time it certifies the cost or pricing data as cur
rent, complete, and accurate (see 14-100). All estimating techniques employed must meet 
the same basic disclosure requirements under the act as discrete estimates. If a contractor 
uses a cost-to-noncost CER in developing an estimate, the data for the CER should be 
current, accurate, and complete (see 9-1000). The certification is not to the judgments 
employed in preparing the estimates, but to the factual data underlying the contractor's 
judgment. 

D-407 Labor Cost Estimating Methods 

D-407.1 Overview 

a. Labor is a major element of direct cost and overhead allocation. Total labor cost is 
described by the equation: 

Total Labor Cost = Rates X Labor Hours 
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Evaluation of the accuracy of labor-hour quantities requires a thorough understanding 
of a contractor's estimating methods. Commonly used labor estimating methods will be 
described in following sections. 

b. Different terminology is frequently used to classify labor. The accounting and non-
accounting classifications are as follows: 

(1) Accounting. Auditors use the terms "direct" and "indirect" to describe the man
ner in which labor costs are charged to end-items or products. Direct labor such as factory 
workers and design engineers is closely linked and identifiable to end items. Indirect labor 
such as general engineers and supervisors is accounted for in overhead pools and distrib
uted to a base. In this guidance, attention is focused on verification of direct labor re
quirements. 

See 9-300, 9-500, and Chapter 8 for guidance dealing with the potential that contrac
tors may under or over recover costs as a result of inconsistency in the classification and 
treatment of labor costs, and deviation from applicable Cost Accounting Standards. 

(2) Non-Accounting. Engineers and manufacturing personnel use the terms "touch 
labor" and "non-touch labor" to distinguish between individuals who have direct hands-on 
involvement in manufacturing and testing processes and those who do not. Examples of 
touch labor personnel are production workers, test technicians, numeric control operators, 
and electronic assemblers. Non-touch-labor employees include some engineers, produc
tion control personnel, administrators, and logistic personnel. Usually touch labor is di
rect; however, not all direct labor is touch labor. 

c. There is little uniformity among contractors in the way they categorize labor when 
estimating costs. However, direct labor can generally be grouped into the following three 
major categories. 

(1) Manufacturing Labor. This is touch labor on a product or a service which ad
vances the product toward completion. Most weapon systems contain metal components. 
Organizations engaged in metal manufacturing normally employ numerical control (NC) 
machinists, sheet metal fabricators, and welders. 

Another common component of weapon systems is electronics. Electronic manufactur
ing typically encompasses printed circuit board (PCB) manufacturing, PCB assembly, 
cable and harness assembly, and final box or cabinet assembly. 

Some contractors use processes which necessitate specialized labor. For example, non
metallic manufacturing deals with plastics, injection molding, composite technology, and 
transfer molding. Other specialties include foundry, forging, and chemical processing. 

Many of the above operations produce components that feed a final assembly. Fre
quently, final assembly areas will be dedicated to just one product such as a missile or 
aircraft. If the effort is large, labor may be categorized by major aircraft structure or work
er trades. 

In the shipbuilding industry, manufacturing labor is generally organized by trade 
such as electricians, pipefitters, welders, machinists, riggers, loftsmen, painters, grind
ers, burners, and carpenters. Other trades may be present depending on the particular 
shipyard. 

(2) Support Labor. Support workers are responsible for the smooth operation and 
coordination of production activities. Production planning and control, quality inspection, 
material transportation, and warehousing personnel are examples. Other support labor 
activities ensure that manufacturing labor personnel have all the proper capabilities to 
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manufacture products efficiently. Examples are toolmakers and equipment maintenance 
personnel. 

A distinction is usually made between recurring (sustaining) and non-recurring one
time support labor. Recurring effort is a function of the number of units produced. Re
curring labor assists manufacturing personnel by incorporating design changes, produc
tivity improvements, and process control monitoring. Non-recurring labor does not 
depend upon quantity of units produced. Examples include tool design, instruction writ
ing, and factory rearrangement. These activities are onetime occurrences. The separa
tion of non-recurring and recurring labor is important and must be performed to obtain 
accurate estimates. 

(3) Engineering Labor. Engineers are primarily involved with product research, 
design, and production support. Engineering labor comprises a significant portion of 
labor costs for high-technology weapon systems. The major disciplines of engineering 
are industrial, mechanical, electrical, chemical, and civil. Some subspecialties are hy
draulic, tooling, manufacturing, test, quality, reliability, and facilities. Engineers work
ing in these specialties usually have degrees in one of the major disciplines. Technical 
cost estimates are frequently prepared by engineers. 

d. Cost estimating is not an exact science. Quality cost estimates are possible, how
ever, if pertinent historical information is available and expert judgment and experience 
are applied. Information used in preparing cost estimates includes: 

	 actuals for the same item or activity, 
	 actuals for a similar item or activity, 
	 labor standards with adjusted historical efficiency factors, 
	 standard cost with forecast adjustment factors, and 
	 tentative, judgmental, rough estimated hours, or hours based on a similar 

item/activity. 
One of the initial steps in evaluating a contractor's estimating procedure is to ensure 

that accurate and reliable information was used to make estimates. Examples of infor
mation that may produce unreliable estimates are: 

	 Factoring support labor based on judgment rather than using earlier production con
tract history. 

 Using Lot 1 experience in lieu of improvement curve projections from Lot 1 experi
ence for estimates of subsequent production lots. 

 Using a cost estimating method based on experience at one facility although the item 
proposed will be manufactured at a different facility. 

 Employing an estimating method based on a supposed "industry-wide-accepted-and
used" method rather than in-house experience. 

D-407.2 Labor Estimating Methods 

a. Available labor estimating methods have application across a wide range of business 
functions and product designs. Seven general estimating approaches are normally used. 
Selection of the most appropriate estimating technique and use of high-quality estimating 
data are necessary to produce reasonable and accurate labor estimates. These seven meth
ods, listed in relative increasing degree of accuracy, are: 

(1) judgment and conference; 
(2) comparison; 
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(3) unit method; 
(4) factor method; 
(5) probability approaches; 
(6) cost-and-time estimating relationships; and 
(7) standard time method. 

b. Judgment and Conference. Good judgment is essential when using any of the seven 
labor estimating methods. In the absence of historical data, estimators may have to rely sole
ly on judgment. When the judgment method is used, labor cost estimators are selected for 
their experience, common sense, and knowledge. An estimator must be objective in attempt
ing to measure all future factors that affect actual cost. 

Various techniques are used to enhance judgment. Sometimes judgmental estimating is 
done collectively. The conference method is a group consensus-method of establishing a 
collective estimate. This method usually involves representatives from various organiza
tions conferring with the estimators to jointly estimate cost. Major drawbacks to the con
ference technique are the lack of analysis and a verifiable trail of facts from the estimate 
back to the governing assumptions. In spite of these drawbacks, the conference technique 
is widely used. 

The major problem with both the judgmental and conference techniques is the influence 
of personal bias. Forecasts can be influenced by a person's assigned role, position, and spe
cial interests. Depending upon the degree and direction of personal bias, estimates may be 
high or low. 

Judgment must be applied in deciding which estimating relationships will be used. Sec
ondly, judgment is important in determining the impact of technology and the type of ad
justments that must be made. Judgment is also required to decide whether the results ob
tained from estimating relationships are reasonable in comparison to the past cost of similar 
items. 

c. Comparison Method. This method compares items being estimated to items of similar 
configuration (and known cost) to produce labor estimates. The comparison method is simi
lar to the judgment method, except that it attaches a formal logic. The comparison method is 
represented by the following algebraic equation: 

Estimated Cost (New Design) = Historical
 
Cost (Similar Design) + Adjustments
 

An estimator confronted with the task of projecting labor costs for a new product de
sign should investigate similar product designs for which historical cost data exists. To be 
of use, similar designs must closely approximate the technical characteristics of the new 
design. Allowances are made for product dissimilarities in complexity, scale, materials, 
function, and other parameters. A comparison estimator makes judgmental additions and 
subtractions to costs of a similar design to obtain new cost estimates. To produce accurate 
cost estimates, the estimator must understand the factors and relationships that have an 
impact on product costs. For example, when using the comparison method to estimate the 
cost of a new electronic assembly board design, it is important to understand that number 
and type of electronic components are the critical factors, not overall board size. 

d. Unit Method. This method of labor estimating relies on an accumulation of past 
experience which is divided by a cost driver to produce a cost per unit. Other terms used to 
describe this method include order-of-magnitude, lump sum, module estimating, and flat 
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rates. One typical example of unit estimating is "labor cost of fabricated components per 
pound of casting." Another example is "support labor hour per manufacturing labor hour." 

e. Factor Method. A logical extension of the unit method of estimating is to improve 
accuracy by using more than one factor. Use of separate factors for different cost items 
should improve results. For example, building construction can be estimated by using a 
unit factor such as dollars per square feet. However, an improved method might be to use 
separate unit factors for heating, lighting, electrical, and other elements. The individual 
costs are summed to obtain total labor costs. 

Comparison, unit, and factor methods typically use only selected historical data. The 
auditor should make sure that historical data is representative and complete. The contrac
tor should be able to provide rationale for including or excluding historical data. 

f. Probability Approaches. This estimating method makes provision for uncertainty in 
the estimating process. Other approaches typically produce discrete estimates. For exam
ple, a contractor may estimate that 365 staff-days are required to complete a test-stand. 
Using a probability technique, the same estimate would be expressed as follows: 

"The contractor is 75 percent certain that it requires 365 staff-days to complete the test-
stand." 

Probability approaches attempt to compensate for random occurrences and dependency 
between events. A good example of dependency is wall construction. A normal sequence 
of events in wall construction is studding, plumbing, electrical, sheet rock, and painting. 
Each stage is dependent upon a prior stage being completed. Probability approaches make 
recognition of the fact that specific labor costs can be affected by other activities which 
must first occur. 

Computer simulation, Monte Carlo techniques, and PERT are examples of probability 
approaches. Input estimates for these approaches are derived from the other estimating 
methods. Auditors must carefully review the base for the input estimates. Final estimates 
result from the probability approach's treatment of the input estimates. The mathematical 
and statistical characteristics of probability approaches can be complex and, consequently, 
subject to high risk of error. 

g. Cost-and-Time Estimating Relationships. Statistical estimating methods can produce 
mathematically fitted functions called cost estimating relationships (CERs) and time esti
mating relationships (TERs). CERs and TERs are developed by mathematically relating 
cost or time estimates to a cost driving feature of the product or manufacturing environ
ment. Examples of cost drivers include number of transformer wire leads, quantity of 
components mounted on a printed circuit board assembly, number of wires making up a 
cable assembly, end item weight, or cumulative production quantity of any product. 

The estimating relationship is an equation with two kinds of variables. The equation 
provides the ability to predict a dependent variable on the basis of knowledge of one or 
more independent variables. The relationship between the variables must be a logical one. 
Whether the relationship is cost-to-cost or cost-to-noncost, the contractor should be ex
pected to demonstrate that it is logical. A variable whose value is to be predicted is called 
the dependent variable. The cost or time driver is the independent variable. The estimator 
using experience and judgment identifies potential cost drivers and mathematical relation
ships. If they exist, mathematical relationships between the two kinds of variables can take 
on many forms including linear and exponential. 

To develop CERs and TERs, historical data on both dependent (labor) and independent 
(cost drivers) variables must exist. Regression analysis is then performed to determine if a 
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mathematical relationship exists between the variables. Mathematical relationships are 
evaluated by including and excluding various cost drivers until "best fit" relationships are 
identified. DCAA has issued extensive instructions in the use of regression analysis. Refer 
to the Graphic & Regression Analysis Guidebook for more information. 

Common CERs and TERs are described by improvement curves, linear relationships, 
and power law and sizing models. 

(1) Improvement Curve. Improvement curve theory is based on the principle that 
the time required (labor) to produce successive quantities of a product decreases with (a) 
additional experience and (b) introduction of improved methods and tools. The theory 
supporting improvement curve modeling is well established. Workers accrue manipulative 
skills and familiarity with the details of the job. Improved plant layout and tooling impact 
productivity. Process planning refines the work into orderly and producible stages. Raw 
materials, parts, and subassemblies are purchased in more suitable designs, sizes, and 
shapes. Shop organization and control practices are revised to address production prob
lems. The improvement curve theory holds that improvement will be a constant percent
age over doubled quantities. 

Mathematically, the improvement curve (unit theory) is expressed as: 

by = ax

Where: 
x = the unit (or lot) mid-point 
y = the direct cost (or hours) for unit x or the average direct cost (or hours) for the lot 

whose mid-point is x. 
a = a coefficient depicting the direct cost (or hours) for the first unit 
b = the improvement coefficient 

An improvement curve normally displays a negative slope which reflects a decrease in 
required time for successive product quantities. Since the reduction is primarily due to in
creased knowledge and skill, the curve is also referred to as the learning curve, experience 
curve, or progress curve. DCAA has issued extensive guidance on the use of improvement 
curves. Refer to the instructions to EZ-Quant for more information. 

(2) Linear Relationships. The relationship between labor and the cost driver (de
pendent and independent variables) is frequently linear. A linear relationship can be de
scribed graphically by a straight line. The representation of a single independent linear 
equation is: 

Labor Cost (or Time) = Coefficient X Cost Driver + Constant 

Where: 
Coefficient = the ratio of the change in Y associated with a given change in X (referred 

to as the slope of the line) 
Constant = the value of Y when X is zero (the Y intercept) 
Cost or Time = the dependent variable (the variable to be predicted) 
Cost Driver = the independent variable 
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As the quantity of the cost-driving variable changes, cost or time also changes propor
tionally. 

Linear CERs and TERs are not just limited to a single independent variable. When 
developing the equation, the cost estimator may choose an infinite variety of variables 
until the best correlation is found. 

(3) Power Law and Sizing Model (Cost Capacity Relationship). This theory models 
the relationship between similar products of different sizes, weights, and volumes, and 
takes into account "economy of scale." The following equation provides the mathematical 
relationship for comparison on this basis: 

Cb = Ca(Qb/Qa)x 

Where: 
Ca = actual cost for reference size Qa 
Cb = estimated cost for new design size Qb 
Qa = size of reference design a 
Qb = size of new design b 
x = correlating exponent O < X < 1 

For example, a contractor has determined from historical records that machine-
component manufacturing-labor costs increase by half as the machine-component weight 
doubles. The correlating exponent (x) in the above equation is determined as follows: 

Rearrange the equation to: 

Cb/Ca = (Qb/Qa)x 

Based on data given, the following is obtained from the equation: 
Cb/Ca = 1.5 and 
Qb/Qa= 2 
Substituting these values into the rearranged equation in (2) above, the equation is: 

2x1.5 =
 
Using logarithms, the exponent (x) is found as follows:
 
x = log 1.5 / log 2
 
x = 0.585
 

The contractor's records indicate that a 1,000-pound component was completed in 
1,000 hours. The new component to be estimated weighs 1,250 pounds. Substituting 
into the equation gives the following results: 

Cb = 1,000 hrs (1,250 lbs/1,000 lbs).585 

Cb = 1,139 hrs 
Note that a 25 percent increase in weight results in only a 14 percent increase in manu

facturing hours. 
h. Standard Time Method. The standard time method is the most precise technique for 

estimating manufacturing labor. The basis for the manufacturing labor estimate is a "labor 
standard." Contractors do not bid standards but bid labor cost based on standards which 
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are adjusted to reflect production inefficiencies. Adjustments take the form of a productiv
ity factor. The following algebraic equation represents this concept: 

Estimate of 
Actual Labor = Standard / Expected 

Productivity Factor 

(1) Standard. As discussed above, a standard is a measure used for making judg
ments or as a basis for comparison. A labor standard is a unit of time required to accom
plish a work task. Industrial engineering work measurement techniques (see D-407.3) are 
used to develop engineered labor standards (ELSs). 

Engineered labor standards provide an unbiased assessment of a "fair day's work." The 
term "engineered standards" is frequently misapplied. True engineered standards are not 
based on history, judgment, guesses, comparison, or opinions. 

Cost estimators will determine a product's total ELS content by summing all the ELS 
for assemblies, subassemblies, manufactured components, and other efforts required to 
build a product. The ELS content summation process is roughly analogous to adding up 
material costs in an exploded assembly/subassembly BOM. Total ELS content will not 
remain stable for a product over an extended period of time. ELS apply to specific meth
ods, machinery, tools, and automation available at the time when the standards were estab
lished. If contractor management does not estimate any reduction in ELS, it is implied that 
no attempt will be made to improve operations. 

Engineered standard time does not relate to any particular unit of production. An 
unhindered average skilled worker can achieve an ELS almost from the first try. Most 
cases of inefficiency in the factory are attributed to management deficiencies. Work 
measurement techniques do not recognize the concept of achieving standard at a specif
ic cumulative production point (e.g., 1000th unit). The standard attainment method, 
discussed in D-407.3b, adjusts an efficiency factor to a production unit. The efficiency 
factor is applied to a standard to obtain estimated labor cost. 

(2) Routings. Routing sheets provide a detailed breakdown of operations required 
to process raw material and/or produce parts and the time required to perform each of 
these operations. Each product part number manufactured internally by a contractor will 
have a routing sheet. If the contractor uses a work measurement system, each step will 
have a description and standard time. Contractor management can use this information to 
plan, schedule, and control the shop. 

Proposed labor costs based on standards can be verified against information contained 
on routing sheets. Use of a statistical sample will expedite the verification process. Verifi
cation frequently reveals numerous problems, including addition errors, erroneous adjust
ment factors, and missing labor standards. Without verification, contractors may substitute 
poorly derived estimates in lieu of estimates based on valid labor standards. 

(3) Audit. Duplication and inclusion of unnecessary standards are difficult to detect. 
Make/buy parts should be carefully scrutinized to verify that double counting has not oc
curred. Alternate routings which include extra operations may be listed on routing sheets. 
Their existence provides flexibility to handle unusual circumstances such as machine 
breakdown, critical machine overload, or product quantity variations which affect machine 
selection. Inclusion of labor standards for alternate routings can produce duplication and 
inflation of labor estimates. 
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D-407.3 Work Measurement Techniques 

Work measurement is a generic term used to refer to the setting of a time standard by a 
recognized industrial engineering technique, such as time study, standard data, work sam
pling, or predetermined motion time systems. 

a. Standard Time Method Work Measurement Techniques. Work measurement tech
niques determine the time required to do a task. To account for differences in factory condi
tions and employees, a universal labor standard was defined as follows: the time for an aver
age skilled worker to complete a task under average conditions, working at an average pace, 
and using a prescribed method. Average is not defined in a mathematical sense but has the 
meaning of typical or expected. There is a misconception that a standard reflects what a "per
fect" worker can achieve under "ideal" conditions. By definition, ELSs relate to an "average" 
worker and "average" conditions. 

Techniques for establishing labor standards are stopwatch time study, predetermined 
motion-time data, work sampling, and standard data. 

(1) Stopwatch Time Study. The use of a stopwatch time study to establish ELSs re
quires: 

(a) observing the task and subdividing it into motion elements; 
(b) timing and statistically establishing an arithmetic average for the elements; 
(c) normalizing, rating, or leveling the elemental times; and 
(d) applying an allowance for PF&D (personal, fatigue, and minor delays). 

Normalizing, rating, or leveling are used to adjust the observed time to a comparative stand
ard. Operators will perform a task at a pace above normal if they have superior skills or are 
intentionally rushing. Conversely, operators will perform at a pace below normal if they are 
not totally familiar with the job or are purposely slow. To compensate for the difference in 
pace, the Industrial Engineer must rate the performance of his subject by established criteria. 

(2) Predetermined Motion-Time Study. There are a number of predetermined mo-
tion-time systems available including Methods Time Measurement (MTM), Work Factor 
Systems (WOFAC), and Basic Motion-Time (BMT) Study which break manual tasks into 
basic motions. Predetermined time systems were established to avoid the difficulties of 
timing and normalizing. Observing the task and subdividing into elements are required to 
classify all motions into elemental components. Unit times have been tabulated for ele
mental components according to factors such as distance, degree of muscle control re
quired, precision, and strength. The ELSs are completed by application of a PF&D factor 
to the elemental component unit time. 

(3) Work Sampling. Work sampling is used to establish standards for: 
(a) large work crews or 
(b) long-duration job cycles with irregular patterns. 

Continuous observation of the worker is not required with work sampling. A statistically 
significant quantity of worker observations is made so that proportions of time devoted to 
various activities can be determined at given confidence levels. This technique produces 
the least accurate ELSs. 

(4) Standard Data Systems (also referred to as Standard Time Data System or 
STD). These systems provide labor standards prior to the actual performance of work. 
(Other methods of establishing standards require direct observation.) Because of this char
acteristic, standard data systems are important in the cost-estimating process. 
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There are two kinds of STDs: 
(1) synthetic and 
(2) analytical. 

Synthetic STDs use a catalog of individual operation ELSs which are added to create a 
total labor standard for a manufactured part. An analytical STD uses a mathematical for
mula to establish the total labor standard for a manufactured part. Both require using ELSs 
previously developed via time study, predetermined motion time systems, and work sam
pling. 

Synthetic STD combine separate ELS. Many tasks are repeated frequently, and are 
identical regardless of the product being manufactured. The time standards for these tasks, 
once established by a work measurement specialist, can be cataloged and referred to each 
time they are required. Examples are loading/unloading of a machine, driving a rivet, or 
removing a part from a fixture. 

Establishing a synthetic data system ELS requires an industrial engineer to determine 
all the required manufacturing steps. In addition to establishing labor standards, this pro
cedure is necessary to determine process routing. The engineer refers to the STD catalog 
for the appropriate manufacturing step's standard time. The ELS for a manufactured part is 
a summary of all the standards for the separate manufacturing steps. 

Analytical standard data systems are similar to CERs (D-407.2g). The difference is that 
labor standards are substituted for historical actual hours during the development process. 
Sets of previously established labor standards for a product and related possible cost driv
ing characteristics (parameters) are gathered. Regression analysis is then performed to 
determine the mathematical relationship between the developed labor standard and the 
cost drivers. Numerous relationships (determined by including and excluding various cost 
drivers) may be tested until a best fit is established. 

STDs are derived from ELSs previously developed by direct observation of manufac
turing operations. A significant problem is that contractors frequently lose or misplace this 
data. STD systems require periodic maintenance and auditing to ensure accuracy. Reten
tion of original data is extremely important to both the maintenance and audit functions. 

Unmaintained, STD system accuracy will deteriorate because of changes in the work 
environment. An effective STD requires that adjustments be made for changes in machin
ery, tooling automation, and procedures. Since ELSs are specific to machines and tools, it 
is extremely important that all changes be reflected in the standards. Periodic audits are 
required to ensure that system accuracy and reliability are maintained. 

STDs not based on engineered standards are suspect. Guesstimates, standards derived 
from technical literature, will likely produce unreliable results. 

b. Standard Time Method Productivity Factor. The expected productivity factor is part 
of the Estimated Labor Time equation for the Standard Time Method. Standards assume a 
degree of efficiency for work accomplished by an average worker under average condi
tions. Products may be manufactured under conditions that make standards unachievable. 
Productivity factors adjust product standard times for varying work conditions and other 
influences. 

Productivity factors are derived from contractor historical timekeeping data. Productiv
ity factors are estimated by adjusting historical efficiency for various influences and spe
cial circumstances. Adjustment factors are developed using the unit method, and im
provement curves. Expected productivity is described by the following equation: 
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Expected 
Productivity Factor =	 Historical 

Efficiency X 
Adjustment 

(1) Historical efficiency is normally developed for a specific period. The efficiency 
factor is the ratio of standard hours earned to actual hours spent on an increment of work. 
Earned hours is the time in standard hours credited to a worker (or group of workers) who 
completes a given task (or group of tasks). When earned hours equal actual hours, effi
ciency equals 100 percent. Efficiency is described by the following equation: 
Efficiency Factor = Earned hours 

(Standard/
 
Actual hours)
 
(elapsed time)
 

Efficiency factors can be developed for any level in a contractor's organization. Audi
tors should verify that an appropriate efficiency is used for the organizational level most 
closely identified with the actual work. For example, using a plant-wide efficiency for 
estimating labor for an individual department or vice versa will distort the labor estimate. 

(2) Adjustments to historical efficiency are required to project expected from 
historical costs. Normally, contractors lower productivity factors based on the belief that 
the estimated product is unique and differs from the products which generated the his
torical basis for its estimate. These adjustments require special audit attention. 

The impact of different production quantities on productivity is generally estimated by: 
(a) the standard attainment and 
(b) first unit estimating methods. 

To develop an estimate using these methods, historical realization factors and their related 
cumulative production quantities are collected. An improvement curve is developed by 
means of regression analysis. The x-intercept is the standard attainment point (or the cu
mulative production quantity) when realization equals 1.0. The first unit estimate of reali
zation is the y-intercept (or the point where the cumulative production quantity equals 
1.0). Both approaches treat the curve slope similarly, but they differ in how they express 
efficiency in relation to the cumulative production unit. 

(3) Standard Attainment Method. This method assumes that a cumulative produc
tion quantity exists where the standard will be achieved. Achieving standard means 
achieving an efficiency factor of 1.0. Contractors will speak of 100th, 250th, or 1,000th 
unit standard, which means they expect to eventually achieve efficient production after 
producing that quantity of a product. The productivity factor is developed from an esti
mate of the expected realization. The realization factor is developed by projecting back
wards from the point where realization equals 1.0 (at the standard attainment point) to the 
lot mid-point of the product being estimated. 

Auditors are cautioned to evaluate how the standard attainment technique is applied. 
Contractors may fail to substantiate method parameters such as slope and realizations with 
historical data. Frequently, contractors assert that there is a traditional standard attainment 
point, e.g. 1,000 units. There is usually no validity to this assertion since each company 
has a unique rate of improvement. 
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Another caveat has to do with the slope of the curve. In typical improvement curve 
applications, steep rates of improvement (100 percent being flat, 80 percent steep, and 60 
percent very steep) are projected forward from actuals which reduces estimated cost. In 
the standard attainment estimating technique, because the estimator projects backward up 
the curve, steeper curves produce significantly greater estimated costs. Contractors may 
state they are being aggressive by projecting steeper curves than are historically supported. 
Such a statement is usually false. 

(4) First Unit Estimating Method. This method is essentially the opposite of the 
standard attainment approach. As previously discussed, historical information is used to 
derive the typical realization factor for the initial production unit. The realization factor is 
developed by projecting forward from the first unit realization factor at the expected im
provement curve slope to the product lot mid-point. Labor cost is estimated by multiplying 
the standard labor content by the lot mid-point realization factor. 

D-408 Material Cost Estimating Methods 

D-408.1 Overview 

Two major components of contractor proposals are labor and material estimates. Mate
rial is the cost element that is usually the easiest to estimate and check. It can normally be 
seen and touched in the end product. The material component may vary anywhere from 30 
to 70 percent of the total cost depending on the type of contract (e.g., production, devel
opment, or research). 

a. Material costs are normally divided into three major categories: direct, indirect, and 
burden. 

(1) Direct material consists primarily of raw material, purchased parts, subcontract
ed items, and interdivisional transfers. The term "direct" is applied to this material since it 
can be readily identified in the end product. 

(2) Indirect materials are those items necessary to produce the product but do not 
become a physical part of the end item. Materials such as lubricants, welding rods, and 
shop supplies are good examples. Because their direct usage levels are difficult to de
termine, indirect materials are usually allocated through indirect expense pools. 

(3) Material burden is a term used to describe the indirect activity associated with 
converting purchased material into an end product. Costs related to material procurement 
and handling are collected in material burden centers. At smaller contractors, material 
burden may be included in general overhead expense pools rather than in a separate material 
overhead account. At larger contractors, material burden centers may be organized along 
functional lines that will separate rates for procurement, handling, etc. 

b. The major categories of direct material are: 
(1) Raw Material. Bulk or unfinished materials that require processing or are in

volved in manufacturing processes. Examples include sheet stock, castings, forgings, bar 
stock, wire, printed circuit board materials, epoxies, resins, paints, and solvents. 

(2) Purchased Parts. A component, or subassembly, purchased as an off-the-shelf 
item which becomes an integral part of the product. 

(3) Subcontracted Material. Material manufactured to specifications, drawings, or 
standards outlined in a subcontract. Subcontracted material may be low or high cost. Sub
contracted low-cost material typically results from a contractor's inability to produce the 
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part due to capacity constraints, quality problems, special processes, unique assembly 
techniques, or other manufacturing limitations. 

High-dollar subcontracted material items, by Government contract law, require special 
treatment. When purchases of specific items exceed certain dollar thresholds, contractors 
are required to perform price analyses or audits. In some circumstances, they may arrange 
for an assist audit by DCAA at a subcontractor location. 

(4) Interdivisional or Interplant Transfers. Materials that are purchased from anoth
er business unit of the contractor. 

(5) Vendor Charges/Tooling. Costs incurred by a supplier to set up or prepare for 
production. These charges usually consist of production line set up and the fabrication of 
unique tools needed in manufacturing processes. Examples include drill fixtures, cable 
jigs, cable potting molds, and printed circuit artwork. 

(6) Packing Material. Material required to package the product for safe delivery. 
Special packaging requirements are normally dictated by contractual provision and classi
fied as direct material. 

(7) Minor Material. Low-value items such as nuts, bolts, fasteners, and wire that are 
not cost effective to estimate in discrete quantities. Also known as line stock items, they 
are usually proposed as a percentage of direct material, or as a rate per manufacturing 
hour. They may, however, appear in detailed bills of material as individual line items. 

(8) Freight. Estimated contractor delivery costs that are proposed either as a direct 
item or as a percentage of direct material. 

(9) Other Direct Costs. These items are not readily identifiable as part of the prod
uct and are not subject to labor or material indirect expense loadings. Examples include 
computer timesharing, technical publications, photographs, and blueprints. 

c. Recurring and Nonrecurring Costs. Major material cost categories may also be de
scribed as recurring and nonrecurring costs: 

(1) Recurring Costs. Those costs which are variable and are dependent upon the 
quantity produced. Examples of recurring costs are direct materials used in production, 
contractor set-up charges, and charges associated with tooling that must be accomplished 
with each production run. While not repeated on each unit manufactured, set-up charges 
are repetitive for each release and, as such, must be amortized into unit cost. Most vendors 
will amortize set-up charges before quoting unit prices; others itemize them separately. 

(2) Nonrecurring Costs. Those costs which represent the fixed effort expended to 
produce an item regardless of quantity. Nonrecurring costs consist primarily of vendor 
tooling and engineering/testing charges. 

(a) Vendor Tooling. Vendor or subcontractor costs to make tools needed to 
produce materials or fabricate parts. Vendor tooling can be categorized as either propri
etary or accountable tooling. Proprietary tooling is the property of the vendor. Examples 
are forging dies, extrusion dies, patterns, and molds. Accountable tooling will eventual
ly become the property of the purchaser or Government. Tooling possession is obtained 
after the vendor no longer requires its use. Tooling costs are normally applicable to sub
contracted parts, but may be encountered with purchased parts. 

(b) Engineering/Testing Costs. These costs are associated with vendor design 
effort, development activities, qualification testing, or first article qualification. Testing 
charges frequently include the cost of components used in tests that either destroy or im
pair article function. 
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Except for the eventual replacement of tooling because of wear, nonrecurring costs are 
onetime in nature and may suffice for several follow-on pricing actions. To avoid duplica
tion, these costs should be shown separately and not included in the unit cost. 

D-408.2 Estimating Methods 

The methods employed to estimate material quantities and costs are largely dependent 
upon material type and information available at the time of proposal preparation. Material 
requirement data may range from detailed part lists to rough estimates based upon the 
available history on like items. Regardless of the method employed, estimates will be dif
ficult to make and will be subject to significant error when a major portion of the materials 
represents unique items that have not been previously produced. 

Direct material constitutes the major portion of material cost and requires expert 
technical knowledge to estimate. IT data bases are used in developing models which 
may be used in parametric cost estimating systems and for development of compara
tive---similar to---bills of material when discrete bills of material are not available. 
Indirect material and material burden are largely accounting issues. 

The general procedures associated with estimating direct materials are as follows: 
(1) Estimate quantity requirements. 
(2) Determine raw material requirements; convert measurements as necessary; and 

estimate actual yields. 
(3) Estimate current prices. 
(4) Adjust estimated prices for cost trends and quantities and project total cost. 
(5) Document procedures and methods utilized in the estimating process. 

D-408.3 Bills of Materials (BOM) 

Perhaps the most frequently used method of direct material estimating is the priced 
BOM. Most auditors are familiar with this mechanism and often use the BOM as a basis 
for sampling material costs. The auditor should evaluate both the unit prices reflected in a 
priced BOM and the material requirements aspect. At some contractor locations, there 
may be more than one type of BOM. The original bill of material, known as an engineer
ing BOM, will list all of the parts required to produce the end products. In some cases, 
engineering may be unable to estimate certain actual-quantity requirements such as the 
length of a wire. To address detailed material requirements, manufacturing may develop a 
manufacturing BOM which is used as a manufacturing aid. 

The BOM is a comprehensive list of all parts required to produce an end item. At large 
contractors, BOMs are loaded into computer data bases which provide the capability to 
request information in many formats. Additional information such as description, when 
used, as well as item number and dollar value may also be contained in the data base. A 
BOM can be requested for an end product or any subassembly. The two most common 
BOM sorts are as follows: 

a. Part Number Ascending Order. This BOM is "exploded" and sorted by ascending 
part number showing total quantity required for each part of an end item. A detailed report 
may give further information including where the part is used. Figure D-4-1 illustrates a 
part number ascending order BOM. 
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b. Assembly/Subassembly. This BOM is hierarchical and lists major assemblies fol
lowed by all levels of subassemblies. Figure D-4-2 illustrates the assembly/subassembly 
BOM. Figure D-4-3 is another representation of the assembly/subassembly BOM. This 
representation is often referred to as an "indented" BOM. 

Each format has advantages and disadvantages. Hierarchical BOMs permit tracing 
material assemblies to drawings, and accounting for the use of each part. Hierarchical 
BOMs do not communicate total part requirements; therefore, sampling is difficult be
cause other formats may not be available. Part number ascending order BOMs disclose 
total requirements and pricing, but do not describe product organization and composition; 
therefore, auditors will normally have difficulty in determining actual part requirements. 

Regardless of the format employed, the BOM is an essential tool in validating material 
requirements and serves as an intermediate vehicle in tracing requirements to original 
drawings. The drawings disclose part listings and show how the parts are integrated to 
form completed stages or finished products. Frequently, an estimating department will 
price a BOM to be used as supporting data. With the exception of tooling and other minor 
additives, a priced BOM should be comprehensive. Costs not shown in the bill of material 
can be verified through vendor tooling quotes or historical analyses. 

D-408.4 Routing Sheets 

A routing sheet is usually a process description showing discrete manufacturing opera
tions and associated times. Some routing sheets will also disclose material quantity, tools, 
fixtures, and labor standards. They may be referred to as operations sheets. 

Routing sheets are a main source of labor information and are also discussed in the 
labor section (D-407.2h). Routings may be used as a substitute for BOMs for cost-
estimating purposes. Care should be exercised when routing sheets are used in conjunction 
with BOMs to ensure that costs are not duplicated. 

Figure D-4-4 presents an example of the routing for the part number 8876902. In this 
example, there is only one line item, RS3000197, which is listed under product structure. 

D-408.5 Engineering Drawings 

Material requirements are normally determined from engineering drawings. To 
properly evaluate proposed material quantities, it is important that the auditor understand 
engineering drawings. 

An engineering drawing graphically shows the configuration of a part or assembly. It 
can be a sketch drawn by a draftsman or generated by a Computer-Aided Design (CAD) 
system. The trend at most contractors is toward CAD. With CAD, operators can develop 
complete drawings using a light pen. A good feature of CAD is that drawings can be re
called from computer memory and changed with minimal effort. Regardless of method, 
drawings are essential in all phases of design and manufacturing. 

Typically, engineering drawings are classified as either level 1, 2, or 3. These levels 
represent a natural progression from conceptual design to production. Level 1 drawings 
address conceptual and development designs; level 2 drawings are concerned with produc
tion prototypes and limited production quantities; and level 3 drawings are production 
oriented. A drawing level or various combinations of levels may be established by a con
tractor, or specified in a contract. 
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The drawing level and quantities required to satisfactorily depict product function and 
material requirements are determined by design complexity, product sophistication, and 
engineering judgment. Drawings illustrate and provide essential information needed to 
design and manufacture a product including: 

(1) physical characteristics, 
(2) dimensional and tolerance data, 
(3) critical assembly sequences, 
(4) performance ratings, 
(5) material identification details, 
(6) inspection tests, 
(7) evaluation criteria, 
(8) calibration information, and 
(9) quality control data. 

All product components should be supported by engineering drawings. All drawings 
should be tied to the end item drawing with major subassemblies and components identi
fied. Drawings should be available to the lowest level unit part. 

Normally, engineering drawings use the hierarchy or level concept. Each assembly or 
subassembly will have drawings identifying all components and additional levels of sub-
assemblies that constitute the upper-tier product. For complex projects, as many as 10 
levels of drawings may be used, beginning at the component or manufactured part level 
and culminating in an assembly or subassembly. Manufactured components may have 
material reference drawings which further define forging, casting, and similar require
ments. In short, all parts required to manufacture an end-item will be shown in drawings 
along with their relationship to the next higher-level drawing. 

Each drawing should contain certain basic information which can be used by the audi
tor to assess material requirements. Figure D-4-5 is an example of an engineering drawing. 

D-408.6 Material Allowances 

Material allowances, also known as material adjustment factors, are the difference 
between the product material requirement and the actual material consumed during manu
facturing. The material-allowance factor represents allowances for scrap, attrition, rework, 
and other factors that influence material cost and cannot be precisely estimated because of 
incomplete BOMs and future design changes in subcontractor delivery requirements. 

Contractors have used various approaches to estimate material allowances. Some of 
these approaches are acceptable, while others are questionable. Material allowances can be 
applied to an individual part and be included in the BOM quantity. In other cases, it may 
be applied as a lump sum to the total material requirement. The basis of these adjustment 
factors should be closely scrutinized to ensure they are reasonably valid and that there are 
no duplications. Historical evidence should be available to support the factors. However, 
the existence of history should not be considered as automatic evidence of validity be
cause the previous losses may have occurred under different circumstances. Factors fre
quently used in pricing actions should be periodically reviewed under separate assign
ments. Section 9-407 further addresses material-allowance factors. 

a. Scrap is defective material that cannot be used in its present condition. Scrap may 
result from operator error, unacceptable vendor material, handling damage, or out-of-
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control processes (such as poor heat treatment). Scrap allowances should normally be 
based on historical data. Reduction in scrap should be expected as learning occurs. 

b. Process loss is the difference between the amount of material required at the begin
ning of a process and the final amount used for the finished part. In comparison, scrap loss 
is defective material while process loss is the material lost during the manufacturing pro
cess. Process loss may be estimated using an overall factor or separate factors for major 
sub-elements such as trim loss, chip loss, and excess casting material. BOM quantities for 
items manufactured from raw material such as sheet metal, bar stock, and composite fre
quently are adjusted to include process loss factors. Also note that raw-material items like 
sheet metal and bar stock are generally only available in certain industrial standard sizes 
and lengths. As a result, estimating factors are frequently applied to the finished material 
requirement to convert from industry standards to proposed sizes and lengths in order to 
determine the amount of material to be purchased. 

(1) Process Trim Loss. This occurs when a rough cut is made from the standard-
size purchased material. Because the dimensions of the rough cut are not perfectly com
patible with that of the standard size, the leftover material is commonly known as process 
trim loss or residual loss. In some instances, it can amount to a large portion of the materi
al required for the end product. 

(2) Process Machining Loss. This is the difference between the rough-cut size 
and final size. The rough cut part may be bored, milled, ground, threaded, or processed 
in some other way to create a final part. 

Process machining and trim losses are often figured together and added to the required 
raw material quantity. Scrap loss is added as a separate factor. 

c. Inventory Adjustments. Physical inventory normally varies from the inventory of 
record. This is a result of theft, carelessness, or miscounting. Although the variance can be 
either positive or negative, it is usually negative and known as inventory shrinkage. 

d. Inventory Obsolescence. Parts become obsolete in storage because of changes in 
their physical characteristics. Normally, it is not economically feasible to restore these 
parts to the required condition. Some parts have a specified shelf life and cannot be used 
even though they may look visually acceptable. Other parts go through physical deteriora
tion because of excessive heat, humidity, and mishandling. Parts with excessive rust may 
be more expensive to clean and restore than to replace. Certain cables, electronic compo
nents, and chemicals have shelf lives and are governed by military standards. These parts 
are disposed of because of expected deterioration. 

e. Engineering Obsolescence. Material and parts may be become obsolete because of 
design changes. These design changes are a consequence of parts testing, failure in field 
use, and unanticipated user requirements. Engineering changes will result in material not 
being used on the product. This factor estimates the cost of material that can no longer be 
used. 

f. Engineering Design Growth. Designers often fail to fully comprehend the technical 
requirements of a proposed product. As a complex program matures and develops, materi
al content will often increase. The costs estimated by this factor should diminish as the 
program matures. 

g. Attrition. This is the allowance established to compensate for loss, breakage, floor 
shortages, and other damage such as solder burns. The allowance is often used to finance 
the original overbuying or rebuying of material. 
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h. Other Allowances. Contractors use other allowance factors besides the attrition fac
tor, and each factor needs to be carefully evaluated on its own merit. Material allowance 
factors may be offset by salvage income resulting from the sale of scrap or obsolete items. 
Salvage credits can be substantial, particularly for items categorized as obsolete according 
to DoD standards. The cost of material can be summarized as: 

Total 
Cost =Material Cost/Item +
 

(Material Allowances 
Salvage)
 

D-408.7 Estimating Raw Material 

The process of estimating raw material can be complex. To explain the process, a sheet 
metal part is illustrated in Figure D-4-6. 
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Figure D-4-1 
Ascending Order --- Bill of Material 

"Exploded" for D-5930 Pedestal Drive Assembly 

Part 
Part 
Description Where used Seq. Quant. Code Policy 

4093 Pinion D-3090 2 1 P 2 
5065 Bearing D-5930 4 2 P 3 

D-3056 Retaining Ring D-3090 3 1 P 4 
D-3075 2,” Bar Stock D-3095 1 2 P 4 
D-3095 Shaft D-3090 1 1 A 1 
D-3090 Shaft/Pinion Asm D-5930 6 1 A 1 
D-3740 2 X 8 Back Bracket D-5725 1 1 P 2 
D-3741 1 7/8” X 8 ft. Brkt. D-5725 2 1 P 2 
D-3742 1/8” Rubber Seal D-5725 3 1 P 2 
D-5725 Bracket Assembly D-5930 5 1 A 1 
D-5925 Pillow Blk. Base D-5930 2 1 P 2 
D-5926 Pillow Blk. Cap D-5930 1 1 P 2 
D-9002 3/8” Nut D-5725 4 2 P 4 
D-9003 3/8” Washer D-5725 5 2 P 4 
D-9004 3/8 X 4 1/2 bold D-5725/5930 3/6 6 P 4 
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Figure D-4-2
 
Assembly/Subassembly --- Bill of Material
 

DCAA Contract Audit Manual 



D34 
Figure D-4-3 

June 29, 2016 

Figure D-4-3 
Assembly/Subassembly ---"Indented" Bill of Material 

Level Part Description 
Where 
Used Seq. Quant. 

Comm. 
Code Policy 

0 D-5930 Pedestal Dr. Asm. 1 A 1 
1 5065 Bearings D-5930 4 2 P 3 
1 D-3090 Shaft/Pinion Asm. D-5930 6 1 A 1 

2 4093 Pinion D-3090 2 1 P 2 
2 D-3056 Retaining Ring D-3090 2 1 P 4 
2 D-3095 Shaft D-3090 1 1 M 2 

3 D-3075 2 2/4” Bar Stock D-3095 1 2 ft P 4 
1 D-5725 Bracket Asm. D-5930 5 1 A 1 

2 D-3740 2 X 8 Bk. Bracket D-5725 1 1 P 2 
2 D-3741 1 7/8 x 8 FT. Brkt. D-5725 2 1 P 2 
2 D-3742 1/8” Rubber Seal D-5725 3 1 P 2 
2 D-9002 3/8” Nut D-5725 4 2 P 4 
2 D-9003 3/8” Washer D-5725 5 2 P 4 
2 D-9004 3/8 X 4 1/2 Bolt D-5725 6 2 P 4 

1 D-5925 Pillow Bl. Base D-5930 2 2 P 3 
1 D-5926 Pillow Bl. Cap D-5930 1 2 P 2 
1 D-9004 3/8 X 4 1/2 Bolt D-5930 3 4 P 4 
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Figure D-4-4 
Example of a Routing Sheet 
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Explanatory notes to Figure D-4-4 

(a) Part Number -- Identifies the processes described on the routing sheet to a 
specific part or assembly. There may be alternate routings for a part number if different 
types of processing are potentially required. The cost estimator should fashion estimates 
based on prime routing, or the routing which is most likely to be used. 

(b) RT Code -- Code used to indicate whether the routing is primary (e.g. A1) or 
alternate (e.g. B1, C1). 

(c) Change Number -- This number normally refers to an engineering change 
notice (ECN) number. It relates directly to a change on a drawing. 

(d) By -- Initials of the person who made the last change to the routing sheet. 
(e) Issue Date -- The day the last change was made. This date may be different 

from the ECN date. Changes in methods, standard, tooling, etc. may be responsible for 
changes in the issue date. 

(f) Part Description -- A brief description, usually the name of the part. 
(g) Program Description -- Indicates the main program or the assembly where 

this part will be used. 
(h) Min-Max -- Describes an optimal quantity range for the processes described 

on the routing sheet. If the shop order quantity outside the indicated range, there may be a 
more efficient method of producing the part. 

(i) Quantity -- Represents an amount of material that will be required to fabri
cate one unit.Quantity may be expressed in pounds, cubic inches or other units of meas
ure. Sometimes, the units will not make sense by themselves. Familiarity with raw materi
al codes and product structures will be required to interpret the quantity. 

(j) R. Mat. Code -- Contains an abbreviation for the specific type of raw materi
al used. In this example, the code is RSSA. "R" represents raw material, "SS" is for sheet 
steel, and "A" could mean a special kind of sheet steel, indicate a buyer code, or even a 
vendor. 

(k) Product structure -- Indicates the next level part number required to manu
facture the part. In this example, there is only one part number, RS3000197, which is a 
particular type and gauge of raw sheet steel. 

(l) Product Description -- A name for the part number identified in product 
structure. 

(m) Dimension -- Indicates the size of raw material required at the start of the 
manufacturing process. Normally, this space is used for raw material only. In some cases, 
it can be used to give more information about the components. 

(n) Operation Number -- Identifies the work breakdown or operations required 
to produce the part. The numbers are ascending, and indicate the order in which the work 
must be performed. In this example, all operations are identified by a six character code. 
The first four characters specify the sequence, while the last two characters differentiate 
between primary and alternate operations. In the example, primary operations are identi
fied by the code AI. Secondary operations could be identified by other codes such as B1 
and C1. Primary and alternate processes may appear on the same routing sheet. 

(o) Sequence Number -- Used in updating routing sheets. 
(p) Department Number -- Identifies the principal department where work is to 

be performed. 
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(q) Work Center Number (WCN) -- A number identifying the work station 
where the operation is to be performed. It can refer to a machine, bank of machines, or an 
assembly bench. Sometimes, department and machine numbers are combined to form a 
WCN. 

(r) Process Description -- Describes the process and gives instructions for opera
tors and supervisors. 

(s) T/F/G/ Number -- This number identifies a tool (T), fixture (F) or gauge (G) 
required to perform an operation. A tool number could be a physical tool, numerical con
trol tape number, or an instruction sheet. 

(t) QT -- Quantity of tools required to perform an operation. 
(u) T/F/G Description -- Description of tools, fixtures, and gauges. 
(v) Feed -- Indicates how fast the material should be advanced. Normally, feed 

is expressed in inches per minute, or inches per revolution. 
(w) Speed -- RPM (revolutions per minute) at which a machine must operate to 

produce the part. 
(x) T, E, S, and N -- T indicates type of labor standard used for set up and pro

duction; E shows standard was estimated; S indicates standard was studied or engineered; 
and N stands for nonstandard operation, or no labor standard (i.e., labor may be indirect or 
a factor). 

(y) S.U. Std (Set-up Standard) -- Staff-hours required to setup an operation for 
production. The alpha character in the preceding column indicates whether the standard 
was estimated or engineered. 

(z) Prod. Std. (Production Standard) -- Staff-hours required to perform the oper
ation. The preceding column indicates if the standard is estimated or engineered. 

Standards are normally in hours per piece. They can also represent time required to 
produce a lot (e.g. 100 pieces). In this example, the operation is performed on a per piece 
basis. Hours are rounded to three decimal places. Care should be taken to ensure that esti
mators do not further round the numbers which may produce overstated estimates. 

(aa) M/MC Rat. (Man/Machine Ratio) -- Indicates number of people re
quired to perform a task. A operator/machine ratio of .500 means that an operator is re
quired to operate two machines at the same time. A ratio of 2.00 means that the task re
quires two operators. 

(ab) M -- Indicates number of machines available, and is used primarily as a 
scheduling tool. 
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Figure D-4-5
 
Example of an Engineering Drawing
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Explanatory notes to Figure D-4-5: 

(a) Drawing Number/Part Number -- All drawings are numbered by part or as
sembly number. In some cases, a part drawing may have more than one page. A drawing 
may depict more than one variation of a basic part. 

(b) Sheet Number/Continuation Sheet -- Depending upon complexity, any num
ber of sheets may be necessary to show the drawing for a particular item. 

(c) Drawing Description -- A brief description of the part. 
(d) Dimensions -- Indicates whether the metric or English system was used to 

prepare the drawing. A conversion table may be included on the drawing. 
(e) Scale -- Shows scale used for preparing the drawing. All drawings are drawn 

to scale to give correct relationships to other components on the drawing. 
(f) Tolerances -- Design engineers establish ranges for dimensions and other 

factors so that a manufactured part will function as intended. Tight tolerances result in 
more costly manufacturing processes. 

(g) Size -- All drawings are standardized into five sizes for economical storage 
and reproduction purposes. Sizes range from A to E, with E being the largest. Most con
tractors store drawings on microfilm attached to punched cards which show part number, 
description, and drawing size. 

(h) Revisions -- The revision log lists all changes from initial release and on
ward. It identifies Engineering Change Notice (ECN) numbers, description, dates, and 
personnel making the change. There may be ECNs in process which may affect the draw
ings. Such drawings changes will be incorporated by the drafting department after comple
tion of the approval process. All parts must meet the latest change specifications unless a 
waiver is obtained from the customer. 

(i) Material List -- Also known as a bill of material. The parts list identifies all 
components required to produce the part shown on the drawing by item number. Item 
numbers cross referenced to a parts list can be shown on the drawing or on a separate 
sheet. The parts list further provides additional information such as drawing numbers, 
quantity, part description, required materials, and references to the next higher level of 
assembly. 

Inexperienced users will have to carefully examine drawings to determine material 
requirements. Occasionally, parts lists may not be included on the drawings or associated 
documentation. Additionally, some parts may be duplicated on the next drawing level. 

(j) Type of Material -- Specifies materials to be used and/or alternatives. This 
reference is very important in verifying the "quality" of proposed parts. The majority of 
materials used by contractors will be military standard materials. 

(k) Notes -- Used by the design engineer to communicate special nonstandard 
requirements or precautions. 

(l) Type of Finish -- A symbol and/or number indicating the degree of smooth
ness (finish) required for different surfaces. 

(m) Security Classification -- Drawings may have security classifications. 
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Figure D-4-6
 
Example of a Raw Material Drawing
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Explanatory notes to Figure D-4-6: 

(a) Process machining allowances are added to the designer's finished dimen
sions on the drawing. In this example, the largest part dimensions are 11.96" X 19.02" X 
.197" which equals 44.81 cubic inches. The manufacturing engineer knows that he will 
need to add at least 1/4" to two sides of the part. This allowance is based on the individual 
estimator's judgment and experience. Therefore, the amount of material specified is 12.25" 
X 19.5" X .197" = 47.06 cubic inches. The process machining allowance for this case 
amounts to 5.0 percent. 

(b) Process Trim Allowances are calculated using a method similar to the one 
described below. 

Example Assumptions: 

Raw material is available only in 4' X 8' (48" X 96") sheets. 
The dimensions of each piece are 12.25" X 19.5" (determined by adding 5 percent 

process machining allowance). 
The contractor has calculated that 14 pieces can be obtained from each sheet. 

Calculations: 

Amount of material per piece = 64.84 cubic inches ((48" X 96" X .197") / 14) 
Trim Allowance = 17.78 cubic inches (64.84 - 47.06) 
Trim Allowance as a percentage = 37.8 percent (17.78 / 47.06) 

Potential Savings: 

If 17 pieces per sheet could be obtained with minimal add-on labor cost, the amount of 
material per piece could be reduced to 53.4 cubic inches. 

This equates to a savings of 17.6 percent per piece when compared to the proposed 
amount ((64.84 - 53.4) / 64.84). 

(c) Unit of Measure Conversion. Sometimes, raw material is expressed in dif
ferent units of measure. For example, steel is normally purchased and sold by weight 
(pounds). In the manufacturing environment, it is measured in cubic inches. Conversion is 
fairly simple and can be accomplished by applying factors. To convert 64.84 cubic inches 
of steel to pounds, multiply by the factor .281 to obtain the amount (18.22 pounds). Some 
estimates may use rounded factors which may produce overstated amounts. For example, 
if .281 were rounded to .3, an overstatement of 6.8 percent would result. 
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I-000 Work Sampling

I-001 Scope of Appendix

This appendix presents the principles and techniques of work sampling as related to
contract auditing. It concentrates on the application of work sampling to estimate work-
force utilization. General guidance is provided for the selection and use of appropriate
work sampling methods for accomplishing audit objectives.

I-100 Section 1 --- Work Sampling Overview

I-101 Introduction

The section presents an overview of work sampling with focus on background, defini-
tion, advantages, terminology, and software. In addition, the connection between work
sampling and statistical sampling in general is demonstrated.

I-102 Background

a. Work sampling is a commonly used industrial engineering technique designed to
estimate how resources such as people, machines, facilities, or equipment are being uti-
lized. The objective of work sampling is to assess the workforce utilization of a selected
portion of an organization's operations. If an operation is to be audited, work sampling is a
low cost alternative to continuous monitoring, just as sampling in the audit context is a
low cost alternative to 100 percent evaluation of an account. The cost of continuous moni-
toring of an entire operation is generally prohibitive, and work sampling can yield a rea-
sonably accurate estimate at a fraction of that cost.

b. Work sampling studies are used by auditors to evaluate a contractor’s labor utiliza-
tion. When performing a work sampling study, the auditor makes a specified number of
observations of contractor personnel involved in the operation being audited. Each obser-
vation is classified according to type of activity, the activity types being specified prior to
sampling. Using information gathered during the study, the auditor can estimate the per-
centage of time that the workers actually spend in each activity.

c. With minimal specialized training, an auditor can identify various worker actions
and determine whether a contractor’s management practices yield reasonable and accepta-
ble levels of working activity. Work sampling may disclose underutilized workers, poor
work practices, overstaffing, inadequate training, inefficient plant layout, excessive delays
(caused by poor planning, material scheduling, or tooling), or other deficiencies.

I-103 Definition

a. Work sampling is broadly defined as the application of statistical sampling tech-
niques to the study of work activities. In the audit context, work sampling is typically used
to estimate the proportion of workers' time that is devoted to different elements of work
activity. Work sampling is also known as activity sampling. It can be also used to esti-
mate equipment or vehicle utilization.

b. For DCAA applications, the observed activities are grouped into one of two main
classifications: working or nonworking.

(1) The working classification can be subdivided into desirable or undesirable.
Hands-on activities like assembling, machining, drawing, designing, etc., are desirable
work related efforts, while waiting for material handlers to move parts, talking to supervi-
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sor, cleaning work areas, or walking to get tools, though necessary, may be undesirable
activities.

(2) Nonworking activities include unnecessary delays, needless walking, nonbusi-
ness conversations, personal time, etc. These activities may be broken down further to
help identify contributing factors. The degree of detail will depend on the overall objec-
tives of sampling, the type of work environment, and the sampling plan.

I-104 Assessing the Reasonableness of Labor Costs

a. Contractors develop labor estimates and budgets based on incurred labor cost histo-
ry. If these costs reflect undesirable work activities, they are not a reasonable basis for
estimating future costs. Typically, auditors perform two significant audits to determine
whether incurred labor costs are allocable and reasonable. These audits are:

(1) Labor allocation audits determine whether the contractor's workers are charging
the activities to which they are actually assigned.

(2) A work sampling study estimates the amount of time that workers spend on
various activities.

b. The typical DCAA work sampling audit does not assess worker effectiveness or
efficiency. Its primary concern is whether the work force is working.

I-105 Application of Statistical Sampling

a. The statistical basis for work sampling is the same as that for the statistical
sampling methods discussed in the Attribute Sampling Guidebook. The objective of
work sampling should be to make unbiased and representative observations. The
observations to be made must be selected randomly from the entire work sampling
universe. The observations themselves must be free of any bias. If these conditions are
met, the sample results will differ from the actual conditions in a random manner and
will be a representation of the activities in the universe under study. Furthermore, with
an increasing number of observations, the sample results will more closely approximate
the actual conditions.

b. Work sampling can enhance auditor productivity. Worker activities, like records or
items in an account or bill of materials, can be sampled instead of being totally or continu-
ously audited.

I-106 Advantages, Terminology, and Software

a. Some of the primary advantages of work sampling are as follows:
(1) Sampling is less expensive than continuous observation techniques.
(2) Observers with minimal specialized training can conduct the sampling.
(3) The number of observations can be adjusted to meet desired levels of precision.
(4) Sampling is an effective means of collecting facts that would not normally be

collected by other means.
(5) Sampling results in less anxiety and agitation among workers than continuous

observation.
(6) There is minimal interference with the worker's normal routine.

b. An understanding of the principal work sampling terms is necessary to use this
guidance and work sampling software. Key terms and their definitions are as follows:

(1) Survey Area (Universe): the total of all workers or machines to be covered in
the survey.

(2) Preliminary Survey (Probe): the preliminary "work/no-work" observations are
conducted to determine the general amount of nonworking in the survey area. This survey
helps to estimate the approximate number of observations that will be required for the
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work sampling audit. Additionally, the preliminary survey aids in identifying the catego-
ries of nonworking activity.

(3) Preliminary Point Estimate: the preliminary estimate of nonworking activity de-
termined either by the preliminary survey (probe) or past experience.

(4) Knowledge Workers: those workers whose output is mostly intangible (e.g.,
accountants, engineers, clerks, etc.). Often referred to as nontouch workers.

(5) Physical Workers: those workers whose output is mostly tangible (e.g., welders,
machinists, assemblers, etc.). Often referred to as touch workers.

(6) Group Sampling: a method in which groups of workers are collectively ob-
served at randomly selected areas and times.

(7) Individual Sampling: a method in which the workers are randomly selected and
individually observed at randomly selected times.

(8) Observation Tour (Round): a tour performed at a specific time to determine the
work classification of an individual worker or a group of workers.

(9) Observation: the recorded results of an individual or group sampling observation
tour. An example of a group observation is: 5 working, 3 nonworking (2 nonbusiness talk-
ing, 1 reading newspaper).

(10) Observation Time: a randomly selected time for initiating an observation.
(11) Nonworking Activity: that effort which does not contribute to the output of the

operation. Eating and nonbusiness talking are examples of nonworking activity.
(12) Working Activity: that effort which directly or indirectly contributes to the

output of the operation. Assembling and designing are examples of working activity.
(13) Undesirable Working Activity: an activity that is classified as working but can

be eliminated or reduced by improved procedures. Examples include walking, waiting,
cleaning, etc.

(14) Confidence Level: the chance (or probability) that the true universe value that
is being estimated by the sample is included in a specified range (see item (15) below). In
evaluation of sample results, the desired confidence level is specified by the sampler and
the precision range is computed accordingly. In sample size determination, both the de-
sired confidence level and the desired precision range are specified, and the sample size is
computed accordingly. For example, if the desired confidence level is 95 percent and the
precision range computed from the sample results is from 12 to 18 percent nonworking,
there is a 95 percent chance that the true nonworking is between 12 and 18 percent. Nor-
mal desired confidence levels are 90 or 95 percent.

(15) Precision Range: a range of possible universe values that is determined accord-
ing to the confidence level (see item (14) above). When computed from sample results to
meet a specified confidence level, the precision range consists of an upper and lower limit.
In sample size determination, the desired precision range (sometimes referred to as desired
precision) is specified along with the desired confidence level. It does not depict an upper
and lower limit, but instead it consists of a desired limit on the amount by which the sam-
ple point estimate might differ from the true universe value. In work sampling desired
precision ranges are typically 6 percent.

(16) Consideration Factor: a factor or consideration to allow for some nonwork
related activities which is determined based on the sampling plan to allow for some non-
work related activities, Accordingly, it is applied to reduce the observed non-work amount
by that amount.

c. A spreadsheet program or DCAA software may be used to process the results of a
work sampling study. The DCAA software was developed internally and can analyze in-
dividual or group sampling results. Consult your regional operations audit supervisor, or
OTST for further information. A copy of the software is available on the DCAA intranet.
The DCAA software computes the average percentage of nonworking activity, related
precision ranges, and estimates of the number of observations required to achieve desired
precision at various confidence levels. In addition, the program can be used to analyze
causes, areas, and timeframes of nonworking activity.
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I-200 Section 2 --- Planning for Work Sampling

I-201 Introduction

The section presents the step-by-step procedures of planning and preparing for a work
sample.

I-202 Decision to Sample

The decision to work sample may be based on general perceptions or specific findings.
Examples include routine floor checks that reveal a significant amount of non-work activi-
ties or unnecessary staffing, or volume adjustments that suggest the need for staffing re-
ductions where none have occurred. Whatever the stimulus, a probe can be performed to
determine the need for a detailed work sampling audit.

I-203 Planning the Work Sample

a. At the outset, prepare an audit program with audit steps for the preparation of a sam-
pling plan. Be sure to dedicate adequate time and resources to the sampling plan. General
steps are as follows:

(1) Develop audit objective and define the universe.
(2) Establish familiarity with contractor's operation.
(3) Choose either the group or individual sampling method.
(4) Obtain necessary data from contractor (such as organization charts, plant lay-

outs, and shift schedules).
(5) Determine activity classifications for workers being audited.
(6) Design observation forms to accumulate and summarize data.
(7) Conduct a probe to evaluate classifications, estimate nonworking activity, eval-

uate observation areas, as well as any other required area or activity.
(8) Establish audit dates and duration.
(9) Estimate sample size and select audit staff.
(10) Prepare team folders containing such items as schedules, observation forms,

and plant layouts.
(11) Train audit team observers.
(12) Estimate the consideration factor (I-204).

b. The sequence and steps may be altered to fit specific situations as particular audits
evolve or may be tailored to suit uniquely different audits.

I-203.1 Defining Audit Objective, Universe, and Work Sampling Method

a. The auditor should begin by defining the audit objective. List various reasons for
considering work sampling, such as excessive walking, idleness, and poor use of re-
sources. Define the universe (area, population, and work periods) to be studied. These two
steps will help clarify and focus the audit. As a part of the audit objective, develop a pre-
cise statement of purpose. Data accumulation and savings computations hinge on a pre-
cisely defined objective.

b. The auditor should become familiar with the target universe. Information sources
include facility layouts, organization charts, department charters, product lines, process
sheets, and occupation codes. Gather information about support service functions and are-
as including test labs, CAD/CAM rooms, technical libraries, tool cribs, stock rooms, pro-
duction/quality control points, and setup and maintenance areas.

c. Choose either the individual or group sampling method.
(1) In individual sampling, for each observation, a worker is randomly selected

from the defined population. The activities of the entire defined population are determined
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based on an analysis of the activities of the randomly selected workers. The advantages of
the individual method are as follows:

(a) Individual sampling allows detailed scrutiny of employee work activities.
The observation consists of only one individual worker at a time. Any missing worker in
the sample must be accounted for.

(b) Individual sampling adapts readily to detailed classification of activities.
This aids in the analysis of nonworking activities.

(2) In group sampling, for each observation, the activities of groups of workers
from the defined population are recorded. The advantages of the group method are as fol-
lows:

(a) Group sampling requires, at maximum, less than half the time to conduct
each observation round. Seeking specific individuals is time consuming.

(b) Group sampling is less disruptive to the work force because individuals are
not singled out for sampling and, unlike individual sampling, no follow-up action to ac-
count for missing workers is required. Therefore, discussions with supervisors or cowork-
ers to trace whereabouts of individuals are avoided.

(c) With group sampling, the potential for worker-induced bias is reduced.
Workers are not forewarned, as is likely when specific individuals are sought.

d. Select the appropriate sampling plan and selection procedure. The sampling plan can
be either simple or stratified, and random sample selection procedure can be either unre-
stricted or restricted.

(1) Restricted sample selection generally takes the form of systematic sampling.
For a general discussion of random sample selection procedures geared to audit sampling,
see the Variable or Attribute Sampling Guidebooks. The concepts are fully applicable to
work sampling. Systematic sample selection in work sampling generally is most useful in
setting the time when rounds will be made. A fixed time interval between one observation
and the next is established. The time interval must be large enough to give the sampler
adequate time to make a round at one location and move to the next. The starting time, the
time of the first observation, is selected randomly and can be anywhere between a speci-
fied minimum and maximum starting time. The difference between the minimum and
maximum starting times must equal the fixed time interval the subsequent observations
are to be made. Subsequent rounds must be made at fixed intervals from the randomly
selected starting time.

(2) A stratified sampling plan consists of subdividing the universe into strata, which
are essentially separate smaller universes. Either simple or systematic selection can be
used on the individual strata. There are various reasons for stratification. As discussed in I-
400, it enables the sampler to control the number of sample observations that are drawn
from specified subsets (strata) of the universe. In group sampling, stratification can yield
sample results that are more precise than those of simple random samples of the same
sample size. This would be the case when certain areas of activity can be expected to have
exceptionally high variation (or wide fluctuation) in nonproductive activity from one ob-
servation to the next. If stratification is done, the strata should be well defined and the
conclusions based on the sample from each stratum should be limited to that stratum.

I-203.2 Obtaining Contractor Data

a. Notify the contractor of the pending work sampling audit. In a brief formal letter,
explain the sampling technique, purpose, and tentative schedule. Request that the contrac-
tor assign a liaison contact. Also, if appropriate, propose a date for an entrance conference.
Ask for support from key contractor and government personnel in not disclosing infor-
mation to the workforce about the pending audit.

b. At some early point, ask the contractor for data needed to support the audit. Typical
pre-sampling information includes:

(1) Detailed maps or layouts of work areas and facilities.
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(2) Department charters, job classifications, and position descriptions.
(3) Policies and schedules for work hours and break and lunch times.
(4) Procedures for labor utilization and work measurement.
(5) Organization charts and employee rosters.
(6) Other relevant information or IT file access that will facilitate the audit.
(7) Union environment and agreements

c. In addition, arrange to interview supervisors responsible for the areas to be sam-
pled. Ascertain their understanding of policies and practices relative to their responsibil-
ities. Emphasize the importance of not disclosing the upcoming work sampling activi-
ties to the workforce.

I-203.3 Classifying, Formatting, and Probing

a. In work sampling, subcategorization of activities under "working" and "nonwork-
ing" is desirable. Define subcategories that are clear, concise, and mutually exclusive.
Subcategories should permit "snapshot" observation and recording without time-
consuming decisions. Create enough classifications to sustain audit objectives without
being too exhaustive. If the number of classifications is excessive, sampling may be-
come too cumbersome to accomplish effectively. Below is an example of subcategoriza-
tion. W1 and W2 are subcategories of work activity, whereas N1, N2, N3, N4 are sub-
categories of nonworking activity. This example may be used as a model to develop a
sampling plan. Modify or expand the subcategories as appropriate to reflect the sam-
pling population and type of work being evaluated. Subcategories not described below
may be required to perform a good work sample that meets the specific audit objectives.

(1) Working subcategories:
W1: Operative or "hands-on" (such as machining, welding, setting up, cleaning,

inspecting, adjusting, and monitoring)
W2: Business conversations (including conversing with supervisor, engineer,

maintenance, material handler, and timekeeper)
(2) Nonworking subcategories:

N1: Idle (such as waiting on assignment, material, tools, maintenance, and in-
spection)

N2: Personal (including eating, drinking beverage, smoking, and tending to
personal hygiene)

N3: Non-business talking (such as joking and chitchatting)
N4: Miscellaneous (such as horseplay, reading newspaper, gambling, and sleep-

ing)
b. Design the observation form in a simple chart format. Leave adequate space to

record brief comments that make each observation unique. For every round, one form is
used to collect, summarize, and input observed activity. These forms become part of the
working papers to support the audit position.

c. Conduct a probe to test the adequacy of the observation forms and the adequacy of
overall preparation. The probe will also provide a preliminary point estimate. The point
estimate is used to determine sample size from which an audit timeframe and staffing
needs can be calculated. The probe also provides data that can be used to familiarize
auditors with the Agency's work sampling software.

I-203.4 Scheduling, Sizing, and Staffing

a. Schedule the dates and duration of work sampling to cover a period of operation that
is typical of the contractor's normal business activity. Key factors to consider are required
sample size, audit team availability, contractor production and work schedules (including
shutdowns, holidays, and vacations), and the cyclical nature of worker activities. Sampling
periods of 5 to 10 cumulative days in duration are preferred. Sampling periods should
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never be less than five days. If the number of work days in the sampling period is greater
than the number of observation days, observation days should be selected randomly in the
sampling period.

b. Sample size is estimated by using the Agency work sampling software.
(1) The sample size for individual sampling is derived by selecting an option-for

sample size and specifying the point estimate, confidence level, and precision range.
(2) To estimate a sample size for group sampling, conduct the probe and input the

requested data. The software will analyze the data and provide a table of sample size for
five different confidence levels with precision ranges.

(3) The sample size will vary with the amount of nonworking activity, desired con-
fidence level, and desired precision. However, precision has the largest effect on a sample
size. The effect of each of these three factors on the sample size are as follows:

(a) For a given desired confidence and precision level, the required sample size
will increase with the amount of nonworking activities until the nonworking activities
reach 50 percent. After nonworking activities exceed 50 percent, the sample size will then
begin to decrease with further increases in nonworking activities.

(b) For a given level of nonworking activity (the point estimate) and a given
desired precision, the required sample size will increase with an increase in the desired
confidence level.

(c) For a given level of nonworking activity and a given desired confidence
level, the required sample size will increase with a decrease in precision range (more pre-
cise) and decrease with an increase in precision range (less precise).

c. Audit team staffing is based on sample size divided by potential number of observa-
tions per team per day (visits in the case of group sampling). Allow a sufficient margin of
extra observations to compensate for possible problems. If possible, schedule about twenty
percent additional observations. These extra observations will strengthen the audit.

(a) Determine the number of people required, select the individuals, and advise
them of scheduled dates for training and auditing.

(b) Do not understaff. Work sampling is a physically demanding activity that
will require occasional substitutes.

I-203.5 Training Audit Teams

a. Prepare one folder for each team including predated and sequenced observation
forms with specific times and locations (and people, if using individual sampling), daily
summary sheets for tabulating observations, a copy of the defined activity classifications,
facility maps, and any other relevant information.

b. Schedule a training day for all team members as close as possible to the first audit
day. Key points to emphasize include:

(1) scope and objective of the work sampling study.
(2) classifications of activity.
(3) work sampling forms administration.
(4) use of maps and layouts.
(5) role of team members.
(6) observation techniques.

c. Provide the work sampling teams with an opportunity to practice under audit condi-
tions. This practice may help air many remaining questions before the actual sampling
begins.

I-204 Establishing the Consideration Factor

a. Since some nonworking-related activity is virtually unavoidable and can be expected
at any work place, a consideration factor is applied to lower the observed nonworking-
related activities. This factor is known as the work sampling consideration.
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b. In DCAA work sampling audits, the amount of the work sampling consideration will
vary depending on variables such as the type of industry, work environment, sampling
plan (classification of working and nonworking categories), sampling universe (time and
area under observance), company policies and procedures, and union contracts. Because of
the various complexities involved, there are no set guidelines in industry for developing
work sampling consideration factors. Therefore, the judgment of the auditor in determin-
ing reasonableness of the observed levels of nonworking activities is extremely important.
The following guidance is provided to help the auditor develop work sampling considera-
tion factors.

I-204.1 General Discussion

The normal industry or contractor PF&D (personal, fatigue, and minor delays) allow-
ance factors used for setting labor standards for measuring productivity should not be ap-
plied to work sampling studies. These factors are used in situations where a job is scruti-
nized in great detail and the normal time for performing the task is determined by an
industrial engineer or other experienced time-study staff A DCAA work sampling study
does not measure productivity. However, these factors can be used as a guide in estimating
work sampling considerations. The auditor should analyze the contractor's PF&D factors
and make any needed adjustments based on the sampling plan. A majority of DoD con-
tractors do not use engineered work measurement standards and may not have PF&D fac-
tors that can be used for this guidance.

I-204.2 Personal Component

a. Personal needs are normally met by visiting restrooms, water fountains, the cafete-
ria, and taking breaks in a work area. Companies normally allow one break in the morning
and one in the afternoon, of 10 to 15 minutes duration, to meet these needs. This is equiva-
lent to 4.2 to 6.3 percent of daily work time. The length of these breaks is normally speci-
fied in a union contract or in the company's policies and procedures.

b. In a work sampling study, DCAA does not normally make observations during
break times. Additionally, personal needs during work periods are commonly met outside
the immediate work areas. Therefore, very little consideration, if any, is required to com-
pensate for personal needs.

c. In instances where employees do not have scheduled breaks or where their break
areas are not excluded from the sampling universe, some consideration is necessary. This
consideration is necessary because some employees may prefer to take breaks in their
work areas.

d. Generally a 4 to 5 percent consideration could be considered appropriate providing
the following two conditions are met: (1) all areas except restrooms and lunchrooms are
included in the sampling universe, and (2) all work hours, including break times, are in-
cluded in the sampling universe.

I-204.3 Fatigue Component

a. Fatigue normally results in a slowdown of work pace and, in some instances, a
minor stoppage of work. However, it is believed that breaks help to reduce the effects of
fatigue. Some experts in the field of work measurement suggest that no additional fa-
tigue allowance is necessary in companies with scheduled work breaks, except in unu-
sual situations.

b. DCAA work sampling does not measure the efficiency of employees or the speed
at which they work. DCAA work sampling simply records whether an individual is
working or not working. Therefore, under normal circumstances, a consideration for
fatigue is not necessary.
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c. However, certain work environments (e.g., hot and humid foundry working condi-
tions, or the continuous observance of monitors) may necessitate workers taking short
"breathers." These breathers may be accomplished in work areas and include eating,
smoking, and talking to other workers; or they may take place outside work areas and
include visiting a water fountain, using the restroom, or getting coffee. If unscheduled
relief from monotonous work is achieved outside the workplace, DCAA work sampling
will not normally observe it,, in which case no consideration is necessary. However, if the
relief from monotonous work is achieved at the workplace, some considerations may be
necessary. Since each work environment is different, the consideration has to be left to the
auditor's judgment. Normally a range of 1 to 3 percent consideration may be more than
adequate.

I-204.4 Minor Delay Component

a. Minor delays (such as talking to a supervisor, waiting for someone to get out of the
way, or changing tools) are work interruptions over which an employee does not have
direct control. Since these delays occur randomly, an individual performing a time-study
to establish labor standards to measure labor productivity will exclude this time from total
observed time. Then, based on the type of work observed, he or she adds a reasonable
amount of time to the raw work time to compensate for the delays. In the absence of in-
house developed allowances for delays, the manufacturing industry normally adds 5 per-
cent to develop work standards.

b. Most traditional minor delays, which are considered undesirable when setting
productivity standards, are normally identified as work-related activities in DCAA work
sampling audits. Therefore, very little delay consideration for work sampling is neces-
sary. However, unusual situations (such as frequent waiting for inspectors to approve
work) may result in employees performing activities other than those which are consid-
ered work related activities by the DCAA study. As addressed in I-204.4c., if it is de-
termined that other work-related activities cannot be performed during these interrup-
tions, a reasonable consideration may be necessary.

c. The work sampling study itself may identify various types of interruptions that
commonly occur in the work area. Accordingly, the auditor may want to wait until the
work sampling study is complete before making an evaluation for determining the rea-
sonableness or the need of a delay consideration.
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I-300 Section 3 --- Conducting and Analyzing Work Sampling

I-301 Introduction

This section presents guidelines for conducting the actual work sample and analyzing
the results.

I-302 Conducting the Work Sample

One auditor should be designated as the overall coordinator for the work sampling
application. The coordinator has the following responsibilities.

a. Arrange for adequate office space for teams to meet, communicate, and prepare
daily reports. Team leaders are responsible for generating narrative summaries of each
day's observation experience. Summaries should include potential causes for nonworking
activity, contractor supervisor and employee attitudes, impact of environmental factors,
etc. These summaries will be used in conjunction with the work sampling results to
produce the final audit report.

b. Establish sampling schedules that are realistic and will minimize errors caused by
haste. Emphasize the need to avoid personal absence and tardiness. Have substitutes
readily available for unavoidable absences. Initial, as well as subsequent observations
must be taken at the pre-selected times.

c. Meet with observers at the start and close of each day to make pairings and
assignments and distribute folders. Use these sessions to verify completeness,
organization, and accuracy of folder information and communicate collective concerns
and resolve each day's problems.

d. Review each team's daily summaries and, as necessary, spot-check observation
forms for accuracy and completeness. Arrange for input of data to DCAA software or
other applicable software, request desired output, and analyze cumulative performance
against objectives. Review the software output to:

(1) Compare and contrast team performances to isolate unusual trends. Rotate
auditor pairings frequently to minimize the possibility of bias. Encourage team members
to switch, at least once per day, the job of recording observations. Observations should be
made independently, but discussed and agreed upon before recording.

(2) Track daily point estimates to verify adequacy of projected sample size. This is
done by computing an updated required sample size using the updated point estimate and
the original values for the desired precision range and confidence level.

I-303 Evaluating the Work Sample Data

The primary objective of work sampling is to determine how well contractors use their
resources. Evaluation of sample data is the last step in that process.

a. The DCAA software provides different sort options for sample data. Subareas of the
contractor's operation may be brought into focus by sorting the data with respect to such
characteristics as date, time, shift, area, department, supervision, process, product, teams, etc.

b. Examine the data using various sorts to identify subareas of unusual nonworking
activity. Concentrate analysis on subareas impacting audit objectives. Only subareas which
make up a stratum (as defined in the original sampling plan) can be validly assessed
statistically, but other examinations can still yield useful information.

c. Focus attention on the "nonworking" and "undesirable working" classifications in the
sampling.

(1) For activities classified as non-working, expect to find histogram spikes occurring
around start-up, break, lunch, and quit times. Late starts, extended breaks, and early quits are
indicative of relaxed work rules. Another non-working classification, "talking," occurs
frequently at remote and isolated work stations where direct supervision is infrequent or
unstructured work is performed.



I12 February 26, 2015
I-304

DCAA Contract Audit Manual

(2) Activities classified as undesirable working activity such as excessive walking,
frequent business discussions, repetitive equipment and tool problems may indicate poorly
trained employees or poorly engineered products, processes, or production environments.

d. Work sampling data is the "effect" portion of the "cause/effect" sequence. The con-
tractor is ultimately responsible for determining cause and implementing corrective action.
There may be data in the supporting summaries that suggests "cause". Sharing such useful
information with the contractor is appropriate.

e. Undesirable activities should be documented for follow-up in future work sampling
studies.

I-304 Summarizing the Audit

a. Draft the audit report using the format in 10-400 and discuss findings with the su-
pervisory auditor.

b. Consult with the Agency technical specialists as necessary.
c. Organize supporting documentation and arrange for exit conference.
d. Conduct an exit conference in accordance with 4-304.
e. Prepare final audit report.
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I-400 Section 4 --- Work Sampling Concerns

I-401 Introduction

The section discusses major concerns specific to the sample as a valid representation of
the universe, stratification, and bias. An understanding of statistical sampling (Variable
and Attribute Sampling Guidebooks) is recommended when using this section.

I-402 The Sample as a Valid Representation of the Universe

The universe in a work sampling study is the contractor activity being audited.
Operationally, it is defined in terms of the entire work environment connected with the
activity, including the work force, the work period, the workplace, and the work itself. For
purposes of statistical sampling, the universe consists of all possible observations of the
activity that could be made. Any sample that gives every possible observation an equal
chance of selection is a valid representation of the universe.

I-403 Stratification of the Work Sample

a. Stratification divides the universe into separate smaller universes, or strata.
Stratification in the typical audit context is discussed in the Variable Sampling Guidebook,
the primary reason cited being the potential for improvement in sampling precision. The
same principles can be applied directly to work sampling but there are also other reasons
for stratification. Among these reasons is control of the relative proportions of different
types of observations that appear in the sample.

b. In work sampling, the observed event is the activity of the observed individual(s) at
the moment of observation. However, the sampler is often interested in the nonworking
status of specific subsets of the universe, categorized according to such characteristics as
day of the week, type of work, or shift. There is an intuitive (but unwarranted) impulse to
require that such characteristics be represented in the sample in the same proportions as
they exist in the universe. However, a valid sampling procedure provides no guarantee that
these characteristics will be proportionally represented.

c. The occurrence of specific characteristics in the sample can be controlled through
stratification according to the characteristics. If it is considered important, for instance,
that specific proportions of the sample items be drawn from each work shift, the universe
could be stratified according to shift. This in effect would create a separate universe (stra-
tum) for each shift. Each stratum could be further stratified by type of work if so desired.

d. In work sampling, stratification by day of the week is the most frequent stratification
scheme, yet there is little mention of stratification in work sampling handbooks or similar
literature. The sampler may not even be aware of the stratification, but it is implicit any-
time the work sampling plan calls for a specific number of observations per day. Error
results not during the sampling itself but when evaluation of the sample results ignores the
stratification.

e. For administrative and practical convenience, work sampling plans often require the
same number of observations per day of the study. Handbook literature that deals with this
practice ignores the implicit stratification. The reason for this omission is that with suffi-
ciently large sample sizes, the effect of the practice is minimal. Work sampling studies
typically involve at least several hundred observations, and often involve more than a
thousand. With such large sample sizes, it is overwhelmingly likely that very close to the
same number of observations per day would be drawn anyway, even if the daily constraint
were not placed on sample selection. In such cases, the error incurred by evaluating the
sample as though no stratification were done is minimal.

f. Workers within a population differ in numerous ways. There can be touch/ nontouch,
technical/administrative, hourly/ salaried, union/ nonunion, and supervisor/ subordinate
personnel within a given population. Because of these differences, the auditor should first
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define the population in which the study will be conducted. Depending on the audit objec-
tive, the contractor's population may be subdivided or stratified. The contractor's organiza-
tional structure may provide a logical population grouping. Exercise care when defining
the strata.

g. Selection of the work sampling study period must be done carefully so that
contractor operations during the period typify operations throughout the year. Periods
include days of the year and times of the day.

(1) Most work sampling studies are conducted over a 1-2 week period. Special
attention should be directed at period selection. It may be appropriate to consult with the
contractor to arrive at a mutually acceptable time to conduct the study. Advance
agreement should eliminate subsequent problems on this point.

(2) Consider the impact of shift work on worker behavior. As a general rule,
working activity deteriorates from first to second to third shift. Reasons for the decline in
work activity include inadequate offshift supervision and support.

(3) Exclude from consideration certain time periods in the contractor's universe that
will bias the study. Examples include time segments surrounding major staffing or
production schedule changes, holidays or pending plant shutdowns, or significant weather
extremes which affect the work. Inclusion of these periods would distort the nonworking
content in the study.

(4) The time period over which the sampling will be conducted should emulate a
typical day's operations. To illustrate, consider cyclical variations which occur normally
within a workweek. Monday morning and Friday afternoon are typically transition times.
However, to avoid bias, each work day must be given an equal opportunity to contribute to
the sample.

(5) Periodicity is the tendency of subjects to adapt to normal routine or fixed
patterns. Examples of periodicity include start, break, lunch, and quit times. Typically,
high nonworking activity clusters around these periods. Randomly selected observation
times will ensure inclusion of these periods.

I-404 Avoiding Observation Bias

a. Observation bias, sometimes referred to as measurement bias, is the tendency to
either overestimate or underestimate the true value of the observed event. Intentional
or otherwise, observation bias can be caused by both the observer and the observed.

b. Bias caused by observers can be eliminated through proper training and
formation of observation teams.

(1) A team should normally consist of two people. It may consist of two
auditors, though teaming an auditor with a procurement employee or a contractor's
representative can promote acceptance of work sample results. Teams of more than
two should be avoided because they become conspicuous, distract the work force, and
thereby induce observation bias through their influence on the observed.

(2) Conduct training first in a classroom environment, then in the workplace.
Establish clear, concise procedures and mutually exclusive classifications. Anticipate,
discuss, and resolve "gray areas" (telephone or face-to-face conversation classifications)
and issues of potential disagreement.

(3) Advocate techniques that prevent classification problems. Nonworking workers
often alter their activity once aware of observers' presence. Avoid arriving too early for an
observation. Loitering in the area will likely bias the observation.

(a) Classify based on the first impression; the "snapshot" observation. Use
worker's subsequent behavior modification to confirm initial suspicion of nonworking
activity.

(b) In some instances the snapshot is inadequate. A closer observation
supplemented with listening may be required.
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(4) Before the regular study, observers should tour the workplace. "Walk
throughs" condition observers to the workers' environment, and reduce the likelihood
of bias in actual observations.

(5) Work sampling does not require in-depth knowledge of the work being
performed. The observer need know only whether the worker is working. Most of the time
that will be obvious. If questionable, classify them as "working." The study will not suffer
from these infrequent cases of indecision.

c. In addition to the observers, those being observed are sources of potential observa-
tion bias.

(1) The employees under observation can influence the outcome of the study.
Workers might change their activity once they are aware of being observed. Such influ-
ence can be minimized or eliminated by varying routes, blending with appropriate attire,
expediting observations, and being as nondisruptive as possible. Avoid discussions with
the workers unless essential.

(2) If the first day or two of the audit reflects abnormal working activity, i.e.,
results substantially different from the preliminary probe, bias is to be expected. Rou-
tine will return as workers become accustomed to the observation teams. If strong bias
exists, early data may be discounted.

(3) Delay or terminate the audit if deliberate biasing occurs. Overt attempts by con-
tractor management to bias the sample may include: restricting access, staging work, limit-
ing the universe, signaling workers, etc.
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CHAPTER 6 

6-000 Incurred Costs Audit Procedures 

6-001 Scope of Chapter 

This chapter presents general guidance on auditing costs incurred under the broad types 
of contracts and functional areas of cost incurrence. Chapter 5 provides guidance on systems 
and internal control structure audits; Chapter 7 provides more specific guidance on auditing 
selected areas of cost; and Chapter 8 covers specific requirements of the Cost Accounting 
Standard Board rules, regulations and standards. Section 6-100 includes guidance on the 
integration of incurred cost audit procedures required by Chapters 1 through 8. 

6-100 Section 1 --- Introduction to Incurred Cost Audit Objectives 

6-101 Introduction 

a. This section provides introductory guidance on the contract audit objectives and 
approach for incurred costs, including general considerations that apply under all types of 
contracts and for all cost categories. 

b. In conducting incurred cost audits, observe any operations security (OPSEC) 
measures required by current DoD contracts or requests for proposals, in accordance with 
3-205. 

c. FAR 42.703-1, 10 U.S.C 2313(d) and 41 U.S.C. 4706(e) require that contracting 
officers determine whether a previously conducted audit of indirect costs meets the current 
audit objectives for indirect costs on executed contracts, subcontracts, or modifications. If 
data can be obtained from an existing source, Federal Agencies are not to conduct duplica
tive audits of indirect costs. See 1-303e. 

6-102 Audit Objectives and Approach for Incurred Costs 

6-102.1 Audit Objectives 

The auditor's primary objective is to examine the contractor's cost representations, in 
whatever form they may be presented (such as interim and final public vouchers, progress 
payments, incurred cost proposals, termination claims and final overhead claims), and to 
express an opinion as to whether such incurred costs are reasonable, applicable to the con
tract, determined under generally accepted accounting principles and cost accounting 
standards applicable in the circumstances, and not prohibited by the contract, by statute or 
regulation, or by previous agreement with, or decision of, the contracting officer. In addi
tion, the auditor must determine whether the accounting system remains adequate for sub
sequent cost determinations which may be required for current or future contracts. The 
discovery of fraud or other unlawful activity is not the primary audit objective; however, 
the audit work should be designed to provide reasonable assurance of detecting abuse or 
illegal acts that could significantly affect the audit objective. If illegal activity is suspect
ed, the circumstances should be reported in accordance with 4-700. 
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6-102.2 Audit Approach 

a. Incurred cost audits are usually performed on a contractor-wide basis. This approach 
recognizes the efficiency of addressing the adequacy of management and financial sys
tems and controls combined with transaction testing across all business activities as op
posed to contract by contract audits. Only in certain low-risk situations would DCAA au
dit individual contracts, such as an audit of a small-dollar contract at a multi-million dollar 
corporation where the small contract represented the company's only business with the 
Government. 

b. For major contractors and contractors with significant negotiated firm-fixed-price 
contracts, audits of relevant accounting and management systems will be performed on a 
cyclical basis and form the foundation for determining the nature and extent of transaction 
testing necessary on individual incurred cost audits. See Chapter 5 for guidance on audits 
of contractor's internal controls. 

c. For nonmajor contractors, separate audits and reports on individual contractor ac
counting and management systems may not be necessary. An understanding of the con-
tractor's internal control structure may be gained at the time of the final overhead audit or 
during individual contract audits. The auditor's understanding of the internal control struc
ture gained from these audits should be documented in the permanent file. (See 5-111 for 
further guidance on auditing internal controls at nonmajor contractors.) 

d. Regardless of the audit approach, in all audits emphasis will be on determining the 
overall acceptability of the contractor's claimed costs with respect to: 

(1) reasonableness of nature and amount; 
(2) allocability and capability of measurement by the application of duly promul

gated Cost Accounting Standards and generally accepted accounting principles and prac
tices appropriate to the particular circumstances; and 

(3) compliance with applicable cost limitations or exclusions as stated in the con
tract or the FAR. To ensure the application of the appropriate cost principles, auditors 
must consider the dates the contracts were awarded. The FAR Cost Principles Guide 
(available on the DCAA intranet, under Library) provides a history of each cost principle 
from the inception of the FAR and enables the auditor to determine the applicable cost 
principle at a particular point in time. 

e. Auditing incurred costs at multi-segment contractors where an incurred cost submis
sion covers more than one contractor location requires cognizant auditors to ensure that 
audit responsibilities at each location are clearly defined to ensure appropriate audit cover
age and reduce the potential for duplication of audit effort. For many multi-segment con
tractor locations, the cognizant Contract Audit Coordinator (CAC) or Corporate Home 
Office Auditor (CHOA) may use a Responsibility Matrix (a copy of this EXCEL work
book is in APPS, Other Audit Guidance) to facilitate in identifying the cognizant auditor 
responsibilities. This matrix serves as a tool to collect information on the multi-segment 
contractor’s incurred cost proposals (as well as information on internal control systems, 
CAS, EVMS and offsite locations). The Responsibility Matrix contains an incurred cost 
worksheet that details the coverage for incurred costs audits company-wide and identifies 
(1) the locations where an incurred cost proposal is received and certified, and (2) where 
the books and records are maintained, and the related responsibility of each FAO to per
form a complete incurred cost audit, assist audit, and/or MAARS 6 and 13 assignments. 
The lead FAO will generally be the segment where the proposal is certified and should 
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promptly notify any impacted FAOs of the costs they are responsible for auditing, if any. 
FAOs cognizant of segment locations should initiate assist audits from off-site locations as 
necessary. FAOs cognizant of off-site locations should not self-initiate audits of incurred 
costs. Assist audit reports should opine only on the audit area (e.g., offsite rate) audited. 

6-103 Audit Scope - Incurred Costs 

6-103.1 General 

a. The procedures and audit guidance presented in this chapter are applicable to all 
contract audits. However, the auditor must exercise professional judgment in selecting 
which procedures and techniques are appropriate in the circumstances. The scope of work 
necessary is a matter of audit judgment considering the contract auditing and reporting 
standards in the context of a variety of factors which might be involved in a particular 
audit. See Chapter 3 for these factors. Additional considerations are the Mandatory Annual 
Audit Requirements, which are intended to assist in achieving the appropriate scope of 
audit (see 6-105). 

b. The auditor will normally integrate the audit procedures required by Chapters 6, 7, 
and 8 with audits of the contractor's policies, procedures, internal controls, and accounting 
and management systems required by Chapter 5. Also, the Government auditing standards 
and other procedures covered by Chapters 1 through 4 apply to the audit of incurred costs. 
See 4-104 for guidance on providing notice to the ACO of the audit. 

c. If the contractor has received a significant amount in Federal awards from a non-
DoD agency, and the non-DoD agency is unwilling or unable to reimburse DCAA for its 
portion of DCAA’s incurred cost audit services, this may constitute a limitation on the 
scope of audit, and auditors should follow the procedures in 15-102.2. 

6-103.2 Coordination with Field Detachment 

a. In planning the audit, the regional FAO should determine if audit assistance is re
quired from the Field Detachment auditors. This may be determined by considering prior 
audit experience with the contractor and through discussions with the contractor at the 
entrance conference. If the regional FAO does not have access to Federal awards because 
they are classified, audit assistance from the cognizant Field Detachment FAO should be 
requested. 

b. When regional and Field Detachment FAOs have joint audit responsibilities, the 
objective is to achieve a comprehensive, coordinated, and integrated incurred cost audit. 
Annual coordination meetings should be held between the FAOs to determine their respec
tive responsibilities (see 6-405.4a). 

c. In all cases where classified work is involved, the regional FAO should request as
sistance from the Field Detachment. If necessary, the Field Detachment will coordinate 
audit matters with the other Government audit organization(s). The Field Detachment 
FAO will communicate the results of audit in an assist audit report to the regional FAO or 
may use the one audit approach, if appropriate. 

d. The scope of the incurred cost audit may be limited when a significant amount of 
contractor expenditures under Government contracts is excluded from the scope of 
DCAA’s audit because the DCAA auditors (including Field Detachment auditors) do not 
have access to or cannot rely upon the work of other Government auditors related to cer-
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tain restricted or classified information. Depending upon the significance of the excluded 
costs, these situations may warrant the issuance of a qualified audit opinion or disclaimer 
of opinion (see 10-210.3 and 10-210.4). 

e. DCAA FAOs will rely on the work of other DCAA offices (including Field De
tachment) without making reference to the work performed by that office in the audit re
port (refer to 4-1006.2b). The regional FAO must fully coordinate with the cognizant Field 
Detachment FAO regarding the manner in which any Field Detachment assist audit find
ings may be presented in the FAO’s incurred cost audit report. Consideration must be giv
en to security concerns and the probable need to present the audit findings without refer
ence to the classified nature of the awards, and without reference to the Field Detachment. 

6-104 Audit Scope - Incurred Costs at Low-Risk Contractors with $15 Million or 
Less Auditable Dollar Volume (ADV) 

a. The annual incurred cost proposals from contractors with ADV of $15 million or 
less will either be audited or desk reviewed. FAOs will determine which of the two ap
proaches to use based on the procedures set forth below. The procedures call for all high-
risk proposals to be audited. Approximately one-third of low-risk proposals will be select
ed for audit using random sampling techniques. Desk review procedures will be applied to 
the remaining two-thirds of low-risk proposals. 

b. This guidance does not apply to educational institutions and nonprofit organizations 
subject to OMB Circular A-133. The requirements in Circular A-133 will be followed 
when performing audits at educational institutions and nonprofit organizations subject to 
the Circular (see Chapter 13). 

6-104.1 - Classifying Proposals as High or Low Risk 

a. Each incurred cost proposal received and determined adequate by the FAO will be 
assessed for risk. On the basis of this assessment, it will be assigned to either the: 

(1) high-risk pool of proposals to be audited; or 
(2) low-risk pool of proposals to be sampled. The FAO's risk assessment must be 

adequately documented. Low-risk contractor classifications should be discussed with the 
ACO and noted in the working papers. 

If a preliminary risk assessment was estimated during the program planning cycle be
cause an incurred cost proposal had not been received, the FAO should update the DCAA 
Management Information System (DMIS) to reflect the most current risk assessment deci
sion once the incurred cost proposal is received and assessed. 

b. If a contracting officer’s request identifies significant risk associated with an incurred 
cost proposal, the proposal will be included in the high-risk pool. If an audit request is issued 
with no apparent risk, the auditor must contact the requestor to understand the basis for the 
request. If, after discussion with the contracting officer, no risk is identified, the proposal 
will be classified as low-risk. The auditor should explain to the contracting officer the desk 
review procedures that DCAA applies to low-risk proposals not selected for audit. 

c. After two consecutive fiscal years at the same contractor are closed out using desk 
review procedures, the next year’s proposal must be assigned to the high-risk pool of pro
posals to be audited. (However, see 6-104.2c for classification when two or more low-risk 
proposals are received). 
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d. For new contractors where we have no prior audit experience, the incurred cost pro
posal should be classified as high risk. 

e. If a contractor's ADV for a given CFY is less than $500,000; there are no audit leads 
with a high probability of significant questioned costs (i.e., cost impact of more than 
$10,000, see 6-104.1f(2) below); and an audit of either of that contractor’s last two fiscal 
year’s incurred cost proposals has been performed, then the contractor's incurred cost pro
posal for that CFY is low risk. No other risk factors need be considered, and the $500,000 
threshold applies to all contractors, with whom we have prior audit experience (e.g., prea
ward accounting system survey, proposal audit, establishment of billing rates). 

f. If a contractor's ADV for a given contractor fiscal year (CFY) is between $500,000 and 
$15 million and meets all of the following criteria, the proposal is low risk: 

(1) There were no significant questioned costs in the prior audit. In determining sig
nificance, apply these guidelines: 

(a) questioned costs with an impact of less than $10,000 on flexibly priced Gov
ernment contracts are generally not material, and 

(b) questioned costs with an impact of $10,000 or more may also be immaterial in 
certain circumstances (e.g., the item in question is isolated and nonrecurring). 

(2) There are no audit leads with a high probability of significant questioned costs. 
Consistent with the above guideline, the auditor normally will not consider leads with a cost 
impact on flexibly priced Government contracts of less than $10,000 to be material. 

(3) We have incurred cost audit experience with the contractor. 
(4) Either of the last two fiscal years’ incurred cost proposals has been audited. 

6-104.2 - Controls for Sampling 

a. Establish controls to ensure that one-third of the low-risk proposals and all high-risk 
proposals are audited. The controls should also ensure that low-risk contractors are audited at 
least once every three years. Desk review procedures described in 6-104.5 should be applied 
to close out the low-risk proposals not selected for audit. 

b. Use a random selection procedure to select one-third of the low-risk proposals for au
dit. FAOs should establish procedures that provide for random selection of the low-risk pro
posals for audit upon proposal receipt. This will allow application of desk review procedures 
to low-risk proposals not selected for audit in conjunction with proposal adequacy evalua
tion. FAOs should document the random selection process. 

c. If an FAO has two or more unaudited incurred cost proposals for a contractor and the 
proposals are high risk, audit all proposals on hand using multi-year auditing techniques (see 
6-603.6). If an FAO has two or more proposals from a low-risk contractor and based on the 
audit/desk procedure cycle an audit needs to be performed on one of them, the FAO should 
classify the year it believes presents the greatest risk to the Government as the high-risk year 
and audit that year. Do not disposition the earlier years' proposals, or any others subsequent
ly received and classified as low risk, until completing the audit of the high-risk year. If there 
are no significant questioned costs found during the audit of the proposal, the prior proposals 
(if classified as low-risk) may be closed out using the desk review procedures discussed in 6
104.5. If the proposal selected for audit is found to contain significant unallowable costs, 
audit all proposals using multi-year auditing techniques. 
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6-104.3 Audit of Low-Risk Proposals 

a. If a contractor's low-risk incurred cost proposal has been randomly selected for audit, 
any incurred cost proposal subsequently received from that contractor and classified as low 
risk should not be dispositioned until the sample audit is completed. When multiple contrac
tor proposals are awaiting settlement, the audit must be accomplished as soon as practical. 

b. If significant questioned costs are found in the sample audit, all other incurred 
cost proposals on hand for the contractor must be audited using multi-year audit tech
niques. 

c. If immaterial questioned costs are found in the sample audit, close out all other 
low-risk proposals on hand for the contractor by using the desk review procedures dis
cussed in 6-104.5. 

6-104.4 Audit of High-Risk Proposals 

a. All high-risk and randomly selected low-risk proposals should be audited using 
the Standard APPS Audit Program for Nonmajor Contractors Incurred Cost (10100). 

b. When a contractor’s ADV cycles between over and under $15 million, the auditor 
must audit those proposals for CFYs over $15 million in ADV. The auditor should con
sider the efficiencies gained through use of multi-year auditing techniques (see 6-603.6) 
before deciding to include the contractor’s under $15 million proposal in the sampling 
initiative. 

6-104.5 Desk Review of Low-Risk Proposals 

The following procedures will be performed on proposals in the low-risk pool that 
are not selected for audit. 

(1) Ensure that a "Certificate of Indirect Costs" has been executed by the contrac
tor and a copy is included in the working paper file. 

(2) Scan the proposal for unusual items, obvious potential significant questioned 
costs, and audit leads that need follow up. 

(3) Scan the proposal to determine if there are any significant changes from the 
prior year’s proposal that need follow up. 

(4) Verify the mathematical accuracy of the proposal. 
(5) Execute a rate agreement letter with the contractor for the determined rates 

(see Figure 6-7-2). 
(6) Issue a memorandum to the Administrative Contracting Officer in accordance 

with 10-506 to provide the rates and recommended direct costs. Enclose the rate agree
ment letter, including the Cumulative Allowable Cost Worksheet (CACWS) with the 
memorandum. 

(7) Direct the contractor to submit adjustment vouchers to reflect the final deter
mined indirect rates. This statement is included in the rate agreement letter (see Figure 
6-7-2). 
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6-105 Mandatory Annual Audit Requirements 

Mandatory Annual Audit Requirements (MAARs) are generally necessary to comply 
with generally accepted government auditing standards (GAGAS) in the incurred cost 
contract audit environment at major contractors. The MAARs vary greatly in purpose, 
type of transaction being evaluated, and time frame of accomplishment. Considerations 
which affect the applicability or extent of effort necessary to satisfy MAARs in particular 
cases are discussed in 6-105.2 and in 6-1S1. 

6-105.1 Overview of MAARs 

a. As shown in 6-1S1, the MAARs are described by number and title, objective, pur
pose, and reference. 

b. Updates to the permanent file (MAARs 1, 3, and 7) are accomplished on a continu
ous basis as audits are performed, and are not necessarily associated with a single contrac
tor fiscal year or exclusively with the incurred cost audit. The permanent file is continu
ously updated so that auditors may use it to adjust the audit scope based on risk (3-104.3). 
All audit programs require the auditor to update the permanent files, as necessary. By con
trast, MAARs that require reconciliations (MAARs 2, 4, 9, 14, 15, and 19) are usually 
performed as preliminary steps in the audit of incurred costs. Transaction tests (MAARs 
10 and 16) are always historical and will be performed during the incurred cost audit. 
Concurrent procedures (MAARs 6 and 13) must be applied during the fiscal year being 
audited. MAARs 5, 8, 12 and 18 should be performed during annual incurred cost audits, 
however, the various indirect allocation bases (MAAR 18) may be established during a 
CAS audit well in advance of the start of the fiscal year. 

6-105.2 Accomplishment of MAARs 

MAARs will be performed at all major contractors except when such work will fulfill 
no useful current or future need or the contractor has no costs claimed in one or more cost 
elements related to specific MAARs. The performance of MAARs should not be omitted 
on the basis of materiality; however, the extent of audit work to complete each MAAR 
must be adjusted to reflect appropriate judgment of risk and significance. Appropriate 
considerations include: 

(1) amount of costs claimed, 
(2) results of prior audits, and 
(3) adequacy of internal controls. 

A MAARs Control Log (M-MAARS or M-MAARS - CIC) is required to provide sum
mary documentation of the MAARs coverage. The MAARs Control Log should be pre
pared for a contractor’s fiscal year as soon as any of the MAARs are completed. 

6-105.3 Audit Management Considerations 

Because of their status as core requirements, the MAARs provide a convenient frame
work for incurred cost audit management. MAARs 6 and 13 provide for the verification of 
the existence of prime costs (direct labor and direct materials, respectively) as they are 
incurred. Therefore, they can be accomplished only during the contractor fiscal year to 
which they apply. Effective audit planning must consider the performance of these real-
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time MAARs, as well as other MAARs covered on a historical basis. MAARs completion 
dates are important milestones in monitoring the progress of audits of incurred costs. Dur
ing the incurred cost risk assessment process, auditors should determine whether a re
quired MAAR 6 or 13 has been performed. When MAAR 6 or 13 have not been accom
plished on a concurrent basis, auditors should ensure other procedures are performed in 
conjunction with the review of labor and material costs to satisfy the overall audit objec
tives. While no post year incurred cost audit step can provide the same coverage as a 
MAAR 6 labor floor check, procedures should be performed as part of MAAR 9 (CAM 6
406) to provide a reasonable basis for the opinion on the labor costs; for example, select
ing a sample of transactions from the contractor’s labor distribution and tracing those 
amounts to source documents (i.e., timekeeping records and work authorizations). In de
termining the level of testing necessary, the guidance in CAM 6-402d(1) through (7) 
should be used. Auditors can satisfy MAAR 13, Purchase Existence and Consumption, by 
examining the contractor’s internal audit documentation and performing transaction test
ing on purchased materials and services; for example, tracing a sample of material transac
tions from the contractor’s cost ledger to the source documentation to verify the materials 
were used and costs charged to the correct contract. Although the performance of these 
alternative procedures will provide sufficient evidence to render an opinion on the in
curred costs, the report should still contain the scope limitation for the nonperformance of 
the concurrent verification, as discussed in 6-105.4 and 10-504.3b. 

6-105.4 Reporting Considerations 

Circumstances may arise in which MAARs are not completed. The Scope of Audit 
section of the report will identify the omission (see 10-504.3). It does not appear in the 
"Qualifications" subsection and does not require an opinion qualification, unless the fail
ure to accomplish the MAAR resulted from inappropriate contractor or contracting officer 
action or inaction. 

6-106 General Considerations 

The following sections of this chapter provide audit guidance on various types of con
tracts and categories of direct and indirect costs. However, several overall factors must be 
considered in every phase of incurred cost audit work. Among the more significant points 
requiring alertness and special emphasis in all audit areas are the following: 

a. Contract provisions which specify unallowable costs or cost limitations. Considera
tion must be given to the costs properly assignable to each contract (see 3-302 for guid
ance on briefing contract provisions). For example, losses on one contract are not allowa
ble under another contract. Instances of contractor violation of the requirement to properly 
assign costs to contracts should be reviewed to determine if the practice is reportable un
der the provisions of 4-700 as one involving suspected fraud or other unlawful activities. 

b. Contracts for major defense special tooling and special test equipment which pro
vide for recovery of a pro rata share of nonrecurring costs when the contractor sells such 
equipment to buyers outside the U.S. Government (DFARS 245.302(2)). 

c. Charges or credits of an unusual nature, whether or not recorded on the contractor's 
records. 
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d. Proper reduction of contract costs for material returns, transfers, credits and dis
counts, and for income items which can more properly be considered as a reduction of 
costs. The determination to apply such credits in the current or in prior accounting periods 
will depend upon the period to which the item relates, the significance of the item, and 
other related factors, including for each period the ratio of Government work to other 
work of the contractor, and the contract types in effect. 

6-107 Concurrent Auditing 

a. Concurrent auditing of incurred costs requires performing audit tests and procedures 
prior to receipt of the contractor’s certified proposal. Concurrent auditing procedures will 
assist auditors in issuing the final incurred cost audit report soon after receipt of the con-
tractor's incurred cost proposal. This will expedite the process of establishing final indirect 
rates, thereby achieving more timely closeout of contracts. The guidance contained in this 
section supplements the information contained in 6-100 through 6-600. 

b. The concurrent auditing process includes: 
• identifying eligible contractors; 
• planning the concurrent auditing procedures; 
• timing the audit performance to be as efficient as possible; and 
• preparing the audit report and dispositioning the concurrent audit results. 

6-107.1 Contractor Eligibility 

Concurrent auditing should be performed at contractor locations where concurrent 
auditing procedures can be applied efficiently. Auditors should not perform concurrent 
auditing if it would require significantly more resources than traditional incurred cost au
diting. Following are the criteria for assessing contractor eligibility: 

a. All prior year incurred cost audits must be planned for completion during the current 
fiscal year before a concurrent audit can be scheduled. Multi-year auditing may be used if 
the audits will be conducted in an effective and efficient manner; e.g., performing the cur
rent year incurred cost audit in conjunction with the other open historical year(s). 

b. The auditor must have determined that the contractor's Indirect/ODC System and 
Accounting System are adequate. 

c. The contractor must have adequate point of entry or interim screening to identify and 
segregate expressly unallowable costs, including costs that are mutually agreed-to-be
unallowable, for most of its accounts. Substantive testing prior to receipt of the contrac
tor's incurred cost proposal can be performed only on those accounts with adequate 
screening prior to audit. If the expressly unallowable costs applicable to one or more ac
counts are not adequately screened, those accounts cannot be tested prior to receipt of the 
proposal. For example, if the contractor’s system for screening unallowable consultant 
costs is inadequate, auditors should not perform concurrent transaction testing on consult
ant costs, but may perform concurrent transaction testing on the remaining indirect ac
counts. Screening costs must remain the responsibility of the contractor. 

d. The contractor must agree to support the concurrent audit process through its com
pletion and be timely in submitting its incurred cost proposals. Auditors may also consider 
a contractor that has developed an acceptable plan to timely submit its incurred cost pro
posal for the current year even though past proposals may not have been timely. 
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6-107.2 Audit Planning – Concurrent Auditing 

The auditor should initiate the planning process for performing the next fiscal year 
incurred cost audit once it has been determined the contractor is eligible for concurrent 
auditing. Planning is the key to successful implementation of an effective and efficient 
concurrent audit process. Performing concurrent auditing without a certified proposal will 
require increased emphasis on early FAO planning and coordination with the contractor, 
contracting officer and other FAOs that will be performing assist audits. 

a. The audit scope described in 6-102 and 6-603 applies to audits of incurred costs 
whether performed before or after the receipt of the contractor’s certified proposal. There 
are, however, additional items in planning the audit scope in a concurrent incurred cost 
audit that must be considered. 

(1) Concurrent auditing requires planning prior to the beginning of the contractor’s 
fiscal year. The FAO should gain audit efficiencies by combining the substantive tests in 
the incurred cost audit with the detailed steps in other planned audits including internal 
controls (see 5-100) and CAS compliance audits (see 8-300). The key to planning for con
current audits is developing the audit plan for the types and timing of transaction tests that 
will be performed while at the same time considering the other planned audits at the FAO 
to successfully integrate the audit steps. As the year progresses and more information be
comes available, the types and timing of transaction tests may require modification. 

(2) The auditor should identify elements of cost that require assist audits (e.g., off-
site locations, corporate office, Field Detachment cognizant costs, Washington area office, 
subcontractors, etc.) and coordinate these audits with the cognizant assist auditors. Early 
identification of these audits will facilitate planning and completion of the audit. 

(3) If statistical sampling is used, a sampling plan should be developed as part of 
the audit planning and modified, as necessary, during the audit. (See the Variable Sam
pling Guidebook for an explanation on statistical sampling for concurrent auditing.) 

b. The following planning topics should be considered and coordinated with the con
tractor prior to commencing a concurrent audit: 

(1) Timeliness of Contractor Support. To avoid delays, the timing of the contrac
tor’s submission and the audit steps and anticipated support requirements should be dis
cussed with the contractor. The contractor, auditor, and ACO should agree that issues aris
ing throughout the audit will be addressed and, to the extent possible, resolved on a 
concurrent basis. 

(2) Communication on System Deficiencies. The auditor should inform the contrac
tor of the following: 

(a) Concurrent auditing will be suspended on any account when significant in
ternal control deficiencies are identified with that account during the concurrent audit. 

(b) Concurrent auditing on all accounts will be suspended if during the audit, the 
auditor finds that the contractor’s systems and/or point of entry screening for expressly 
unallowable costs are so deficient as to cause the concurrent audit to be inefficient or inef
fective. 

(c) The contractor will be requested to address and will be provided the oppor
tunity to correct any disclosed deficiencies on a real-time basis (6-107.3.a). 

(3) The auditor should request the contractor to provide information on audits or 
reviews planned by its internal and external auditors. Concurrent auditing may present 
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additional opportunities for coordinated audits with the contractor’s internal auditors or 
independent public accountants. 

(4) Coordination with the cognizant ACO during the planning phase of the audit is 
also important. The auditor and ACO should discuss the concurrent audit plan, address 
mutual concerns, and arrange to meet periodically to discuss the audit status. The auditor 
should also solicit ACO support for early resolution of issues. 

6-107.3 Timing of Audit Performance 

Audit procedures for concurrent auditing of incurred costs are basically the same as 
those for traditional incurred cost audits. The amount of substantive testing, including 
transaction testing and analytical procedures, should be based on audit risk and should not 
be increased or decreased based solely on performing concurrent auditing. If the audit risk 
disclosed during concurrent auditing differs significantly from the anticipated risk, the 
amount of substantive testing should be adjusted accordingly. What distinguishes concur
rent auditing from the traditional approach is the timing of the audit tests and procedures. 
Auditors should time-phase the required audit steps and transaction testing plan by ac
count into the following categories: 

a. Current Year Auditing Procedures. These procedures represent audit steps that can 
be performed prior to the end of the contractor’s fiscal year and should be performed when 
they are most effective and efficient. These procedures should be performed on selected 
indirect accounts where the contractor has adequate point of entry or interim screening for 
expressly unallowable costs, including costs that are mutually agreed-to-be-unallowable, 
and accounts where year-end account balances are reasonably predictable with respect to 
the amount, composition, and relative significance. If significant expressly unallowable 
costs are found during the audit of a selected account, the auditor should discontinue au
diting the account and request the contractor to address the internal control deficiency. If 
the contractor implements immediate corrective action, e.g., a more detailed interim scrub 
of the account, the auditor may continue auditing the account on a concurrent basis. If the 
contractor does not agree to implement immediate corrective action, the auditor should 
postpone his/her audit of this account until after the submission is received. 

b. Intermediate Auditing Procedures. These procedures are steps that can be performed 
after the close of the contractor’s fiscal year and prior to receipt of the contractor’s in
curred cost proposal. These procedures should include the following: 

(1) A final MAAR 15 (6-608.2) analysis to identify any changes in cost accounting 
practices, reclassification of costs, or substantial increases or decreases in costs not cov
ered or explained by current year audit steps. 

(2) An evaluation of information that was not available during the contractor’s fis
cal year, e.g., financial statements, tax returns. 

(3) Substantive testing (analytical or transaction testing) based on year-end data, 
including an evaluation of year-end adjusting entries. SAS 45, “Substantive Tests Prior to 
the Balance Sheet Date,” requires that when interim testing is used, year-end audit tests 
need to be conducted to render an opinion on transactions processed between the date of 
the interim testing and year-end. 

c. Final Auditing Procedures. Final auditing procedures are steps performed after re
ceipt of the contractor’s incurred cost proposal and should also be designed to meet the 
requirements of SAS 45, Substantive Tests Prior to the Balance Sheet Date. As in the tra
ditional audit, final audit procedures should ensure all applicable MAARs are performed 
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prior to completing the field work and issuing the final report. Additionally, auditors 
should apply DCAA’s cycle-time reduction concepts to complete the audit, resolve find
ings, and issue the audit report as timely as possible. Final auditing procedures should 
specifically include the following: 

(1) Substantive testing on accounts where: 
(a) the contractor’s point of entry or interim screening for expressly unallowable 

costs is inadequate for the account or 
(b) transaction testing on the account was suspended during current testing due 

to internal control weaknesses. 
The auditor, in coordination with the ACO, should encourage the contractor to establish an 
adequate point of entry or interim screening process for these accounts so that more ac
counts may be audited on a concurrent basis in future years. 

(2) A reconciliation of the certified proposal to the contractor’s books and records 
(MAAR 14 (6-610)). Any interim accounting data relied upon when performing concur
rent auditing procedures should be reconciled to the contractor’s proposal. Auditors 
should evaluate significant variances between the contractor’s books and records and the 
certified proposal, including any variances in the amounts for accounts previously audited, 
and any other areas requiring follow-up based on the reconciliation. 

(3) A verification that the concurred-to questioned costs disclosed throughout the 
audit are not included in the contractor’s final submission. 

6-107.4 Audit Report/Disposition of Audit Results 

Auditors should follow the guidance in 10-500 for reporting their results of audit with 
consideration for the following: 

a. Since the audit report addresses the contractor’s submission, the audit report should not 
address questioned costs identified throughout the audit that the contractor withdrew from its 
submission. As part of the concluding audit steps, the auditor should have verified and doc
umented in the working papers that the costs have been withdrawn from the submission. For 
questioned costs withdrawn, it is critical that the working papers clearly document that our 
audit was the reason for the withdrawal. 

b. The audit report should address questioned costs disclosed throughout the audit that 
the contractor has not withdrawn from its proposal. 
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6-1S1 Supplement -
Schedule of Mandatory Annual Audit Requirements (MAARs) 

Number and Title Objectives Purpose Reference 
1.Internal Control 
Audit Planning 
Summary and/or 
Internal Control 
Questionnaire 
(ICQ) 

Document/update in the 
permanent files the internal 
control audit planning 
summary and/or the inter
nal control questionnaire 
and evaluate changes in 
contractor’s internal con
trols. 

Determine the extent of 
reliance that can be 
placed on the internal 
controls for contract costs 
and the need for and ex
tent of substantive testing 
that may be required 
based on the observed 
strengths or weaknesses 
of contractor systems. 

3-300,5-100, 
5-111 

2.Contract Cost Evaluate summaries of the To provide an overview 6-610.1 
Analysis and Rec contractor’s total annual and order-of-magnitude 
onciliation to Books contract costs by major 

cost element (material, 
subcontracts, intracompa
ny charges, and credits, 
etc.), and verify that the 
auditable contract costs 
reconcile to contractor 
accounting records by cost 
element (typically using 
work-in-process or other 
contract control accounts 
in the general ledger). 

frame of reference for 
direction of audit effort 
and other audit plan
ning/performance consid
erations, and to verify 
that the auditable costs 
claimed or to be claimed 
on Government contracts 
tie in to the amounts pro
duced by the accounting 
system in the contractor’s 
official books and rec
ords. 

3.Permanent Files Maintain/update perma
nent files for new or 
changed contractor organi
zations, operations, poli
cies, procedures, internal 
controls, software pro
grams, and accounting 
methods that influence the 
nature, level, and account
ing treatment of costs be
ing charged to Government 
contracts. Update docu
mentation of contractor 
contract briefing system or 
update auditor-prepared 
briefs. 

To provide an efficient 
and effective repository 
of current audit infor
mation. Permanent file 
maintenance should help 
identify the need for fur
ther audit and analysis, 
and help in determining 
the accounting methods 
that influence the nature, 
level, and extent of fur
ther testing required in 
specific cost accounts, 
functions, operations, and 
departments. 

3-302.1, 3-302.2, 
4-405 
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Number and Title Objectives Purpose Reference 
4.Tax Returns and 
Financial State
ments 

Evaluate applicable tax 
returns, financial state
ments, and other publicly 
available data of the con
tractor. 

To highlight possible 
areas to reduce the extent 
of DCAA audit effort that 
might otherwise be re
quired. 

3-204.16c 

5.General Ledger, Analyze the contractor’s To help identify any in 6-608.2d(5) 
Trial Balance, In- general ledger, trial bal come and credits which 6-608.3b(1) 
come and/or Credit ance, and other in- the Government may be 
Adjustments come/accounting adjust

ments (for example, 
unusual and/or sensitive 
journal entries). 

entitled to obtain or share, 
and to evaluate the exclu
sion of any adjustments 
not reflected by the con
tractor in Government 
contract costs. 

6.Labor Floor 
Checks or Inter
views 

Perform floor checks, in
terviews, and/or other 
physical observations, and 
related analysis of employ
ee timekeeping on a con
current basis. 

To test the reliability of 
employee time records, 
that employees are actual
ly at work, that they are 
performing in assigned 
job classifications, and 
that time is charged to the 
proper cost objective. 

6-402c, 6-404, 
6-405 

7.Changes in Evaluate changes in proce- To verify that changes in 5-911.1, 
Charging Di dures and practices for charging direct/indirect 6-404.6b(4), 
rect/Indirect Cost charging direct/indirect cost do not have the ef 6-407.2, 6-504.1, 

cost for consistency with 
generally accepted ac
counting principles, the 
applicable cost principles 
per contracts, and any ap
plicable CAS require
ments. 

fect of improperly shift
ing costs among cost ob
jectives or circumventing 
cost targets or ceilings of 
certain contracts or other 
significant cost catego
ries. 

6-603.4, 6-604.1 

8.Comparative Perform comparative anal- To identify for further 5-911.1, 
Analysis-Sensitive ysis of sensitive labor ac- examination any sensitive 6-404.6b(4)(b) 
Labor Account counts. labor changes (for exam

ple, indirect charging by 
direct labor employees) 
that vary significantly 
from the prior period 
and/or budgetary esti
mates. 
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Number and Title Objectives Purpose Reference 
9.Payroll/Labor 
Distribution Recon
ciliation and Trac
ing 

Evaluate the contractor’s 
labor cost distribution. 

To test overall integrity of 
labor cost records at the 
general ledger and cost 
ledger levels, and to rec
oncile payroll accruals 
and disbursements, mak
ing sure that distribution 
entries trace to and from 
the cost accumulation 
records. 

6-406.1, 
6-406.2a(6) 

10. Adjusting En- Evaluate adjusting journal To identify adjustments 5-913.1, 
tries and Exception entries and exception re and/or exceptions that 6-305.3a(1), 
Reports ports for both direct and require further audit anal 6-404.6b(6), 

indirect costs. Evaluation 
for direct costs should 
include labor, ODCs, pur
chased services, and mate
rial (including subcontract 
costs and intracompany 
charges.) 

ysis and explanation. 6-608.2c(2) 

11. Reserved 
12. Auditable Sub- Evaluate auditable type To protect the Govern 6-310.1, 
contracts/Assist subcontracts and intra ment’s interests concern- 6-802.2d &j, 
Audits company orders issued by ing the ensuing costs. 6-802.4a, 6-802.5 

the contractor under au 6-803, 6-805, 6
ditable type Government 
contracts and subcontracts, 
and request any needed 
independent assist audits. 

806 

13. Purchases Ex- Make physical observa- To test that materials 6-305.3a(2) 
istence and Con tions and/or inquiries on a were in fact received (ex
sumption concurrent basis in addi

tion to documentation veri
fication of contract charges 
for purchased materials 
and services. 

ist or were consumed) 
and that services were in 
fact performed. 

14. Pools/Bases 
Reconciliation to 
Books 

Trace claimed pools and 
bases to accounting rec
ords. 

To determine that the 
claimed indirect cost 
pools and allocation bases 
under Government con
tracts reconcile to 
amounts in the contrac
tor’s official books and 
records. 

6-610 
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Number and Title Objectives Purpose Reference 
15. Indirect Cost Evaluate the current year’s To identify changes in 6-608.2(c) 
Comparison with indirect cost accounts and cost accounting practices, 
Prior Years and prior years’ costs and reclassifications of costs, 
Budgets budgetary estimates. and areas with substantial 

increases or decreases in 
cost incurrence that re
quire further audit analy
sis and/or explanation. 

16. Indirect Ac- Evaluate selected indirect To obtain sufficient evi 6-608.2 
count Analysis cost accounts or transac

tions, such as sensitive 
accounts, new accounts, 
accounts with large vari
ances, etc. 

dence to support an opin
ion on the allowability, 
allocability, and reasona
bleness of the costs. 

17. Reserved 
18. Indirect Alloca- Evaluate the contractor’s To assure that allocation 5-1010d, 
tion Bases indirect cost allocation 

bases for consistency with 
generally accepted ac
counting principles, the 
applicable cost principles 
per contracts, and any ap
plicable CAS. 

bases are equitable for 
allocation of indirect 
costs to intermediate and 
final cost objectives. 

6-606 

19. Indirect Rate Evaluate the accuracy of To confirm that contrac 6-611.1a 
Computations the contractor’s rate com

putations for distributing 
interim and final indirect 
costs to intermediate and 
final cost objectives. 

tor’s rate computations 
are accurate for distrib
uting indirect costs to 
Government contracts. 

DCAA Contract Audit Manual 



   
  

  

     

  
 
    

  
 

  
 
  

   
  

 
   

 
   

            
 

  
    

  
   

 
 

 
 

   
 
  

 
  

  
 

 
  

 
 

  
       

  
   

 
 

         
 

 
 

617 February 3, 2016 
21B6-201 

6-200 Section 2 --- Special Considerations in Audit of Selected Contract Terms 

6-201 Introduction 

This section states guidance and special considerations in the audit of selected con
tract types. 

6-202 Precontract Costs, Costs After Completion, or Costs Over Contract Amount 

This paragraph states guidance for the audit of reimbursement vouchers covering 
precontract costs, costs incurred after completion or delivery dates specified in a con
tract, or costs incurred in excess of the contract amount. See 6-1008 for general guid
ance on the review and approval of interim public vouchers. 

6-202.1 Allowability of Costs Incurred Before Contract Date 

Precontract costs are defined in FAR 31.205-32. Such costs, which otherwise meet 
the tests of allowability, may be approved for reimbursement by the auditor. If the pre
contract costs are subject to an advance agreement, the auditor should determine wheth
er the costs incurred meet the conditions of the agreement. However, if there is no ad
vance agreement, the auditor should ascertain whether the precontract costs meet all the 
tests of FAR 31.205-32 and are allowable to the same extent they would have been al
lowable if incurred after the effective date of the contract. The auditor should obtain the 
assistance of the Plant Representative/ACO and, where appropriate, the PCO in reach
ing this decision whenever necessary to clarify the facts and conditions for incurring 
precontract costs. 

6-202.2 Procedure Where Term of Contract Performance Period is Explicit 

A contract may provide that it expires on a specified date, unless terminated before 
that date, and obligates the contractor to devote a specified level of effort for a stated 
time period [see FAR 16.306(d)(2) and FAR 52.249-6(a)]. The auditor shall not approve 
for reimbursement any costs incurred by the contractor subsequent to the expiration date 
stated in the contract, or in excess of contract limitations. 

6-202.3 Procedure Where Contract Specifies a Completion or Delivered Product 

A completion or delivered product specified in a cost-type contract normally com
mits the contractor to complete and deliver the specified product within the estimated 
cost. In the event the work cannot be completed within the estimated cost, the Govern
ment may require more effort without an increase in fee [see FAR 16.306(d)(1)]. Also, 
under FAR 52.249-6(a), the contracting officer could terminate the contract prior to full 
expenditure of the estimated cost. However, unless the contract is terminated, or ex
ceeds stated contract limitations, the contractor is normally obligated to continue to 
perform under the contract up to the estimated total contract cost. Therefore, questioning 
costs based only on the fact that they were incurred after the performance period would be 
inappropriate. 
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6-202.4 Costs in Excess of Contract Amount 

The auditor will not approve any costs claimed by the contractor in excess of the 
estimated total amount stipulated in the contract. Such excess costs will be disapproved 
by the issuance of a DCAA Form 1. 

6-203 Credits and Refunds on Cost-Type Contracts 

This paragraph states the procedures to be used: 
(1) in adjusting allowable contract costs for applicable credits, and 
(2) for the collection and disposition of such credits which are refunded by the con

tractor. 
Deduction for Government Accountability Office (GAO) notices of exception is covered 
in 6-909. 

6-203.1 General Audit Policy 

A complete listing of types of credits is not practicable; however, some examples of mis
cellaneous income items and other credits are discussed in 6-608.2d(5). 

a. It is not anticipated that any major difficulties will ordinarily be encountered in making 
the necessary accounting adjustments to allowable contract costs for the applicable credits 
and refunds discussed in this section. In a few cases, however, because of the timing of dis
closure or receipt of these credits, special procedures may be necessary which are discussed 
in detail in this section. 

b. The contractor's accounting procedures should provide for periodic review and the 
processing of equitable adjustments to operating cost to cover miscellaneous income 
items and credits, such as wages; unclaimed deposits for tools, safety equipment or 
clothing; unclaimed payroll deductions for purchases of U.S. Savings Bonds; and un
presented checks other than payroll. Payment of these funds to the state under escheat 
laws constitutes an actual expenditure and satisfies the refund requirement. Where no 
escheat laws are applicable, consideration must be given to the ownership of the credits 
and unclaimed items to determine whether an adjustment is to be made. The Govern
ment is not entitled to credits attributable to amounts paid by employees or withheld 
from their salaries if the amounts were not initially charged either directly or indirectly 
to the cost of Government contracts and, accordingly, not reimbursed by the Govern
ment. If amounts were initially charged to operations and equitably shared by the Gov
ernment, adjustments should be reflected either in an income account which is deducted 
from an applicable indirect cost category or else as a deduction directly to the account 
originally charged. Where a contractor is engaged in work under Government flexibly-
priced contracts on a relatively consistent basis, the foregoing periodic adjustment pro
cedure should normally result in equitable consideration of these credit items. Where, 
however, such consistency is not present, consideration should be given to the direct 
costing of significant credits and refunds to the specific contracts under which they were 
generated as the best means of ensuring that the Government obtains the full benefits to 
which it is entitled. 

c. As an alternate to the adjustment of costs for credits and refunds, the contractor 
may refund the amount by a check, drawn to the order of the Treasurer of the United 
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States. This procedure is in fact required when the refund applies to a contract that has 
been financially settled since, as a condition precedent to final settlement of a contract, 
the contractor is required to execute an assignment of credits, refunds, and rebates. Such 
assignment provides that credits, refunds, and rebates, whatever their origin, attributable 
to contracts which have been financially settled, should be refunded by the contractor to 
the Government by check drawn to the order of the Treasurer of the United States. The 
refund check, together with the details pertaining to the transactions, shall be submitted 
by the contractor to the ACO by the provisions in the Assignment of Credits, Refunds, 
and Rebates. 

6-203.2 Processing Adjustments for Credits and Refunds 

a. During the period of contract performance, credit adjustments made in the con-
tractor's accounting records as a deduction from reimbursable contract costs will nor
mally be reflected in public vouchers submitted for that same period. 

b. In the event the contractor fails to make the necessary deductions from current 
contract costs for applicable credits or to make refunds therefore, the auditor shall effect 
recovery by the issuance of DCAA Forms 1 and deduct the amounts from current reim
bursement claims. 

c. When the credits cannot be recovered by deductions from the public vouchers to 
which they would normally pertain and the contractor declines to make a refund, the 
auditor will process a DCAA Form 1 set-off deduction from the public voucher(s) sub
mitted by the contractor under any other cost-reimbursement type contracts under the 
auditor's cognizance. The DCAA Form 1 should show the contract and appropriation to 
which the credit is applicable. However, it should be noted that where a contract so pro
vides, public vouchers payable to an assignee may not be subject to reduction or setoff 
for any indebtedness of the assignor arising independently of the assigned contract. 

d. In those cases where the applicable contract is closed and collection of credits 
cannot be effected by the auditor under any of the procedures in subparagraphs a. 
through c. above, a report should be made to the ACO. The report will identify the con
tracts, the amount of the credits, their origin, and state the reasons why recovery cannot 
be accomplished by the auditor through refund or deduction. 

6-203.3 Disposition of Refunds Paid by Checks 

The auditor should generally not accept checks from contractors for credits due the 
Government. Contractors should be advised to submit such checks directly to the paying 
office, with a copy to the ACO, together with a copy of the details comprising the cred
it, such as the listing prescribed in 6-203.4c., which should agree in total with the 
amount of the check. Any checks received by the auditor should be transmitted immedi
ately to the ACO together with the required listing. 
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6-203.4 Special Procedures for Unclaimed Wages, Unclaimed Deposits, and Un
presented Checks 

a. Where the balances of unclaimed payroll deductions for U.S. Savings Bonds are 
insufficient to purchase bonds, Treasury Department instructions permit, but do not 
require, contractors to transfer the balances to the Treasury Department to be held in 
custody for the account of the employees concerned. Unless the contractor makes these 
transfers, such amounts will be included in the cost adjustments described below. 

b. Many states have enacted escheat laws governing the disposition of unclaimed 
wages, unclaimed deposits, and unpresented checks after the expiration of stated periods 
of time. Escheat laws generally provide for payment of these unclaimed amounts to the 
state. This subject has resulted in some confusion and several court cases, particularly in 
regard to disposition of these items where the creditor and debtor are located in different 
states. It has now been determined, however, that the Federal Government is entitled to 
recover such unclaimed amounts only if: 

(1) they represent sums due to persons or firms whose last known addresses were 
in states which do not have escheat laws, and 

(2) if, in addition, the escheat law of the state in which the contractor is located 
does not provide for the payment of the amounts to its own (state) account. 
Accordingly, where the auditor ascertains credits are due the Government under the 
foregoing criteria, he or she will discuss the matter with the contractor and ensure that 
adjustments or refunds are made by the contractor or that DCAA Forms 1 are issued for 
the applicable amounts. 

c. At the time credit adjustments or refunds are processed, the contractor will prepare 
and retain separate listings of the former employees entitled to the unclaimed amounts, 
and of the payees of unpresented checks which are covered by the credit adjustment or 
refund. The listings must be in sufficient detail to permit audit verification of each 
named payee in the event claims are made to the Government at a later date by virtue of 
subsequent payments. These lists will be verified by the auditor on a selective test basis 
as deemed appropriate. Separate lists will be submitted for each category of unclaimed 
items and for unpresented checks. 

d. Subsequent to the Government's recovery from contractors for unclaimed wages, 
unclaimed deposits, and unrepresented checks, claims may be made by the persons enti
tled to such funds. These claims should be presented to the contractor and not to the 
Government, as the latter has no contractual relationship with the claimants. 

e. In the case of reimbursements claimed by contractors for any payments made to 
such persons, a certified invoice, valid receipt of the payee, and any other pertinent in
formation must be submitted with the claim to identify the payment with the applicable 
item on the listing mentioned in 6-203.4c. In such instances the amounts claimed will be 
cross-referenced to the public vouchers from which the credit deduction was initially 
made and, after verification, will be approved by the auditor for reimbursement. 

f. In the event that the contract to which the claim relates has been financially set
tled, the contractor's claim, together with the documentation described in subparagraph 
c. above, should be submitted after verification and approval by the auditor, to one of 
the following as appropriate: 

Finance Center, U.S. Army, ATTN: FINCS, Indianapolis, Indiana 46249; or U.S. 
Navy Finance Center, Accounts Receivable and Claims Division, Code FR. Washing-
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ton, D.C.; or Finance Officer, Air Force Accounting and Finance Center, Symbol CF, 
Denver, Colorado; or as required by the department or office that placed the contract. 

6-204 Time-and-Materials Contracts 

6-204.1 General Policy 

a. Time-and-materials (T&M) contracts (which term as used herein includes subcon
tracts) provide for the procurement of supplies or services on the basis of: 

(1) direct labor hours at specified fixed hourly rates (which rates include direct la
bor, indirect costs, and profit) and 

(2) material at cost. Material handling costs may be included in the charge for "ma
terial at cost," when it can be demonstrated that they were not included in the overhead 
factor of the hourly rate to be applied to direct labor. 

b. The basic auditing procedures in Chapter 6 will be applied, as appropriate, to audit 
of time-and-materials contracts. The guidelines of Chapter 9 should be used in the evalua
tion of proposals for time-and-materials contracts. In addition to the foregoing, the audit 
program should include the considerations discussed below. 

6-204.2 Audit of T&M Labor Costs 

a. General. An important prerequisite to the audit of labor (salaries and wages) is a good 
understanding of the contract clauses relating to the classes of labor and types of operations 
to which the contractual rates apply. Labor rates are normally negotiated during the award of 
a contract (or subcontract) or exercise of an option, however auditors should be aware that in 
some instances labor rates subject to the Fair Labor Standards Act or the Service Contract 
Act may have been adjusted from the initial contractual rates to comply with the Acts [see 
FAR 22.1006(c)(1) & (2), FAR 52.222-43, and FAR 52.222-44]. Also, since the contract 
labor rates include indirect labor, indirect costs, and profit, only the hours of workers per
forming labor directly related to the item produced or service rendered will be considered to 
be direct labor. The basis upon which the direct labor hours are computed and charged must 
be acceptable and subject to audit verification. Arbitrary or unsupported allocations of direct 
labor will not be acceptable. 

b. Classes of Labor. Unless otherwise specified in the contract, the direct labor 
charged by the contractor should include only that which is consistently classified as 
direct labor with its regularly established practice and is consistent with the labor so 
classified in the proposal upon which the contract was negotiated. 

(1) Wages of personnel such as clerks, material handlers, receiving or shipping 
personnel, stockroom employees, tool-crib attendants, janitors, maintenance men, pack
ers, contact men, and expediters, as generally defined within the trade, are not accepta
ble as direct labor unless specifically authorized in the contract. 

(2) The time of partners, officers, or supervisors is not acceptable as direct labor 
unless specifically authorized in the contract. In such event, the time of the individual 
must be properly recorded and subject to audit verification. 

(3) Where separate rates are not established for the various skill levels, the time 
of apprentices and learners as a direct charge normally should be limited to the ratio of 
such time considered in the development of the hourly rate included in the contract. 
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Disproportionate use of lower paid employees will be promptly brought to the attention 
of the contracting officer. 

c. Overtime. Only the hours actually worked are acceptable whether regular or over
time. Overtime hours will not be converted to a larger number of regular hours to com
pensate for any overtime premium payments, nor will the rates charged for overtime 
hours be increased unless the contract so provides. 

d. Floor Checks. Floor checks will be made to determine that direct employees are 
actually present and working on the job and that their time is being properly charged. 
The contractor's system of internal control should provide for such checks. Therefore, 
the frequency and scope of floor checks performed by the auditor will be determined, in 
large measure, by the frequency and effectiveness of similar checks performed by the 
contractor (see 6-400) 

6-204.3 Material Costs 

The material costs should be audited by the terms of the contract and the procedures in 
6-300. While all such procedures are applicable, care should be taken to ascertain, when 
appropriate: 

(1) that the method(s) of determining material costs is consistent with the factors 
included in the determination of labor rates, 

(2) that all applicable discounts or expense credits have been included, 
(3) that subcontract billings do not exceed rates for such work regularly agreed 

upon between the contractor and subcontractor unless specifically authorized by the con
tracting officer or terms of the contract. 

6-205 Technical Service Contracts 

6-205.1 Introduction 

Technical service contracts provide for the contractor to furnish personnel and other 
services for the performance of the work specified in the contract, with reimbursement 
for such services usually on the basis of: 

a. A fixed rate per hour, day, or month for the services of the assigned technician, which 
sum may vary depending on whether the technician is on domestic or foreign duty. Such 
fixed rate should normally provide for treatment of nonworking time (i.e. vacations, illness
es, etc.). 

b. An allowance for subsistence and housing at either actual costs, if reasonable, or at 
specified fixed per diem rates, subject to modification when subsistence or quarters are fur
nished by the Government. 

c. The cost of transportation to and return from the duty station as well as transportation 
while at the duty station incident to the performance of the contract. Cost of employee de
pendents will not be at any additional cost to Government. 

d. The allowable cost of such other items as are expressly provided for in the contract. 
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6-205.2 Audit Responsibility – Technical Service Contracts 

a. Audits will be performed on those contracts that specifically provide for audit 
determinations or in response to specific requests made by the procuring activity. In some 
cases, the provisions for audit, or the submission of reimbursement claims for audit, will 
be limited to certain items as designated under the contract. 

b. When audits are required, arrangements for assist audits required to determine the 
propriety and reasonableness of cost will be the responsibility of the auditor at the prime 
contract location. 

c. When technical service contracts represent substantial values, normal auditing 
procedures should provide for a determination that the contractors' procedures for 
costing the performance of the technical services are consistent with the cost objectives 
considered in negotiating the billing rate. For example, if a staff-month billing rate 
provides for inclusion of vacation or other leave as properly billable time, amounts for 
these leave allowances for other direct employees should not be included in the 
overhead used for determining the staff-month rate and all such leave should be 
included in the labor base. Further, the overhead expense factor included in the staff-
month rate should represent a reasonable offsite rate which will include only those 
expenses applicable to the offsite operation. 

6-205.3 Audit Reports 

Reports will be issued in accordance with the applicable section of Chapter 10 and 
will be fully responsive to the specific requests. In addition, reports should be issued 
without a request whenever the auditor encounters information which would be of value 
in the administration of the contract or in the negotiating of contract prices 

6-206 Underuns, etc. on Incentive Contracts 

a. In those instances where the actual costs vary widely from the estimated costs which 
were considered in setting the target cost, the report should contain specific coverage as to 
the cost element and reasons, if discernible, for the variance. The following are some of 
the areas which may cause major deviations between actual and estimated costs. 

(1) Changes in the "Make-or-Buy" pattern of major components. 
(2) Changes in the cost accounting system including basis for allocation of indirect 

expenses. If the contractor is required to comply with the Cost Accounting Standards Board 
rules, regulations, and standards, the auditor should refer to Chapter 8. 

(3) Provision for contingencies which did not materialize such as forecasted 
increases in the cost of raw materials; anticipated union demands; or anticipated increases 
in costs of major components and royalties. 

(4) Engineering changes which resulted in extraordinary and unanticipated reduc
tions in costs. 

(5) Overstatements of important elements of cost during the initial price negotia
tions due to subsequent developments which were not foreseen by either the contractor or 
the Government. 

(6) Overstatements of important elements of cost due to defective pricing (see 14
100). 
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b. It is not intended that the auditor make a detailed analysis of the entire amount of the 
underrun or an evaluation of the adequacy of the initial price negotiations. Audit programs 
should, however, be designed to bring any items of significance mentioned in the preced
ing paragraph to light at the earliest practicable time. If the items disclosed have a material 
effect on the relationship of actual costs to target costs, they should be brought to the at
tention of the contracting officer. Items which involve apparent defective pricing or indi
cate a need for voluntary price adjustments will be reported separately as provided in 14
100 and 4-802, respectively. A reference to such reporting will be included in the report 
on the finalization of price of the incentive type contract; all other matters will be reported 
in detail as provided in 6-205.3. 
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6-300 Section 3 --- Audit of Incurred Material Costs and Purchased Services 

6-301 Introduction 

This section presents audit guidance and procedures for the audit of direct and indi
rect material costs and purchased services. The guidelines relate to the audit of the fol
lowing areas: material costs accounting; physical inventories and adjustments; scrap, 
spoilage, excess, and obsolescence; determination of requirements; make or buy deci
sions; purchasing and subcontracting; receiving and inspection; storing and issuing; and 
intracompany transfers. 

6-302 Audit Objectives and Scope of Audit 

a. The auditor's examination of transactions and procedures in the functional areas 
discussed in 6-301 must be sufficient to support an opinion on the allowability, alloca
bility, and reasonableness of costs charged to the contract. In performing this overall 
test, determine whether the material was: 

(1) needed for the contract 
(2) charged and billed in a reasonable relationship to its use in the manufacturing 

process 
(3) considered properly for make or buy 
(4) purchased in reasonable quantity 
(5) purchased at a prudent price 
(6) used on the contract 
(7) in compliance with contract terms and CAS (particularly CAS 402 and 411) 
(8) accounted for properly as to initial charge, transfer in or out, and residual 

value. 
b. Also be alert for restraints on competition attributable to a contractor's director(s) 

having an interest in a supplier or subcontractor (interlocking directorates). Any suspi
cion of preferential treatment (such as indications of conflicts of interest, unwarranted 
sole-source purchases, or kickbacks) should be evaluated for possible reporting under 4
700. 

c. Evaluations in this area can be used to satisfy mandatory annual audit require
ments related to the applicable portions of updating the internal control audit planning 
summary (No. 1), adjusting entries/exception reports for purchased services and materi
al costs (No. 10), auditable subcontracts/assist audits (No. 12), and the exist
ence/consumption of purchases (No. 13). 

d. Many different functional areas comprise contractor Material Management and 
Accounting Systems (MMAS). Audit objectives and guidelines for each of the major 
MMAS functional areas are discussed throughout the remainder of this section and in 5
700. Generally, the audit scope will address whether: 

(1) the contractor has established appropriate policies, procedures, and controls 
(2) the contractor consistently follows established policies, procedures, and con

trols 
(3) material and related costs are allowable, allocable, and reasonable. 

The scope of audit in any of these areas will consider reliance that can be placed on 
the work of others (4-1000). Particular consideration should be given to adjust, when 
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appropriate, audit scope to give consideration for adequate contractor demonstrations 
and audits performed under DFARS 242.72 or 244. 

e. Chapter 5 presents guidance for evaluating a contractor's policies, procedures, and 
related internal controls. The Government expects all contractors to have adequate controls 
to ensure system and data integrity. The auditor's assessment of the effectiveness of these 
controls (control risk) will influence the extent of testing and verification necessary to ex
press an opinion on the allowability of material costs charged to Government contracts. 

f. Major considerations affecting the extent of the testing and verification of material 
costs include: 

(1) the significance of the dollar amount of material costs 
(2) the extent of prior audit experience with the contractor involving the same or simi

lar items 
(3) the reliability and acceptability of the contractor's management policies, proce

dures, and system of internal controls 
(4) the contractor's use of information technology 
(5) the nature, extent, and results of any reviews accomplished by other Government 

activities, and 
(6) the existence of Non-DoD contracts. Contractors may have non-DoD contracts 

which may affect the scope of audit. Identify any Non-DoD contracts subject to audit and 
verify the audit effort is reimbursable. Some non-DoD agencies request and reimburse 
DCAA for audit services. The requirement for our services on non-DoD contracts should 
be confirmed by discussion with the appropriate agency Office of the Inspector General 
(see 1-300 and 15-100 for guidance on audit services for non-DoD agencies and DMIS 
User Guide). If the Non-DoD agency is not willing to participate, discuss this with the 
audit supervisor and adjust the scope of the audit appropriately. 

g. The specific scope of audit for testing and verifying material costs is a matter for 
judgment in the individual circumstances, subject to established DCAA policy (e.g., the use 
of statistical sampling techniques). DFARS 252.242-7004 requires contractors to provide 
sufficient evidence of compliance to the MMAS standards. This contractor testing will sig
nificantly affect the scope of the audit based on the guidance in 4-1000. 

h. When material costs are significant, consider the following when designing substantive 
tests: 

(1) Audit of all large purchases or system areas in which control risk is assessed as 
high. 

(2) Audit of all sensitive purchases, such as scarce materials, sole-source items, or 
purchases from vendors suspected of improper practices. 

(3) Audit of other items on a selective basis, using the most practical sampling meth
ods available in the circumstances. 

(4) Stratify or group the purchases to be audited in some meaningful way, such as by 
dollar amounts, buyers, contracts, types of material, products, departments, vendors, or a 
combination of these and other factors. 

6-303 Coordinating and Reporting Results 

a. Conduct an exit conference in accordance with 4-304 only after approval of the super
visory auditor. Include the contractor's reactions in the working papers and the report. 
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b. A MEMORANDUM FOR RECORD should be issued to close an assignment for sep
arate functions that support the incurred cost audit for a contractor's fiscal year (e.g. MAAR 
13, receiving and inspection) prior to incorporating the results into the final incurred cost 
report. However, if significant internal control deficiencies are found during these audits, 
auditors should prepare a flash report in accordance with 10-413 and follow-up these find
ings in a separate purchasing (5-600) or material management and accounting system audit 
(5-700). For reporting CAS/FAR noncompliances found during the audit, auditors should 
follow the format in 10-808. During the course of the audit, the auditor may become aware 
of conditions which may indicate fraudulent or other suspected irregular activities as defined 
in 4-702.1b. Promptly report these as described in 4-702.4. 

6-304 Evaluation of Policies, Procedures, and Controls 

When performing a DFARS 242.72 evaluation or other system audit, the auditor 
must have a basic understanding of the contractor's policies, procedures, and controls. In 
many audits, the auditor expresses an opinion on the allowability, allocability, and 
reasonableness of material costs. Understanding the system and determining the level of 
reliance that can be placed on existing controls will directly influence the extent of 
testing and verification necessary to express an opinion. (See 5-700 for guidance on 
understanding, documenting, and assessing internal controls relating to contractor 
MMASs). The frequency of a complete material cycle evaluation, or of the evaluation of 
specific functions within the cycle, will depend on: 
•	 the significance of material costs charged to Government contracts; 
•	 the results of the current evaluation of this area including the number and 

significance of deficiencies; and 
•	 the frequency with which key contractor personnel, charged with the 

responsibility for carrying out the functions, are reassigned or are separated from 
the company. 

6-305 Accounting for Material Cost 

a. The accounting department is the focal point for material cost control, because it 
correlates the cost data applicable to requisitioning, purchasing, receiving, storing, issu
ing, and finally paying for the material. The audit of the accounting system for material 
costs includes: 

(1) an evaluation of the internal accounting controls, including the type of 
accounting system in use and the methods used to control the level of material costs; 
and 

(2) a determination of the propriety, consistency, and logic of the pricing 
procedures; the composition and allocation of material charges; and the manner in 
which payments are made. 

b. The distribution of material charges to contracts, accounts, projects, or work or
ders offers various opportunities for misrepresentation of material costs. Fraud cases 
have included the following examples: altered vendor invoices, duplicate claims for 
material on public vouchers and progress payments, fraudulent billings from dummy 
companies, kickback arrangements, claims for materials not received, claims for materi
als not required by the contract, and claiming material cost applicable to other contracts 
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because of funding limitations. Suspicions of these or similar practices should be audit
ed for possible reporting under 4-700. 

6-305.1 Audit Objectives 

The basic audit objectives for the accounting function are to determine the adequacy 
of the contractor's policies, procedures, and internal controls and the extent to which 
this function influences the allowability, allocability, and reasonableness of material and 
purchased service related costs. These objectives include satisfying applicable portions 
of mandatory annual audit requirements related to purchases adjusting entries/exception 
reports (No. 10) and purchases existence/consumption (No. 13). 

6-305.2 Internal Control 

a. The adequacy of the contractor's material management and accounting system will 
influence the scope of audit and the degree of reliance that can be placed on the results. 
For example, when standard costs are used, consistency in establishing the standards 
and in applying the variances should be evaluated. The contractor may be experiencing 
a high loss factor and significant material price fluctuations in processing materials for 
commercial production, while losses and fluctuations for the Government operation are 
negligible. In this situation, the standard material variance should be adjusted for the 
high losses and price fluctuations before the variances are applied to the Government 
production. As an alternative, a separate material variance factor could be established 
for application to Government production. 

b. Evaluate the contractor's procedures and internal controls for pricing direct and 
indirect materials (see 5-700). 

6-305.3 Audit Guidelines 

In formulating an audit program for evaluating the accounting for material costs, 
consider the following guidelines: 

a. Mandatory Annual Audit Requirements (MAARs) 
(1) The auditor should assess the risk that certain significant direct material costs 

recorded to a particular contract did not benefit that contract. The risk of inappropriate 
direct material charging is greater when a contract receives direct material costs under 
unusual circumstances (e.g., transfer from a commercial contract; recording occurs well 
after assembly, etc.). Contractors often summarize and report unusual transactions through 
adjusting journal entries and/or exception reports. Therefore, the auditor should evaluate 
adjusting journal entries and exception reports related to material purchases to identify 
adjustments and/or exceptions that require further audit analysis and/or explanation 
(MAAR 10). Direct material transfers from one contract to another are sometimes neces
sary to satisfy unplanned changes to contract material requirements. However, audit atten
tion to transfers and other unusual transactions permit the auditor to apply efficient testing 
based on increased risk. 

(2) Audit material purchases to test that the materials were in fact received and, if 
applicable, used on the contract charged (MAAR 13). If purchased services are signifi
cant, or of a sensitive nature, the audit should also consider an evaluation of these ser-

DCAA Contract Audit Manual 



   
  

  

  
  

   

            

 
    

    
  

     
   
   
   
   

     
 

          

 
 

 
    

  
   
   

   
    

 
   

         

 
        

 
    

 
     

           
    

  
      

           
        

   
 

629 February 3, 2016 
31B6-305 

vices to ensure they were performed or are being performed. MAAR 13 is a concurrent 
MAAR. The audit must be performed for the current year during the first field visit to 
the contractor facility within the year. This will normally be accomplished during a 
price proposal audit or annual incurred cost audit, or within a specific material audit 
assignment. MAAR 13 should be performed annually except at those nonmajor contrac
tors subject to desk review steps as part of the low-risk incurred cost initiative (6-104). 
For nonmajor contractors subject to the low-risk sampling initiative, MAAR 13 should 
be performed at least once every three years. Annual evaluations should not be per
formed unless there are unusual circumstances increasing the risk for the current year. If 
possible, the evaluation should be performed in the year the full incurred cost audit is 
planned. Specifically, ascertain that the material was: 
•	 needed for the contract; 
•	 purchased in reasonable quantity; 
•	 purchased at a prudent price; 
•	 used on the contract; and 
•	 properly accounted for as to initial charge, transfer in or out, and residual value. 
If during the performance of the MAAR 13 evaluation the auditor finds that selected 

material parts are not located at the contractor’s facilities (e.g., the parts were shipped to 
an off-site location or directly to a subcontractor), the auditor needs to perform sufficient 
follow-up effort to verify the existence of the material parts and not automatically substi
tute other parts for them. Similarly, if selected purchased services are not being performed 
at the primary contractor’s location, sufficient follow-up effort is required to verify the 
services are being performed. Follow-up effort could include: 
•	 Requesting confirmation of the existence of selected material parts and/or the per

formance of purchased services from the cognizant offsite auditors; 
•	 Reviewing shipping/receiving documents; and/or 
•	 Making inquiries to contractor and/or Government representatives. 

(3) Physical observations and other steps needed to gain evidence of proper usage 
of material and services purchased may be done as part of an audit covered in 6-306 or 6
312 below. 

(4) Appraise the adequacy and usefulness of the stock record cards or other rec
ords used to provide information on the location, nomenclature, and quantities of items 
in inventory. Also, determine whether any inventory algorithms used are based on valid 
and current data. 

(5) Miscellaneous costs associated with material purchases charged directly or as 
items of indirect costs, such as transportation and material handling charges should be 
evaluated. In verifying these costs, determine whether the accounting treatment is rea
sonable and consistent. Circumstances requiring special attention are: 

(a) The contractor may charge transportation on material purchased for Gov
ernment contracts as direct contract cost, and the transportation on material purchased for 
commercial work to overhead. In this case, the Government will absorb excessive costs if 
the commercial transportation costs are not eliminated from overhead. 

(b) Contractors may add material handling charges to the cost of materials by 
applying a percentage factor to the invoice cost. When the factor is arbitrarily determined 
without specific identification of the costs in the records or without eliminating such costs 
from the overhead, question the costs for the appropriate reason, (e.g., for lack of records 
or for duplication of costs). When handling costs are computed on a recognized and ac-
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ceptable accounting basis (such as when a separate pool is maintained for expenses of this 
nature and the allocation is made on an appropriate basis), then the additional charge for 
material handling may be accepted by the auditor subject to the test of reasonableness. The 
auditor's evaluation of material handling costs should determine the reasonableness of the 
costs and whether they represent specifically identifiable items which are not included in 
any allocable indirect cost pool. 

(6) Materials fraud is often perpetrated by charging inflated material prices to the 
Government based on fictitious or dummy company invoices. A common method used to 
make improper charges to flexibly priced contracts is to change the account number to which 
a vendor invoice is charged. Accordingly, be alert for accounting miscommunication intend
ed to conceal the true purpose of an expenditure. 

b. Payment for Materials 
The audit of payments for materials should include an evaluation of the internal control 

activities and the testing and verification of the invoice processing and payment functions. 
An evaluation of material payments should also verify that the distribution of costs to cost 
objectives is consistent with payments. In some automated systems, the distribution of costs 
may be separate from payment allowing the possibility of billing material to Government 
contracts before the contractor actually makes payment for the materials. In this connection, 
evaluate the aging of the payables to determine whether there is a large amount of materials 
or services not paid for but billed on contracts. Conversely, ensure that the contractor is not 
paying for material (e.g., to take advantage of discounts) unless it has proper proof of receipt 
(see 6-311). 

c. Material Transfers Between Contracts 
(1) Material may be transferred at actual cost or standard cost or according to some 

other generally accepted inventory costing method as long as it is consistently applied, is 
equitable, and is based on unbiased logic. As to indirect costs allocable to the prime costs, 
CAS 410.50(i) provides the proper accounting for allocating G&A costs and for transfers. 
In general, material transfers should be priced using the G&A (or overhead) rate derived 
when the material was purchased/manufactured. The auditor should ascertain compliance 
with these standards. 

(2) Normally a transfer of parts will also mean that the related cost is transferred 
within the same billing period. However, in some limited circumstances it may not be 
appropriate to transfer parts and associated costs within the same billing period. In these 
cases, use of a "loan/pay back" technique must be approved by the ACO. The 
loan/payback technique is the movement of materials from one contract to another con
tract that has a more pressing production requirement without a transfer of cost because 
the contractor plans to pay back the materials once additional parts are received. When the 
technique is used, there must be controls to ensure that: 

(a) parts are paid back expeditiously 
(b) procedures and controls are in place to correct any overbilling that might 

occur 
(c) at a minimum, the borrowing contract and the date the part was borrowed are 

identified monthly 
(d) the cost of the replacement part is charged to the borrowing contract. 

(3) When a loan/pay back transfer is made, the audit concerns are that: 
(a) borrowed parts are not paid back on a timely basis or never paid back 
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(b) progress and/or final payments are received by the contractor for the same 
part on more than one cost objective resulting in double billings 

(c) there is no audit trail or evidence providing visibility of the lending or bor
rowing contract, or when the parts were borrowed and/or paid back 

(d) the borrowing contract was not charged for the cost of the replacement 
parts. Perform appropriate tests to ensure loan/pay backs have been treated properly. 

6-306 Physical Inventories and Adjustments 

a. Fundamental to the viability of any inventory control system is a requirement that rec
orded inventory accurately reflects actual, physical inventory. The contractor, therefore, must 
establish and maintain adequate controls to ensure acceptable levels of record accuracy. Con
tractors' procedures to verify the quantities and dollar value of physical inventories may in
clude test counts of inventories on hand, comparison of the actual count with the quantity 
reflected in the inventory control records, appropriate adjustments for differences between 
book inventory and the physical count, and verification that inventory pricing factors are 
determined on an acceptable basis. 

b. The Government has an interest in contractors' effective utilization of inventories. 
Effective utilization of inventories requires that the investment be kept to a minimum and 
that management knows the quantities, quality, and location of goods on hand. 

c. The Government is also interested in whether the contractor makes an adequate in
vestigation of inventory adjustments and whether losses are acceptable as reasonable costs 
on Government contracts. Adjustments of losses and overages and deterioration of inven
tory items may indicate inadequate inventory control and storage procedures. Adjustments 
of items that are surplus or obsolete may indicate the contractor is purchasing excessive 
quantities. 

d. Some contractors' policies, procedures, and practices result in a lack of perpetual 
inventory records once materials have been physically issued to work-in-process. In these 
cases, the shop control function must maintain adequate records to manage and account 
for issued inventory. Specific attention should therefore be given to the procedures gov
erning perpetual inventory records (see 6-312). 

6-306.1 Audit Objectives 

The audit objectives are to determine whether the: 
(1) contractor's policies, procedures, and internal controls relating to physical in

ventories are adequate 
(2) differences between the physical count and book inventories are accounted for 

and adequately explained 
(3) total inventory value represents correct quantities appropriately priced 
(4) inventory levels indicate a balanced stockage position. 

In addition, these objectives include satisfying applicable portions of the mandatory 
annual audit requirement related to purchases adjusting entries/exception reports (MAAR 
10). 
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6-306.2 Internal Control 

Adequate internal controls provide some degree of assurance on the dollar value and 
physical quantities of the inventory. Inadequate internal controls may result in excessive 
charges to Government contracts and the use of erroneous cost data by management (see 
5-710). 

6-306.3 Audit Guidelines 

a. When it is anticipated that the dollar value of the physical inventory adjustments 
will have a significant effect on Government contract prices, arrange to observe the 
taking of the inventory. This should include an evaluation of the planning and the ad
justment phase which follows and an evaluation of the journal entries adjusting the book 
inventory to physical inventory. 

b. In developing the audit program, consider the following steps: 
(1) Evaluate and test the contractor's procedures for establishing an inventory cut

off for inventory in transit during the inventory-taking period to preclude improper 
treatment of items in transit. 

(2) Evaluate the manner in which the physical inventory is reconciled with the book 
inventory. This audit should include an evaluation of the inventory adjustments and the con-
tractor's investigation of the reasons for the adjustments. It also should determine whether 
necessary adjustments are acceptable as reasonable costs on Government contracts and 
whether they result from inadequate internal controls. Adjustments of losses and overages, 
and deterioration of inventory, may indicate inadequate control and storage procedures. Ad
justments of items that are surplus or obsolete may indicate: 

(a) the purchase of excessive quantities, 
(b) inadequate control of change orders, 
(c) weak production scheduling and control, or 
(d) another significant cost management problem. 

Such matters may need to be checked further in another audit (see DCAA Forms 7640-22a 
and b, Audit Leads). 

(3) Test and evaluate the contractor's records supporting the physical inventory and 
test areas such as the pricing and the arithmetical accuracy of the computations and foot
ings. A large number of material expediters, substantial excess inventory, and frequent 
shortages of material to satisfy production needs may indicate that the formal system is 
not providing accurate information regarding what materials are needed, when materials 
are needed, and/or what materials are already available in inventory. 

(4) Determine whether the contractor segregated any inventory adjustments 
resulting from price fluctuations due to market conditions. 

(5) Determine whether inventory adjustments relate to the performance period of 
the contracts under audit. 

(6) Ensure that the contractor has adequate controls over physically commingled 
inventories to allow proper charging to contracts. 

c. Additional guidance on material handling can be found in 6-312. 
d. Performance of the above procedures will satisfy the applicable portions of man

datory annual audit requirement No.10, which requires review of adjusting en-
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tries/exception reports related to materials to identify adjustments and/or exceptions that 
require further audit analysis. 

6-307 Spoilage, Excess Scrap, and Obsolete Material 

This paragraph presents audit guidance applicable to scrap, and to spoiled, excess, and 
obsolete materials. 

6-307.1 Audit Objectives 

The audit objectives are to determine whether: 
(1) the scrap, spoiled, excess, and obsolete material generated is reasonable in amount; 
(2) the physical property is adequately safeguarded; 
(3) the price received through sale or other disposal is equitable; and 
(4) the receipts from the sale or other disposal are reasonable and properly credited. 

6-307.2 Audit Guidelines-Scrap and Spoilage 

There are various methods for accounting for costs of scrap and spoilage. The meth
od which should be used depends in part on the type of plant operation. Costs may be 
charged as overhead, as a variance to be applied to the material costs, as loading factors 
to material costs, or direct to a specific contract. When scrap and spoilage costs are as
sociated with material costs, they may be commingled with the regular material costs or 
may be identified separately. The audit considerations listed below should be included 
in the audit program for audit of this area: 

a. When practicable, scrap and spoiled items resulting from the performance of Gov
ernment contracts should be segregated physically from scrap and spoiled items result
ing from commercial contracts and should be accounted for separately. The auditor 
should observe the contractor's stock of scrap and determine the cause for any large 
quantities of scrapped or spoiled items. Particularly be alert to the possibility that the 
cause of such scrap may be capital equipment that is faulty or inadequate for its current 
use. 

b. When scrap and spoilage costs have been charged direct to contracts, proceeds 
from the sale of the material as scrap should be credited to the appropriate Government 
contract. 

c. The contractor may maintain statistical records to accumulate scrap and spoilage 
cost data when these costs are not separately identified in the accounting records. These 
statistical records should be evaluated for completeness and reliability. 

d. When scrap and spoilage costs are not separately identified, or are not separately 
accounted for in the records, the total proceeds from sales should be allocated in an eq
uitable manner. 

e. When the auditor's evaluation indicates that the contractor has incurred excessive 
scrap or spoilage costs or there is an apparent misuse of Government material, request 
the services of a qualified Government representative to assist in determining the rea
sonableness of cost. Also be alert to instances of scrap caused by failure of the produc
tion unit to promptly receive and implement engineering changes in the product or fail
ure to suspend production of deficient items pending resolution of the problems 
involved. 
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6-307.3 Audit Guidelines-Excess and Obsolete Materials 

a. Excess or obsolete items may be from purchased material or parts, or manufac
tured parts. Evaluate the contractor's policy for recording and recovering obsolescence 
costs and evaluate the causes that generated the obsolete items. In addition, be alert to 
those situations in which the contractor: 

(1) is reimbursed for the cost of obsolete items but subsequently sells them to a 
subsidiary or affiliate at significantly reduced prices, 

(2) uses the items as a no-cost component on the contractor's commercial work or 
in performing a firm-fixed-price or incentive contract for the Government, or 

(3) scraps items and then buys similar items from surplus or salvage dealers. 
Practices of this nature should be reported to the contracting officer and should also be 
considered for possible reporting under 4-700 or 4-800. 

b. The contractor's procedures and practices for using or disposing of excess or obso
lete items should be evaluated, including: 

(1) Screening procedures adopted in order to determine whether parts produced 
under, but no longer needed for, a particular contract can be used on other contracts. 
These items should be transferred for use without charge to the Government. 

(2) Procedures for obtaining the highest possible prices on items sold or 
scrapped. 

(3) Procedures for ensuring that the Government receives proper credit for pro
ceeds of items sold or scrapped. Related adjusting entries should be evaluated for ap
propriateness (as required by mandatory annual audit requirement No. 10 (see 6-305.3). 

6-308 Determination of Material Requirements 

The decision to purchase a standard item, the quantity required, and the timing of the 
delivery usually are the responsibility of such departments or functions as planning and 
production control, engineering, storeroom, and office services. Deciding to buy non
standard items is frequently delegated to a make or buy committee or a similar group. 
See 5-702 on the use of MRP systems to determine requirements. 

6-308.1 Audit Objectives 

a. The audit objectives of this area are to determine the extent of coordination be
tween the purchasing function and the departments responsible for determining re
quirements. Effective coordination may have a significant impact on purchasing econo
mies and production efficiencies and in turn may affect the ultimate cost to the 
Government. The quality, quantity, and delivery date of materials to be purchased may 
be based on information generated by: 

(1) stock level requirements established for standard items, 
(2) bills of material coordinated with production schedules, and 
(3) individual purchase requests from departments authorized to requisition mate

rial. 
b. The need for special tooling or special test equipment is generally established at 

the proposal or negotiation stage (9-605.2). These special items, which are not part of 
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the deliverable end product under the contract, must comply with the definitions in FAR 
2.101b, and the FAR requirements for approval, control, accountability, use, and dispo
sition (see Selected Areas of Cost guidebook, Chapter 9 and 14-400). 

6-308.2 Internal Control 

The material purchases by the contractor's buyers should be based on requests re
ceived from departments responsible for material requirements. The audit effort, there
fore, should depend on the effectiveness of the contractor's internal control system af
fecting the requisitioning and buying activities. An evaluation of the internal control 
system should be made to determine whether all purchase actions are in response to 
need, supported by properly initiated and approved requisitions, and accomplished in a 
timely and effective manner. See 5-600 for guidance on performing contractor purchas
ing system audits. 

6-308.3 Audit Guidelines 

Of particular concern here are: 
• claimed costs not properly traceable to source documents; 
• excess material costs being charged to Government contracts; 
• no audit trail supporting "no cost" transfers of material; 
• loans of materials to other contracts outstanding for an excessive time period; and 
• inaccurate material records (see 6-306). 

Accordingly, the audit of the interrelation and coordination of the purchasing and requisi
tioning functions should include, but not be limited to, an evaluation of: 

(1) Buying practices to determine whether a pattern of rush, emergency, or premature 
buying exists which may have resulted in; 

(a) increased purchase prices, 
(b) excessive use of uneconomical transportation, 
(c) delays in production and engineering operations, 
(d) excessive obsolescence as a result of subsequent changes, or 
(e) premature billing of material costs. 

(2) The followup procedures used by the purchasing department to ensure timely 
deliveries. 

(3) Modifications to purchase orders to determine if changes in specifications and 
quantities have resulted in obsolescence or increased costs and to determine whether changes 
were due to poor planning and lack of coordination, the untimely processing of purchase 
orders, or other causes that could have been avoided by better management practices. 

(4) Significant increases in material costs charged to Government contracts to deter
mine if increases were due to year-end inventory write-downs and whether write-downs 
resulted from inefficient requisition procedures and purchasing operations. 

(5) Coordination procedures when there are indications of repeated requisitioning of 
small quantities of the same item with substantial increase in costs to Government contracts. 

(6) Controls that prevent requisitioning materials in excessive quantities or premature 
charging to Government contracts, resulting in unnecessary material costs and in increased 
storage and material handling charges to the Government. 
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(7) Trends in transfers from one type of contract to another or significant increases in 
cost transfers from one month to another that might indicate system control problems. 

6-309 Make or Buy Decisions – Incurred Material Costs and Purchased Services 

The contractor's make or buy decisions determine which components, assemblies, sub-
assemblies, or parts are to be manufactured and which are to be purchased. These determi
nations affect contract prices, contract performance, and adherence to Government pro
curement policies. 

6-309.1 Audit Objectives 

The objectives when auditing this area are to determine whether make or buy deci
sions: 

(1) are reasonable in concept, 
(2) are applied effectively, 
(3) are in compliance with FAR 15.407-2, and 
(4) generally result in the lowest cost to the Government. 

6-309.2 Internal Control 

5-600 contains detailed guidance for auditing contractor purchasing systems including 
make-vs-buy decisions. The guidance in 14-700 on economy and efficiency audits of capi
tal investments is equally applicable in the audit of make or buy determinations. 

6-309.3 Audit Guidelines 

a. FAR Subpart 15.407.2 generally requires contractors to submit make or buy pro
grams for negotiated acquisitions requiring certified cost or pricing data with an esti
mated value of $12.5 million or more (see exception at FAR 15.407-2(c)). It also al
lows, for monitoring purposes, the incorporation of the program in negotiated cost-
reimbursable contracts, some cost sharing contracts and major systems contracts and 
subcontracts for monitoring purposes. The contract clause at 52.215-9 requires notifica
tion of any changes in the program as incorporated in the contract. Alternates 1 and 2 
requires adjustment of incentive fees if during performance the contractor reverses a 
make or buy categorization which initially was economically detrimental to the Gov
ernment. Determine the effect of and compliance with any agreements resulting from 
these requirements. 

b. The contractor has the basic responsibility for make-or-buy decisions. Therefore, its 
recommendations should be accepted unless they are inconsistent with Government inter
ests or policy. Evaluate the contractor's decisions in the make or buy area which may have 
been motivated by considerations other than economies or efficiencies for the Government 
operation. For example, the contractor may desire to gain experience in a particular manu
facturing or fabricating process. Another consideration which may influence a contractor's 
make or buy decisions involves the extent of available idle facilities. The contractor's de
cision to manufacture in lieu of purchase may be in the best interests of the company, but 
not in the best interests of the Government. When a contractor decides to manufacture a 

DCAA Contract Audit Manual 



   
  

  

 
  

 
 

 
 
  

  
  

        
  

 
 

 
 

  
 

  
 
       

       
  

        
      

  
   

   
 

 
 

 
  

    

 
          

  
     

 
 

  
 
    

    
  

      
  

637 February 3, 2016 
36B6-310 

part or component not normally within its experience or production capabilities or which 
had been purchased in the past, determine whether the decision results in additional costs 
to the Government. 

6-310 Purchasing and Subcontracting 

a. The purchasing and subcontracting function includes make or buy decisions (6
309) the selection of vendors, analysis of quoted prices, negotiation of prices with 
vendors, placing and administration of orders, and expediting delivery of materials. 

b. When DCAA internal control audits or FAR required contractor purchasing system 
reviews (CPSRs) are regularly performed at a contractor location, the auditor will make 
maximum use of the work performed and the conclusions reached during these reviews in 
establishing the extent of any separate coverage and audit tests to be undertaken in this 
area (see 5-600). In addition, the auditor and the cognizant Government procurement of
fice have related responsibilities regarding purchasing and subcontracting. It is imperative 
that the auditor coordinate planned reviews with the procurement office to avoid duplica
tion of effort (see 5-1302 and FAR Part 44). 

6-310.1 Audit Objectives 

The audit objectives of this area are to determine whether the contractor: made 
reasonable make or buy decisions (see 6-309 and 5-608); ensures the purchase of only 
properly determined requirements (see 6-306 and 5-710); obtained maximum competition; 
made a proper analysis of quoted prices; made a reasonable attempt to negotiate with the 
vendors; had a reasonable basis for vendor selection; has reasonable internal controls over 
placement and administration of orders (5-600); and is expediting delivery of materials 
where appropriate. In addition, these objectives include satisfying applicable portions of 
mandatory annual audit requirements related to auditable subcontracts/assist audits (MAAR 
12). 

6-310.2 Internal Control 

An adequate internal control system for purchasing and subcontracting activities re
quires, as a minimum, effective management policies, implemented by written procedures 
which will allow the contractor to control the level of costs. Effective internal controls 
require that the most recent policies and procedures related to the purchasing and subcon
tracting function be made available to all personnel concerned. All purchasing department 
personnel should understand their assigned responsibilities, authority, and limitations. 
Section 5-600 contains detailed guidance on auditing and reporting on contractor purchas
ing system internal controls. 

6-310.3 Audit Guidelines-Basic Procedures 

In formulating an audit program for evaluating purchasing and subcontracting, consider 
the reliance to be placed on the internal control structure. The specific scope of audit for 
testing and verifying the purchasing system is a matter of auditor judgment. When material 
costs are significant, the auditor should consider the following when designing the substan
tive testing: 
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a. Testing Methods. The auditor should consider testing: 
(1) all large purchases; 
(2) all sensitive purchases, such as scarce materials, sole-source items, or pur

chases from vendors suspected of improper selection; and 
(3) all other items on a selective basis, using the most practical sampling methods 

available in the circumstances. For example, stratify or group the purchases to be audit
ed in some meaningful way, such as dollar amounts, buyers, contracts, types of material, 
products, departments, vendors, or a combination of these factors. 

b. Sufficient Competition. Evaluate whether there were bid solicitations from a suffi
cient number of prospective sources to promote effective competition commensurate with 
the nature and dollar value of the purchase action. 

c. Basis for Selection. Factors to be considered when evaluating purchases involving 
noncompetitive items are whether: 

(1) the vendor was designated by the contracting officer who awarded the prime 
contract and 

(2) the purchase, if made from a sole source supplier, was approved by a respon
sible company official. 

d. Negotiation. The auditor should: 
(1) identify those awards made to other than the low bidder and determine whether 

the purchase files reflect the justification for the rejection of the low bidder and the basis 
for the selection, 

(2) ascertain if the contract files contain sufficient evidence of negotiation when it 
is necessary to establish a reasonable price because the item is nonstandard or an insuffi
cient number of bids have been received, 

(3) determine the extent of the audit given the supporting data submitted by the 
prospective vendor, 

(4) ascertain if the type of subcontract issued meets the requirements of FAR Part 
16 and includes all clauses required by the prime contract, 

(5) determine if awards have been made to other than the low bidder on the basis 
of delivery, the purchase order should provide for a downward price adjustment if de
livery schedules are not met, and 

(6) determine if there is sufficient justification for awarding intracompany purchas
es or work orders. 

e. Unallowable Procurement. Determine whether the contractor issued any cost-plus-a
percentage-of-cost subcontracts (FAR 44.203(b)(2). Under this type of procurement, the 
subcontractor would receive payment for, and the prime contractor would pass on to the 
Government as cost of its contract, the costs incurred in performing the contract, plus a 
specified percentage of such costs as a profit or fee. Thus, the fee would increase in direct 
proportion to any increase in cost. 

6-310.4 Audit Guidelines-Subcontracts 

a. Analysis of Case Files. Evaluate the upper-tier contractor's subcontract files to 
ensure that all required certified subcontract cost or pricing data was obtained and all 
analysis work made by the upper-tier contractor was properly provided to the Govern
ment in any price negotiations with the Government. 
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b. Subcontract Changes. In evaluating subcontract changes which affect cost or price, 
consider: 

(1) reasons for the change, 
(2) reasonableness of the adjustments to the subcontract price or cost, 
(3) complexity or risk involved, and 
(4) reasonableness of profit or fee adjustment compared to the estimated cost of 

the change. 
When the cost of the subcontract before the change has exceeded or is expected to ex
ceed original estimates, be alert to changes which have been overpriced to avoid an 
overall loss or to provide total profit or fee in accordance with original contract esti
mates. 

c. Administration of Subcontracts. The auditor should determine whether the upper-
tier contractor expedites delivery where appropriate, and meets the FAR requirements 
for change orders, modification notices, and overall costs (refer to purchasing system 
section 5-600). 

d. Repricing. The auditor should determine whether: 
(1) revised contract prices are negotiated or arrived at as provided by contractual 

requirements; 
(2) certified cost or pricing data which was used as the basis for repricing is accu

rate, complete, and current; and 
(3) results of the repricing action are in the best interests of the Government. 

e. Purchases from Debarred Companies. Debarred or suspended contractors are ex
cluded from receiving contracts; and agencies shall not solicit offers from, award contracts 
to, or consent to subcontract with these contractors, unless the acquiring agency's head or 
a designee determines that there is a compelling reason for such action, as explained in 
FAR 9.405-2, 9.406-1(c) and 9.407-1(d). An important criterion in determining the pro
priety and allowability of payments for material purchases or subcontracts is the "consent" 
requirement of specific contracts. FAR 52.244-1 through 52.244-5 are the pertinent solici
tation provisions and contract clauses which, if included in a contract, delineate the "con
sent" requirements by types and categories of contracts. If by the terms of the contract, 
prior consent is required of the ACO in subcontracting/purchasing, the ACO is prohibited 
from consenting to award to a debarred contractor. "Consent" here means to consent to 
contract with a particular entity or person; not consent to make a purchase. If prior consent 
is not required or if it is required for approval to make purchases only, a prime contractor 
is free to solicit from any sources available, including debarred, suspended, or ineligible 
contractors. 

When the prime contractor has failed to comply with the "consent" requirements of 
a contract, consult with the contractor to determine if any additional data exists to 
preclude the suspension of costs. If the contractor cannot provide an adequate expla
nation or documentary support for audit approval of payments on public vouchers, the 
costs should be suspended and brought to the attention of the ACO. 

6-310.5 Audit Guidelines-Breakout of Material Purchases 

a. An evaluation of this area should determine whether material or component parts 
purchased by the contractor for incorporation in the contract end item include common 
items of high-cost major components or subassemblies. When common items are includ
ed, analyze the material cost to determine if a "breakout" (Government direct purchase) of 
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common items would reduce costs charged to Government contracts. When warranted, 
consult with the contracting officer and point out the possible desirability of acquisition of 
items directly and furnishing them to the prime contractor as Government-furnished mate
rial. 

b. In addition to breakout of common items, the contractor may purchase other items 
which would be more economical for the Government to purchase directly. Spare parts 
procurement is an area which deserves special attention because, in some instances, the 
prime contractor may perform only the procurement function; and it may be more eco
nomical and practical for the Government to procure parts directly from the supplier. 
The extent to which drop shipments are made by manufacturers to the Government us
ing activities will provide an indication of the extent of prime contractor efforts relative 
to the spare parts. Special attention should also be given to pricing formulas or account
ing methods that allocate/assign unreasonable or unwarranted costs to spares or for indi
cations of excessive profits on spares contracts. 

6-311 Receiving and Inspection 

The receiving activity is responsible for the receipt and inspection of incoming materi
als and the movement of these materials to the areas where the storage and usage functions 
are carried out. Common responsibilities include: 

(1) unloading, unpacking, identifying, sorting and verifying that the quantity and 
quality of materials received agree with purchase order requirements; 

(2) noting shortages, damage, and defects; 
(3) reporting receipts and discrepancies; 
(4) moving materials to storage or other appropriate activities; and 
(5) providing appropriate transaction inputs to the inventory requirements and ac

counting systems. 

6-311.1 Audit Objectives 

The audit objectives in evaluating the contractor's receiving and inspection function 
are to determine whether this area has effective policies, procedures, and internal con
trols and whether it helps ensure that allowable, allocable, and reasonable costs are 
charged to Government contracts. 

6-311.2 Internal Control 

Receiving and inspection controls are typically evaluated as part of an MMAS audit. If 
an MMAS audit has been performed, the auditor should refer to the MMAS portion of the 
ICAPS to obtain an understanding of the control risk related to this area. If an MMAS 
audit has not been performed, the auditor may want to perform audit steps to assess con
trol risk relating to the receiving and inspection function (see 5-710.1). In any case, the 
auditor's assessment of control risk should be noted in the working papers and reflected in 
the scope of the audit. 
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6-311.3 Audit Guidelines 

In developing an audit program for evaluating the receiving and inspection function, 
consider the following guidelines. 

a. The auditor should physically observe the receiving and inspection functions and 
examine selected transactions to test whether key internal accounting control requirements 
are being carried out correctly. Also be alert to any inefficiencies caused by poor work 
layout or poorly planned and executed movement of materials. Attention should be given 
to signs of bottlenecks, idle personnel, excess or slow-moving materials, poor material 
handling practices, and inadequate protection of material from theft and the elements. 

b. The contractor may establish sampling techniques to be applied to the quantitative 
and qualitative receipt and inspection of material. The auditor must ascertain whether the 
sampling techniques are formalized and will permit an evaluation of the propriety of both 
the techniques applied and the results. Also ascertain whether there is adequate supervi
sion during the counting and inspection phases. 

6-312 Storing and Issuing 

The storing and issuing function is responsible for: 
(1) the protection and preservation of material in storage, including appropriate 

safeguards for items of a sensitive nature and items subject to deterioration by the ele
ments; 

(2) accessibility of fast-moving items; 
(3) the examination of material requisitions for the appropriate stock number, 

nomenclature, and authorized usage; 
(4) a knowledge of items, to permit substitution if appropriate when a requisi

tioned item is not available; 
(5) the timely issuance of material when presented with an authorized requisition; 
(6) initiating purchase requisitions when stock levels reach the reorder point or 

when authorized requisitions cannot be filled, duly noting due-ins and due-outs; 
(7) reviewing stock or slow-moving items and items in long supply and initiating 

appropriate action for consumption or disposal; and 
(8) providing appropriate transaction inputs to the inventory requirements and 

accounting systems. 

6-312.1 Audit Objectives 

The major audit objectives in evaluating storage and issuing are to determine: 
a. If accounting documentation is properly prepared/controlled and the material is proper

ly stored and protected from pilferage, the weather, and other hazards. Material should be 
issued from stores as required, with proper documentation, and support the production 
schedule. 

b. Storerooms are arranged to promote economy and efficiency in storing, locating, 
and issuing material. 

c. If the movement of material from receiving and inspection to storage and then to 
production is reported for proper entries in the accounting records. When material flows 
directly from receiving and inspection to production (bypassing storage), equivalent 
accounting control is likewise maintained. 
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6-312.2 Internal Control 

Storage and issuance controls are typically evaluated as part of an MMAS audit. If an 
MMAS audit has been performed, the auditor should refer to the MMAS portion of the 
ICAPS to obtain an understanding of the control risk related to this area. If an MMAS audit 
has not been performed, the auditor may want to perform audit steps to assess control risk 
relating to the storage and issuance function (see 5-710.2). In any case, the auditor's assess
ment of control risk should be noted in the working papers and reflected in the scope of the 
audit. 

6-312.3 Audit Guidelines 

The auditor should consider the following in developing an audit program. 
a. Determine by observing, evaluating, and testing the practices and documentation 

in the warehouses, storerooms, and factory whether the amount of merchandise with
drawn from stores is adequate but not in excess of current needs. 

b. Determine the accuracy of the records of materials in transit from the warehouse or 
storeroom area to the production area. 

c. Make physical observations and tests of documentation in production areas to de
termine whether material is being used in a timely manner and for the purposes for which 
it was issued. 

d. Test the application of procedures for (1) returning material to the storeroom, (2) 
replacing material in stock, and (3) correcting the inventory and cost records to reflect the 
return. Change orders and cutback in production schedules usually require the return of 
material issued to production. 

e. Verify the delivery of requisitioned items and evaluate the procedures for handling 
replacement orders for material lost in delivery. 

f. Test effectiveness of inventory controls and management by examining a representa
tive number of contractor-acquired Government-owned (excluding Government furnished 
material) and contractor-owned items in order to audit the: 

(1) basis for establishing stock levels and reorder points, 
(2) causes for any items in short supply, and 
(3) actions taken in response to data shown in inventory and stock status reports 

prepared by the contractor. 
g. Test the flow of accounting data to the accounting department. 

6-313 Intracompany Transfers 

a. Careful consideration should be given to items or services transferred at amounts 
other than cost. Of particular importance is whether the price charged for the item has 
been established by a competitive market place. If the item is: 

(1) proprietary, 
(2) sole source, or 
(3) produced solely or substantially for Government end use, it may be concluded 

that it does not meet the requirement for acceptance at price. 
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Under these conditions, amounts in excess of actual or estimated cost should be ques
tioned. 

b. For a contractor to obtain reimbursement on a basis other than cost, for items or 
services sold or transferred between divisions, subsidiaries, or organizations under com
mon control, certain requirements of FAR 31.205-26(e) must be met. The initial require
ment is that the transferring organization has an established practice of pricing interorgan
izational transfers of materials, supplies and services at other than cost for commercial 
work of any division, subsidiary, or affiliate of the contractor under a common control. 
This means the receiving organization should be recording and carrying the cost of the 
items/services at the price charged by the related organization. The existence of an estab
lished practice should be readily determinable from evidence such as contractor policies 
and procedures and supporting records (e.g., job cost summary reports, purchase orders, 
receiving/acceptance records, and invoices). 

c. Once the auditor is satisfied that the transferring organization has such a practice, a 
determination should be made as to whether reimbursement for the item under 
consideration is being requested based upon an exception from certified cost or pricing 
data at FAR 15.403-1(b). These exceptions include: 

(1) adequate price competition, 
(2) prices set by law or regulation, 
(3) commercial item exception, 
(4) modification to a commercial contract or subcontract, or 
(5) a waiver has been granted. 

This information should be determinable from the contract file. (See 14-907 for a detailed 
discussion of these exceptions) 

d. The final requirement for the interdivisional transfer to be allowed at price is that the 
contracting officer must not have determined the price to be unreasonable. There could be 
a situation where the auditor has evidence that the price of the item being transferred is 
unreasonable. In this case, amounts in excess of actual or estimated cost should be 
questioned. 

6-314 Special Considerations for Auditing Purchased Services Acquired from Service 
Organizations 

In recent years, there has been a proliferation in the number of service organizations, 
and in the number of contractors using service organizations to process certain accounting 
transactions. Service organizations may provide services ranging from performing certain 
tasks under the direction of the user organization to replacing entire functions within the 
user organizations. The services provided range from checking accounts and payroll pro
cessing to providing complete information technology services. Because many of the func
tions performed by the service organizations affect the user organization's financial data, 
FAO auditors performing audits at the user organization may need to obtain information 
about the services being provided, the related service organization's controls, and their 
effect on the financial data being audited (see 3-204.19 and 5-102h). 

The cost of obtaining services from a service organization is usually accounted for in 
an indirect cost pool. If significant, the costs of obtaining these services need to be evalu
ated during the incurred cost audit (see 6-608 for indirect cost transaction testing plan). All 
claimed costs must be supported by adequate evidence of the nature and scope of the ser
vices furnished. The auditor should review the contract to determine the nature of the ser-
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vices to be provided. Also, the auditor should review the invoices or billings submitted by 
the service organization which should include sufficient detail of the time expended, the 
rate of compensation, and the nature of the actual service provided. Purchased services 
should be reviewed for reasonableness and allocability per FAR 31.201-3 and 31.201-4. 
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6-400 Section 4 --- Audit of Incurred Labor Costs 

6-401 Introduction 

This section contains audit guidance applicable to the evaluation of incurred labor 
costs by area. The evaluation of contractor's policies, procedures, and practices and in
ternal controls which influence labor costs are covered in 5-900. The results of the audit 
of the labor system and related internal controls and assessment of control risk provide 
the basis for determining the extent and frequency of testing to be performed in each 
labor cost area. The auditor should review the control risk assessment and related inter
nal control audit planning summary (ICAPS) to determine whether the audit of the con-
tractor's labor system and related internal controls identified a specific risk area and that 
the relevant labor costs are material in amount/impact before planning for substantive 
tests. Discussion is presented in the following areas: 

(1) scope of audit, 
(2) evaluation of labor cost charging and allocation, 
(3) observations of work areas (floor checks), 
(4) evaluation of payroll preparation and payment, 
(5) evaluation of personnel policies and procedures, 
(6) evaluation of recruitment costs and practices, 
(7) evaluation of overtime, extra-pay shifts, and multi-shift work, 
(8) evaluation of uncompensated overtime, 
(9) evaluation of labor standard cost systems and sole proprietors' and partners' 

salaries, and 
(10) evaluation of quantitative and qualitative utilization of labor. 

6-402 Audit Objective and Scope of Audit 

a. Accomplishment of the audit objectives will require consideration of each of the 
labor system areas listed in 6-401 above. The audit cycle and the level of testing will be 
based on the control risk assessment and the vulnerability and materiality of the labor 
area involved. Substantive testing may be greatly reduced when the contractor effective
ly maintains an adequate and compliant system of internal controls, including monitor
ing and testing of the system. Substantive testing should be focused in the high risk are
as. 

b. In carrying out the primary audit objectives, the auditor should be alert to any condi
tion which raises reasonable suspicion of unlawful or fraudulent activities. 

c. MAAR 6 may be accomplished by conducting a labor cost charging and allocation 
evaluation (interviews) and/or observations of work areas (floor checks). These evalua
tions may appear similar but vary in the overall objective and the techniques and proce
dures used. The decision as to whether to perform interviews or floor checks or a combi
nation of both approaches depends on the level of risk associated with the recording and 
accumulation of labor costs. The audit objectives of a labor cost charging and allocation 
evaluation (interviews) (6-404) are to evaluate the contractor's compliance with its labor 
charging policies, procedures, and internal controls; compliance with and reliability of the 
contractor's labor cost accounting system and the accuracy of contractor employee (sala
ried and/or hourly) labor hour charges to contracts, indirect accounts, or other cost objec
tives. Interviews are designed to evaluate employee labor charging over a recent period of 
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time and are most often appropriate in auditing high risk areas. The audit objectives of an 
observations of work areas evaluation (floor checks) (6-405) are to verify the existence of 
employees, evaluate compliance with timekeeping internal control procedures, and evalu
ate employee labor charging at the time of the floor check. Floor checks are most appro
priate when no high risk areas have been identified. 

(1) Major Contractors. An annual assessment of conditions influencing labor 
charging practices (6-404.6) should be performed at major contractors to identify any 
high risk areas requiring a more detailed audit, e.g. labor interviews. If high risks are 
not disclosed, labor floor checks (6-405) should be performed. It may be necessary to 
perform a combination of these audit procedures, e.g. perform employee interviews for 
high risk departments and floor checks for low risk departments. 

(2) Nonmajor Contractors Not Subject to Low Risk Sampling Initiative (6-104). 
MAAR 6 (if deemed material) should generally be accomplished by conducting labor 
floor checks at nonmajor contractors. Detailed labor interviews should generally not be 
performed unless “hard” leads have been disclosed from prior audits that suggest signifi
cant risk exists. 

(3) Nonmajor Contractors Subject to Low Risk Sampling Initiative (6-104). Gener
ally, floor checks should be performed at low risk contractors every three years. Annual 
floor checks should not be performed unless there are unusual circumstances increasing 
risk for the current year. If possible, floor checks should be conducted in the year the full 
incurred cost audit is planned. 

d. The auditor should also be concerned with the contractor’s compliance with its poli
cies and procedures relating to payroll and personnel, recruitment, overtime, and labor 
standards. The extent of audit effort in testing and verifying labor costs will be influenced 
by: 

(1) the adequacy and reliability of the contractor's system and related internal con
trols, 

(2) the nature and significance of labor and related expenses, 
(3) prior audit experience with the contractor, 
(4) the reliability and acceptability of the contractor's labor policies and procedures, 
(5) the audit objectives, 
(6) the contractor's mix of contracts and nature of contract provisions, and 
(7) the nature of the contractor's organization and operations. 

6-403 Coordinating and Reporting Results 

a. Conduct an exit conference in accordance with 4-304 only after approval of the su
pervisory auditor. Include the contractor's reactions in the working papers and the report. 

b. A MEMORANDUM FOR RECORD should be issued to close an assignment for 
separate functions that support the incurred cost audit for a contractor's fiscal year (e.g. 
MAAR 6, timekeeping procedures) prior to incorporating the results into the final incurred 
cost report. However, if significant internal control deficiencies are found during these 
audits, auditors should prepare a flash report in accordance with 10-413 and follow-up 
these findings in a separate labor system audit. For reporting CAS/FAR noncompliances 
found during the audit, auditors should follow the format in 10-808. For guidance on co
ordinating and reporting results on assist audits of offsite locations, auditors should refer 
to 6-805. During the course of the audit, the auditor may become aware of conditions 
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which may indicate fraudulent or other suspected irregular activities as defined in 4
702.1b. Promptly report these as described in 4-702.4. 

6-404 Evaluation of Labor Cost Charging and Allocation (Employee Interviews) 

6-404.1 Audit Objectives 

a. The primary objective of a labor cost charging and allocation evaluation is to deter
mine the accuracy of contractor employee (salaried and hourly) labor hour charges to con
tracts, indirect accounts, or other cost objectives. The auditor should determine if the rec
orded labor hour charges are a fair representation of the actual work performed. Hours 
recorded on an employee's timecard or electronic record must be adequately supported/ 
documented if they are to be accepted as the basis for reimbursable labor costs on Gov
ernment contracts. 

b. An underlying principle of an effective labor charging and allocation evaluation is 
that it must be performed on a current basis. Experience has shown that long lapses of 
time between when labor effort is expended and when it is audited tend to diminish the 
effectiveness and productivity of the audit. Ideally, labor allocation evaluations should be 
performed on a real time basis, i.e., labor effort is assessed at the time of occurrence. From 
a practical standpoint, however, labor should be assessed as close as possible to the date of 
occurrence. This approach has many benefits. The employee should be better able to re
member recent events, and sufficient, competent evidential matter to support audit conclu
sions should be more readily available. 

c. Because audit resources are limited, it is impractical to audit an entire labor system 
at the same time. Efforts must be concentrated on those areas requiring immediate atten
tion. To do this, it is necessary to perform an analysis on the contractor's current labor 
system. The analysis should help the auditor identify those problem areas most likely to 
result in a significant adverse cost impact to the Government (risk) and the extent of Gov
ernment exposure to suspected irregular conduct (vulnerability). The analysis consists of 
preliminary audit effort, an evaluation of the adequacy of and compliance with internal 
controls (see 5-900), and consideration of other conditions which may influence the con-
tractor's labor charging practices. 

6-404.2 Analysis of Labor Charging and Allocation Procedures 

The objective of the analysis of the contractor's labor charging and allocation proce
dures is to identify specific areas or situations where there is high risk of labor mischarg
ing. This will usually result in the identification of specific cost or profit centers, depart
ments, contracts or cost objectives, or employees or groups of employees where the 
potential for mischarging is high. 

6-404.3 Preliminary Audit Effort 

Because the effectiveness of the audit depends on the auditor's knowledge of the con-
tractor's labor charging and allocation procedures, the auditor should become familiar with 
available background information on the contractor's organization, budgetary controls, 
direct/indirect labor charging policies and procedures, and results of the labor internal 
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controls audit (see 5-900). Obtain pertinent information from up-to-date permanent files, 
coordination with procurement officials, and discussions with the contractor. 

a. Contractor organization charts, listings of current Government contracts, and listings 
of contractor employees by locations are very useful sources of information and should be 
examined and referenced often during the audit. In addition, the auditor should update the 
labor portion of the permanent file to help satisfy the mandatory annual audit requirement 
relating to permanent files (MAAR 3) and to facilitate the performance of unannounced 
floor checks (MAAR 6) (see CAM 6-405.3(a)). 

b. Coordinate the planned audit with the ACO and other contracting officer representa
tives to: 

(1) Ensure that adequate, but not duplicate, coverage of time-and-materials con
tracts is provided by the auditor and the contracting officer's technical representative 
(COTR). 

(2) Solicit any input that may affect the audit. 
(3) Establish procedures for requesting needed technical assistance (see Appendix 

D). 
(4) Determine if the audit is to be conducted as a joint CAO/DCAA review. 
(5) Establish target dates for status meetings to keep the ACO informed of the 

audit progress. Bring any difficulties to the ACO's attention for prompt resolution. 
(6) Invite the ACO to attend the entrance conference and to suggest conference 

agenda items. 
c. The auditor should hold an entrance conference in accordance with 4-302 to ex

change preliminary information about the audit and to enable the contractor to provide a 
briefing about its direct/indirect labor charging and allocation policies. During the en
trance conference the auditor should: 

(1) Discuss the general area(s) to be covered and the general period of audit per
formance. 

(2) Advise the contractor that the audit will include a series of unannounced employee 
floor checks/interviews. The contractor should designate a representative to accompany the 
audit team during the floor checks/interviews. A primary and alternate representative should 
be designated for each of the contractor's locations. 

(3) Set the ground rules for the interviews; e.g., the interviews will be unannounced, 
the team usually will be comprised of two DCAA auditors and a contractor representative, 
and the representative will not be allowed to interpret the employee's responses nor be al
lowed to "coach" the employees in their responses. 

(4) Request a contractor representative to act as coordinator for discussing audit 
progress and findings. 

6-404.4 Evaluation of the Adequacy of Internal Controls 

a. Consideration of the contractor's internal control structure is an important part of the 
labor audit. An adequate internal control structure is essential if the labor system is to be 
relied upon for cost reimbursement and as a basis for future estimates. The evaluation of 
the internal control structure is covered in 5-900 and must encompass both IT and manual 
processes that are used in the accumulation and recording of labor costs. The result of the 
internal controls audit will enable the auditor to determine the effectiveness of labor func
tions and the reliability of labor records. When combined with appropriate tests of 
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amounts included in cost representations, internal control evaluations will provide a basis 
on which the auditor can render an opinion as to whether the contractor's labor cost repre
sentations are acceptable. 

b. Start and Stop Time Recording 
Recording of start and stop times is necessary only when the lack of such a control 

results in a risk of a material labor cost misallocation. Determining the need to record 
start/stop time is made on a case-by-case basis. The factors that should be considered in 
assessing the appropriateness of recording start/stop times include: 

(1) nature and variety of tasks worked on each day, 
(2) significance of employees working on multiple tasks compared to total work 

force, and 
(3) mix of contracts. 

After considering these factors, the DCAA auditor must exercise professional judgment as 
to whether there is sufficient risk to warrant recommending recording start/stop time. In
herent in determining risk is the concept that the benefit of the control --- in this case re
cording start/stop time---must exceed the cost of implementation. 

c. Carefully consider the possible consequences when internal control inadequacies are 
significant. Document corrective action taken by the contractor and consider when plan
ning the extent of testing required. 

6-404.5 Evaluation of Compliance with Internal Controls 

Inadequate internal controls or noncompliance with those controls greatly increase the 
risk that labor mischarging could be occurring. The scope of the audit should be adjusted in 
accordance with the risk determined in the audit of the labor system of internal controls (See 
5-900). 

6-404.6 Evaluation of Conditions Influencing Contractor Labor Charging Practices 

a. Proper analysis requires a working knowledge of not only the contractor's operations, 
policies, and procedures, but also many conditions that may influence management deci
sions. Normally no one factor should become the sole determinant of whether an audit 
should be continued, expanded, or terminated. High risk and vulnerability are usually the 
effect of the relationships among several conditions. 

b. Several conditions and appropriate evaluation procedures are presented in this 
section. The evaluation of these conditions may identify areas (e.g., cost/profit centers, 
departments, groups of employees, employee labor classifications, or contracts or cost 
objectives) where the potential for labor mischarging is high. When high risk exists, the 
auditor must also be alert to the possibility of fraud, and should conduct transaction 
tests which include a determination that records examined are not falsified. Give special 
consideration to unusual transactions. Journal entries and other special adjustments may 
provide leads for discovering improper transactions. Many fraud cases involve deliber
ately falsified labor distribution, payroll, and other records. Examples include fraudulent 
charges to cost-type contracts of costs applicable to firm-fixed-price work and fraudu
lent charges to direct and indirect activities of unrelated labor costs when projects, 
budgets, contract ceilings, or advance agreement limitations are about to be exceeded. 
Although no list can be all-inclusive, the following factors are examples of conditions 
which may influence labor charging practices. The auditor should identify the specific 
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risk area(s) associated with such conditions by designating them as high, medium, or 
low risk. 

(1) Mix of Contracts 
Determine the Government contract mix (cost vs. fixed-price/commercial). A contrac

tor whose contracts are all fixed-price or all cost-type would have relatively little incentive 
to mischarge between contracts. On the other hand, a contractor with a mix of cost-type 
and fixed-price/commercial work would generally have a much greater motivation to 
charge effort allocable to fixed-price or commercial work to a cost-reimbursable contract. 

(2) Overrun Contracts 
When contract costs have exceeded or are projected to exceed contract value, contrac

tors may divert these excess costs to other cost objectives such as indirect labor, overhead 
accounts, other contracts, etc. Request the contractor to provide a listing of all contracts 
that are currently in an overrun position or projected to be in an overrun position. The 
ACO can also often provide information on "trouble contracts." 

(3) Restructuring Costs 
Evaluate the contractor’s labor charging practices for its restructuring activities. De

termine if the contractor is properly classifying restructuring activities in accordance with 
established agreements and DFARS 231.205-70. As actual restructuring expenditures near 
the negotiated restructuring cost ceiling, there is a risk that restructuring costs may be mis-
charged to other accounts. Determine if the incurred and projected restructuring costs are 
near or in excess of the negotiated ceiling. 

(4) Significant Increases in Direct/Indirect Labor Accounts 
(a) Trend analyses may disclose instances where charges to direct or indirect 

labor accounts have increased significantly. Sufficient analysis should be performed to 
determine the nature of the increase. The auditor should evaluate changes in procedures 
and practices for charging direct/indirect cost for consistency with generally accepted ac
counting principles, the applicable contract cost principles, and any applicable Cost Ac
counting Standards requirements. 

(b) The auditor should also perform comparative analysis of sensitive labor ac
counts. When the comparative analysis indicates a possible misclassification of direct 
labor cost or some other condition that cannot be adequately explained, the auditor should 
pursue the matter further, (e.g. the contractor may be misclassifying direct contract costs 
to selling and marketing or IR&D/B&P costs.) Analysis in this area may satisfy the man
datory annual audit requirements relating to changes in charging direct/indirect cost and 
analysis of sensitive labor accounts (MAARs 7 and 8). An example of a sensitive labor 
account is standby labor. Standby labor is generally defined as the unproductive time 
caused by and limited to idle time, capability retention, and waiting for special customer 
security clearance (Additional examples of sensitive labor accounts are presented in other 
sections of 6-400). 

(5) Reorganization/Reclassification of Employees 
The organizational structure of the contractor should be analyzed to determine if it 

permits inconsistent treatment of similar labor. In some instances, reorganizations and 
reclassifications are implemented to achieve an accounting objective that was not possible 
under the previous structure. Sufficient review should be performed to determine if the 
changes will have an impact on Government contract costs. 
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(6) Adjusting Journal Entries/Exception Reports (Labor Transfers) 
Determine if there are any unusual labor transfers made via adjusting journal entries. 

Adequate rationale and supporting documentation should be available for all significant 
labor transfers. Evaluations in this area require the auditor to be knowledgeable about 
how adjusting entries are put into the system, either manually and/or by computer. If 
some significant entries appear to be more than just normal corrections, the Government 
risk and vulnerability is high and the area should be reviewed. Evaluations in this area 
may satisfy the mandatory annual audit requirement relating to labor adjusting entries 
(MAAR 10). 

(7) Budgetary Controls 
Many contractors operate management systems that require strict adherence to budget

ary controls. If the system is inflexible, labor charges may have a tendency to follow the 
identical route of the budgeted amounts, especially if managers' bonuses or incentives are 
determined based on performance against some predetermined budget. Rigid budgetary 
control systems can result in predetermined labor charges. Refer to the audit of the con
tractor budgets as described in 5-500. 

(8) Contract Definition Contracts 
Contract Definition (CD) contracts are generally fixed-price contracts for a short dura

tion. They are usually awarded to several contractors who will compete for a major fol
low-on prime contract. The procurement activity will use the results delivered under the 
CD contracts to help define exactly what it wants in the prime contract and then issue an 
informative RFP. Since the contractor's performance on the CD contract will have a direct 
bearing on its chance of winning the prime, there may be a tendency to spend more than 
the established contract value. Therefore CD contracts are highly susceptible to labor mis-
charging and the auditor should evaluate to make sure all allocable effort is being charged. 

(9) Contract Provisions 
Any contract or contract modification may contain certain provisions which increase 

the incentive for labor mischarging. A common example of such a provision is one 
which puts ceilings on certain cost elements or rates. Similarly, Time-and
Materials/Engineering and Technical Services contracts may include task order funding 
ceilings which are enforceable when contract language so provides. These ceilings pro
hibit the contractor from recovering any costs incurred above these preestablished lim
its. The existence of costs incurred in excess of ceiling limitations should alert the audi
tor to possible improper cost transfers. Another example of a contract provision which 
increases the risk of labor mischarging is a "Cost Sharing Clause." Such clauses may 
require the contractor to deliver goods and/or services at no costs to the Government. 

(10) Labor Accounting by Funding 
Labor accounting by funding is the controlled management and charging of labor 

costs to cost objectives on the basis of available funding rather than where the labor 
efforts are actually performed. Time-and-Materials/Engineering and Technical Services 
contracts possess a risk of labor accounting by funding. The availability of contract 
funds often controls where labor costs are charged. To the extent that this practice is 
employed, the procedures utilized in risk and vulnerability analysis will have to be ad
justed because extensive labor accounting by funding often results in no "red flag" con
ditions since all cost objectives will show labor costs at or below funded levels. The 
auditor must be alert to this type of situation and consider factors other than cost in de
termining the existence or extent of this practice. For example, a review of recent deliv
eries made on Government contracts could reveal that no labor costs were charged to a 
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contract during the period when deliveries occurred. Auditor initiative and imagination 
are important ingredients during an assessment of possible labor accounting by funding 
problems. 

(11) Related/Similar Cost-Type and Fixed-Price Procurements 
This situation is fairly common and occurs when procuring agencies award contracts 

for the same or similar items using different contract types. It represents a high risk condi
tion and should be closely monitored. This situation can often result in some form of "la
bor accounting by funding," i.e., labor cost to the contracts involved are charged based on 
contract funding and ceilings regardless of where they are incurred. 

(12) Offsite Locations 
Significant amounts of labor costs may be incurred at contractor offsite locations 

where little or no audit effort has been expended. The auditor should determine if an assist 
audit is required based on the level of risk at the offsite location, (risk assessment factors 
to consider are included in 6-405.3(a)). Floor checks or labor interviews should be per
formed at every significant offsite location at least every three years. The assessment of 
risk and vulnerability will require coordination between the primary and offsite auditors. 
In some complex, sensitive, or high risk situations, it may be more timely, efficient, and 
effective for the primary site auditors to perform the offsite labor floor checks/interviews. 
In these situations, teaming among the primary site and offsite auditors should be consid
ered. Requests for assist audits should be prepared and tracked in accordance with 6-805. 

(13) Contractors may have both DoD and non-DoD contracts which may affect the 
scope of audit. Identify any Non-DoD contracts subject to audit and verify the audit effort 
is reimbursable. Some non-DoD agencies request and reimburse DCAA for audit services. 
The requirement for our services on non-DoD contracts should be confirmed by discus
sion with the appropriate agency Office of the Inspector General (see 1-300 and 15-100 
for guidance on audit services for non-DoD agencies and DMIS User Guide). If the Non-
DoD agency is not willing to participate, discuss this with the audit supervisor and adjust 
the scope of the audit appropriately. 

(14) Labor Charging versus Estimating 
An evaluation in this area may reveal that the contractor is charging certain categories 

of labor directly to Government contracts contrary to the manner in which the cost was 
reflected in the bid proposal or the treatment accorded commercial contracts. The auditor 
should ascertain the reason for any divergence in policy. Such practices should be further 
analyzed. 

(15) Fixed-Price Sole-Source Follow-On Contracts 
Contractors may be motivated to charge effort allocable to commercial work to their 

sole-source contracts in order to increase the cost of these contracts, which are then used 
as a basis for projecting the cost of follow-on work. 

6-404.7 Determining Additional Audit Effort 

a. Use the results of the audit of the contractor's labor charging and allocation practices 
and related internal controls, including the contractor's own monitoring and testing efforts, 
to determine the nature and extent of further audit effort. 

b. The analysis of the conditions in 6-404.6, together with the results of the audit of 
internal controls, may identify areas with a high risk of labor mischarging. To best utilize 
available audit resources, focus audit effort on those areas in which the Government's vul-
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nerability and risk are high. For high-risk areas, sufficient analysis should be performed to 
assure that the Government's interest is protected. Discuss the results of the analysis with 
the audit supervisor and adjust the scope of the audit appropriately. As an example, the 
analysis may reveal the following conditions indicating high risk areas. 

(1) The contractor has an overrun/behind-schedule fixed-price contract that is being 
worked on by a department that also has responsibility for a cost-type contract. The cost-
type contract is currently under budget. The effort expended under the two contracts is 
similar. The ACO and PCO have expressed their concerns and dissatisfaction with the 
contract performance to the contractor. In addition, the department manager's bonus is 
dependent upon adherence to contract budgets. In this case, the risk area is all employees 
assigned to the department. 

(2) The contractor has an offsite facility that has two fixed-price contracts and 
one cost-type contract. One program manager is responsible for the three contracts. The 
program manager's labor effort on the cost-type contract is charged direct to the con
tract, while the effort on the two fixed-price contracts is charged indirect to overhead. 
There is reason to believe that this practice is prevalent throughout the company. In this 
case, the area of risk is all program manager labor effort regardless of department or 
cost/profit center. 

c. If high risk areas warranting further audit are identified, preinterview analysis and 
employee interviews should be performed in accordance with the procedures in 6-404.8. 

d. If the analysis has not revealed any high-risk areas, the auditor should consider per
forming a floor check to satisfy the mandatory annual audit requirement for labor inter-
views/floor checks (MAAR 6), as discussed in 6-405.3. 

6-404.8 Preinterview Analysis 

Once high risk areas have been identified for audit, perform a preinterview analysis to 
identify the population of employees associated with the high risk areas, e.g., a cost/profit 
center, department, contract or cost objective, class of employees, etc., and to select em
ployees to be interviewed. The employee population is usually all employees charging 
and/or assigned to the risk area. From this population, specific employees will be selected 
for interviews. Sufficient data must be gathered so that an informed decision can be made 
on the selection of employees. The employees with the most questionable labor charges 
are normally interviewed. Just as the risk and vulnerability analysis started with the con-
tractor's entire labor system and narrowed the audit scope to selected areas of risk, prein
terview analysis starts with all the employees charging/assigned to the risk area and nar
rows selected employees with the most questionable time charges within that risk area. 

a. To determine what the high risk population is, the following steps should be per
formed for each high risk area identified: 

(1) Review labor distribution documents and payroll runs to identify all employees 
charging labor effort or assigned to the risk area. Consider using data retrieval program for 
this. (See 4-504 for additional guidance.) Prepare a schedule of employees charging a ma
jor portion of their time to the risk area. 

(2) Obtain additional evidential matter by reviewing other relevant available docu
mentation related to the risk area, e.g., organization charts, travel reports, contract files, 
work authorizations, Material Inspection and Receiving Reports (DD Form 250), contract 
status reports, etc. Gather as much information regarding the risk area as possible before 
performing any interviews. For example, if the identified risk area is a certain contract, 
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evaluate enough available documentation to gain an understanding of the scope of contract 
work, contract delivery schedules, special contract provisions, etc. This evaluation may 
also identify employees who have worked on the contract but have not charged labor ef
fort to it. 

(3) For employees identified in (1) and (2) schedule labor time charges for an 
appropriate recent period of time. The appropriate time period will vary with each audit. 
Determine if any significant trends exist. Identify all employees with irregular or incon
sistent charging patterns. Focus attention on those employees with the most questiona
ble time charging patterns. 

(4) For employees identified in (3), physically inspect timecards (or other source 
document) starting with the most current time period. Review each timecard for: 

(a) consistent time splitting (be especially alert to employees working multiple 
jobs in a day), 

(b) changes in charging patterns, and 
(c) corrections, alterations, white-outs, or indications that someone else is com

pleting the timecard. 
(5) For employees identified above, review travel expense reports and compare 

travel charges to labor distribution charges. Look for inconsistencies. 
(6) Gather additional pertinent information on each employee's time charges by 

reviewing other available documentation. Obtain an understanding of the nature of the 
work for each contract/cost objective charged during the review period, the time spent on 
each job including accurate time charging when multiple jobs are worked on a daily basis, 
and any other relevant information. Also, review 5-914 and 5-915 for additional examples 
or risk areas. 

b. Selection of employees for interview should be made as a result of the above evalua
tion. Select employees whose time charges and review of other documentation indicate a 
high probability of mischarging. There should be a strong indication that the selected em
ployees have mischarged their labor effort. 

c. If no employees in the risk area appear to have questionable time charges, discuss 
terminating the audit of the risk area with the audit supervisor. 

d. An important phase of preinterview analysis techniques is the preparation of ade
quate working papers. Careful preparation of working papers is critical to the establish
ment of a basis for effective interviews. Consistency in working paper preparation 
should be maintained throughout the evaluation. The working papers should include the 
employee name and ID number, date of interview, the attendees, the reason for employ
ee selection, an interview summary, and audit conclusion. 

e. Data gathered during the preinterview analysis forms the basis for questions asked 
during the interview. Formulate the questions to be asked each employee and anticipate 
the responses. The questions should be designed to confirm the employee's suspected 
mischarging. Keep questions factual in nature; avoid questions which solicit the em
ployee's opinion. Develop a "game plan" for each interview. 

6-404.9 Detailed Employee Interviews 

Effective interviews and an evaluation of the labor system of internal controls (see 5
900) can provide sufficient information to form an opinion on the adequacy of, and 
compliance with internal controls and the propriety of the recorded labor charge. Justifi-
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cation for performing detailed employee interviews is provided by GAGAS (see 2
302.3). The second standard of field work requires that sufficient competent evidential 
matter be obtained through inspection, observation, inquiry, and confirmation to afford 
a reasonable basis for an opinion on costs recorded. (See 2-302.3). 

a. The conduct of employee interviews will vary according to the amount and quality 
of pre-interview data gathered. Certain basic steps should be followed when conducting 
interviews: 

(1) Interviews should be performed on a current basis to be effective. Recent events 
are fresh in the employee's mind and responses to questions on current time charges will 
usually produce the most reliable audit evidence. However, the auditor is not precluded 
from asking questions about general time charging patterns that may have occurred over 
an extended period of time. 

(2) All interviews should be conducted at the employee's work location because 
documentation is readily available. 

(3) The interview team generally should be comprised of two DCAA audi
tors: one interviewer, one recorder. The recorder is expected to ask pertinent questions 
overlooked by the interviewer. In addition, a contractor representative should accompany 
each team (see 6-404.3c(3)). 

(4) The contractor should not be advised ahead of time about the specific depart
ment or individuals to be interviewed. Advance notice of time of the interviews or the 
employees to be interviewed will not be given. 

b. The length and complexity of the interview will vary with the number and types of 
discrepancies disclosed during preinterview analysis. There is no questionnaire used be
cause questionnaires may raise problems regarding distribution to employees and access 
requests by contractors. However, below is a list of certain general information that will be 
elicited from each employee interviewed and documented on a labor floor check work
sheet to facilitate recording of the employee responses: 

(1) Employee's name and identification number. 
(2) Employee's current job title, position description, and nature of his or her work. 
(3) Employee's current projects and the period of performance. 
(4) Description of the nature of work performed during the period being evaluated. 
(5) Percentage of time worked on each project. 
(6) The charge numbers/accounts used to record their effort on each job. 
(7) How and from whom work authorizations and charge numbers are obtained. 
(8) Employee's timekeeping procedures, including maintenance of informal logs. 
(9) Any other relevant information resulting from employee responses or observa

tions at the employee's workstation. 
c. Listen and record the employee's complete response and be alert to any comments or 

reactions that seem inconsistent. Ask appropriate follow-up questions. 
d. Obtain any available documentation from the employee substantiating the labor ef

fort. Documentation may include final reports, trip reports, drawings, working papers, 
inventory tags, etc. 

6-404.10 Development of Findings 

a. Data gathered during the interview, compared with information obtained in the pre
interview analysis will either confirm the employee labor mischarge or establish the pro
priety of the charge. Labor mischarges confirmed during interviews should be discussed 
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with the audit supervisor and, if an assist audit, with the requesting FAO. Sufficient analy
sis should be performed to determine if the mischarge represents an isolated instance or is 
indicative of a more widespread condition. Determine if more audit effort (interviews) is 
needed to support the audit conclusion. All conclusions must be fully documented. 

b. Each risk area should be treated independently. This approach results in a more ef
fective evaluation and diminishes the chance of wasting time during the evaluation. 

c. Determine any costs questioned related to labor mischarges. Costs questioned should 
be specifically identified (contract, department, cost center, etc.) to each risk area. 

6-405 Observations of Work Areas (Floor Checks) Procedures 

6-405.1 Audit Objectives 

a. The audit objectives include: (1) an evaluation of the contractor's compliance with 
its internal controls and procedures to insure the reliability of employee time records and 
(2) the physical observations (floor checks) of work areas to determine that employees are 
actually at work, that they are performing in the assigned job classification, and that the 
time is charged to the appropriate job. 

b. Floor check procedures are appropriate when there is limited Government risk or 
vulnerability. If conditions indicating a high probability of mischarging exist, a compre
hensive analysis of labor charging and allocation, including employee interviews, as de
scribed in 6-404 is appropriate. 

c. The performance of floor checks will satisfy the mandatory annual audit require
ment relating to labor floor checks (MAAR 6). This MAAR is classified as concurrent 
and must be performed for the current year during the first field visit to the contractor 
facility within the year. This will normally be accomplished during a price proposal 
audit, or annual incurred cost audit, or within a specific labor audit assignment. Floor 
checks (or labor interviews) must be performed at least annually except for contractors 
subject to the low risk sampling initiative (6-104). See 6-402c.(3) for frequency of floor 
checks required at these low risk contractors. 

d. The extent and frequency of additional floor checks should depend upon the ade
quacy and reliability of the contractor's system for controlling the accuracy of time 
charges, materiality, internal controls, the frequency and effectiveness of floor checks 
by contractor personnel, and the results of previous floor checks. (See 6-405.3(a) for 
audit coverage at off-site locations). 

e. Floor check procedures include evaluating the contractor's timekeeping procedures, 
selecting employees to be floor checked, gathering background data, performing the floor 
checks, and summarizing the results. 

6-405.2 Procedures for Evaluating Timekeeping Controls 

Obtain an understanding of the contractor's timekeeping procedures prior to perform
ing floor checks. Consider the results of the audit of the control risk assessment docu
mented in the internal control audit planning summary and the audit of internal controls 
relating to timekeeping (see 5-900). The evaluation of timekeeping procedures should 
include the following procedures: 
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a. Establish the validity of the time records by observing the contractor's timekeeping 
system in operation. This includes an observation and evaluation of the method for record
ing time and periodic physical observations of the work areas. 

b. Determine whether employee attendance is controlled by clock cards, timecards, or 
other suitable time and attendance records and review contractor's procedure for checking 
employee early leave and late arrival. 

c. Review and evaluate the system by which employee time records are controlled at 
each timekeeping station, including assignment of job numbers for tasks performed. If job 
cards are completed by employee, evaluate procedures for notifying the worker of the 
assigned job number. Determine whether procedures provide that all changes are properly 
initialed by the employee who initially prepared the time ticket or job card and the approv
ing supervisor. 

d. Determine whether hours shown on time tickets or job cards are reconciled periodi
cally with the hours recorded on attendance records and the total hours recorded on the 
payroll. 

e. Determine whether there is a division of responsibility between personnel responsi
ble for the preparation of time and attendance records and those responsible for the prepa
ration and distribution of the payroll. 

f. Determine whether there is a division of responsibility between personnel having a 
part in the preparation of time and attendance records and those responsible for operating 
within budgets. 

g. Determine whether procedures have been established for coding and recording idle 
time. The auditor should review or prepare an analysis of idle time according to the rea
sons for idle time such as waiting for inspection, lack of materials on hand, etc., and ascer
tain whether the contractor has taken corrective action to reduce the idle time. 

h. Determine whether records of piecework and work performed under wage incentive 
plans are checked and controlled independently as to production counts, approvals for 
allowances, and other operations. 

i. Perform independent floor checks and test employee attendance and the accuracy in 
recording the work performed for all shifts. 

j. When appropriate, request representatives of the contracting officer to accompany 
the auditor on floor checks. 

k. Scan batches of labor distribution documents for obvious errors or arbitrary alloca
tions of time to contracts. 

l. Determine if the contractor has an employee work at home program and assess the 
materiality of the costs incurred by employees in the program. 

6-405.3 Procedures for Performing Physical Observations 

Floor checks should be conducted in a manner which will least disturb the normal op
erations of the contractor. When appropriate, other Government personnel or contractor 
representatives may accompany the auditor during the floor checks. The extent and fre
quency of floor checks should depend upon the adequacy and reliability of the contractor's 
system for controlling time, internal controls, the frequency and effectiveness of floor 
checks by contractor personnel, and the reliability of the records indicated as a result of 
floor checks. Consider the procedures described below in conducting a floor check. 

a. As part of the annual planning process, auditors should identify the population of 
employees by obtaining a control list of persons assigned to the department or area to be 
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checked. A listing of employees by location should be obtained far enough in advance to 
allow sufficient time for the FAO to perform the floorcheck on an unannounced basis and 
determine any necessary assist audits (see 6-805). Auditors should update the labor por
tion of the perm file with the listing of employees by location. Auditors should also con
sider the risk at off-site locations as part of the annual planning process. If only minimal 
risk is indicated, the FAO does not need to select the location to perform a floor check 
at this time. However, as a minimum, floor checks should be performed at significant 
off-site locations at least every three years. To the extent possible, the assist audit re
quests should be made at the beginning of the contractor’s fiscal year to allow sufficient 
time for the FAO(s) cognizant of the off-site location(s) to plan and perform the au
dit(s). Some risk assessment factors to use for selection of the off-site locations are: 
•	 Results and currentness of prior audits; 
•	 Headcount at each site; 
•	 Pattern of direct vs. indirect charging; 
•	 Number and mix of contracts at the site; 
•	 Contract overruns; 
•	 Contract values at the respective sites; 
•	 Facility dedicated to a specific contract/program vs. a facility that supports multiple 

contracts/programs; and 
•	 Audit leads and discussions with the contracting officer cognizant of the off-site 

locations. 
When a common area is used to perform Government and other production, a floor check 
of the Government work alone is not sufficient. To establish over-all control, check the 
entire department, work area, or specific labor category, but when circumstances warrant, 
emphasize the Government portion of the operation. 

b. Select employees to be floor checked. Employees may be selected either randomly 
or judgmentally, depending upon the audit circumstances and objectives. If chosen ran
domly, procedures described in the Attribute Sampling Guidebook should be followed. 

c. Gather background data relating to the selected employees. Appropriate data may 
include: 

(1) Employee identification numbers. 
(2) Employee job classifications. 
(3) Nature of the work usually performed by the employee and by the department 

or cost center to which he or she is assigned. 
d. Offer the contractor an opportunity to designate a representative to accompany each 

audit team during the floor checks. A primary and alternate representative should be des
ignated for each of the contractor's locations. 

e. Determine the make-up of the floor check team. The auditor should use judgment in 
determining the makeup of the team; however, the team generally should include two peo
ple. Possible other team members include an ACO representative such as a technical spe
cialist or contract specialist, or a contractor representative such as an internal auditor. In 
more sensitive situations, (e.g. contractor frequently challenges floor check findings), two 
auditors: one interviewer and one recorder may be appropriate. 

f. Ensure that all team members are thoroughly briefed on the overall audit objectives 
and that they have the necessary background knowledge to contribute to the floor check. 

g. Obtain a plant layout and note the location of employees selected for questioning. 
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h. Floor check the employees selected. The employee's manager should not be present 
unless it will facilitate accomplishment of the objectives. Try to question all selected em
ployees in a given work area before moving to another. If a particular employee cannot be 
located, obtain contractor assistance. Note, however, that seeking such assistance has the 
effect of providing advance notice of the floor check. 

i. Identify each selected employee at work in the department or area being observed 
and check to the control list, showing the time observed. Determine whether the employee 
is performing in the proper capacity as direct or indirect labor and whether time is being 
charged correctly by discussing the nature of the work being performed with the employee 
and observing the actual work performance. If an employee's time for the prior period was 
charged to a cost code or work project other than the one he or she is working on during 
the floor check and the nature of his or her work is not such that it obviously entails fre
quent job changes, the employee should be queried regarding his or her work assignment 
in the prior period. This procedure may disclose errors, adjustments, or alterations to the 
prior period labor distribution records which require further analysis. 

j. Discuss the employee's timekeeping procedures to determine compliance with 
established internal controls and to determine if the employee has received adequate 
orientation and training. Question the employee to ascertain the following: 

(1) Procedures for receiving the timecard. 
(2) Procedures for receiving work assignment charge numbers and descriptions. 
(3) Procedures for completing and submitting the timecard. 

k. Listen patiently and attentively to the employee's complete responses to questions. 
Do not interrupt or answer for the employee nor allow the contractor's representative to do 
so. 

l. Record the employee's complete response and be alert to any comments or reactions 
that seem inconsistent with question responses. 

m. Compare responses with previous data gathered. If inconsistencies arise or further 
clarification is required, ask appropriate follow-up questions. 

n. Obtain explanations promptly (before the close of the shift whenever possible) con
cerning all questionable procedures or practices observed during the floor check. Deter
mine the reasons for any timekeeping discrepancies noted on the control list, such as: em
ployees at work who are not on the control list, employees on the control list who could 
not be located, reasons for time being charged to work which is not being performed, rea
sons for working at other than assigned labor classifications, and reasons for idleness. 
When employees selected for interviews are unavailable, follow-up effort is required to 
verify the existence of the employee. Auditors should attempt to interview the employee at 
a later date. It is acceptable to limit the follow-up interview to satisfy this single objective, 
i.e. employee existence, if sufficient steps were already accomplished to satisfy the other 
audit objectives of the labor floor check. If a follow-up interview is impractical, other 
audit steps should be conducted to verify employee existence. These steps could include, 
but are not limited to a review of personnel /security files; observations of the employee’s 
work area; follow-up telephone interviews; and/or video teleconferencing. The extent of 
the additional audit steps to be accomplished should be based on auditor judgment. 

o. Determine whether the observations made during the floor check are properly re
flected on the payroll and labor distribution records. Advance planning may be required to 
assure that the records are available in sufficient detail to make this check possible. When 
the contractor's timekeeping system is automated, special print-outs may be required. For 
assist audits conducted at off-site locations, the auditors at the primary location are re-
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sponsible for reconciling the time charges collected at the time of the employees’ inter
views to the labor distribution records when the official books and records are maintained 
at the primary location. Prime and off-site auditors should effectively communicate to 
assure adequate supporting documentation is provided for the prime auditors to perform 
this reconciliation. 

p. With automated timekeeping procedures, additional care must be taken in the 
design of the floor check and the subsequent comparison to labor distribution records. 
An automated system uses remote data entry terminals to record labor charging data 
directly to the computer for processing. Supporting documentation normally consists 
of machine printouts showing data that, in a manual system, appears on source docu
ments. A computerized system can be programmed to alter the labor cost distribution 
and prepare printouts to support it. The effect is the same as a manual alternation of 
records. The computer, however, can do the job more efficiently and without involv
ing large numbers of people. If internal controls over the automated system are weak, 
consideration should be given to expanding the floor check into an audit of labor cost 
charging and allocation (6-404). 

q. Be alert to unusual situations such as employee idleness, extensive use of labor for 
rework or remake operations, excessive number of workers or inefficient use of workers 
assigned to Government work, lack of appropriate protection of property from theft or 
the elements, use of maintenance supplies to construct capital assets, unused floor space 
or equipment, or assignment of the more efficient workers to commercial work while 
similar Government work is being performed by less efficient workers receiving sub
stantially the same rate of pay. Information to substantiate the use of less experienced 
workers on Government contracts may be developed from an examination of personnel 
records (length of service and background experience), labor tickets, and payroll. When 
a situation as described above exists, ascertain the reasons for the condition, whether it 
is permanent or temporary, and whether corrective action is necessary. 

r. Discuss the results of the floor checks with the audit supervisor and summarize the 
results of audit. 

6-405.4 Access to Restricted Areas (Floor Checks) 

Occasionally during the course of a floor check an auditor is denied access to an 
employee, documentation regarding the employee's work, or an area of the contrac
tor's facility due to security reasons. The floor check audit team should not automati
cally omit selected employees because of these security restrictions. When access is 
denied, the auditor should work with the FAO security control officer and the contrac
tor to make arrangements for obtaining special access in accordance with 1-503.1. If 
it is determined that another audit organization has cognizance of the area, an assist 
audit request to that organization should be considered. 

a. At contractors where both the regular and Field Detachment DCAA FAOs have 
audit workload, annual coordination meetings are held between the two FAOs to deter
mine the cognizant FAO and discuss the responsibilities of each FAO. During this meet
ing, the FAOs should discuss suggested procedures to follow where access is denied 
during a floor check because of security clearance reasons. 

b. If there is reason to believe that the denial of access to the restricted area is not based 
on a Government-imposed security restriction and the auditor has the appropriate clear-
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ance to obtain access, carefully consider the guidance in 4-803 and 4-708 to determine 
whether this condition should be reported as an unsatisfactory condition or an obstruction 
of audit. If the auditor is denied access to documents or records required in the audit, care
fully consider the guidance in 1-504 to determine whether the procedures cited in DCAA 
Instruction No. 7640.17 are applicable. 

6-405.5 Contractor Employee Work at Home (WAH) Programs 

With the advancement of information technology, defense contractors are establish
ing employee work at home programs. The following are the minimum internal controls 
necessary for a contractor’s work at home policies to be considered acceptable for Gov
ernment contract costing. 

a. Materiality 
(1) When a WAH program is identified, auditors should first assess the materiality 

of the costs associated with the contractor’s employees who work at home. The determina
tion of materiality should consider factors such as the total number of contractor employ
ees, the number of employees under the WAH program, the dollar amount of WAH labor, 
and the mix of contracts. 

(2) If costs associated with the WAH program are determined to be material, the 
contractor’s policies and procedures covering the program should be evaluated to deter
mine if adequate internal controls over the WAH program are in place. If the contractor 
does not have adequate written policies and procedures, the contractor should be cited for 
a labor accounting system deficiency, usually under the Labor Authorization/Approval or 
Timekeeping control objectives. 

(3) If the costs of the WAH program are not material and the contractor does not 
have written policies and procedures, the auditor should notify the contractor in writing 
that if WAH costs become material, the Government will require a demonstration of the 
adequacy of the internal controls over the WAH program. In addition, the auditor should 
establish acceptability of the employees’ labor costs by other means. 

b. Audit of Internal Controls 
Good internal controls over the WAH program should address at a minimum: 

(1) Eligibility and status. These programs are usually offered to employees on an 
exception basis for situations where attendance at the company facility is a hardship such 
as when an employee is injured. However, adequate policies should include a description 
of the type of work that may be performed at home. The auditor should evaluate the rea
sonableness of performing this work at home. For example, work that must be closely 
supervised, requires access to non-portable equipment or depends on the frequent interac
tion with others, cannot be performed at home. The contractor’s policies should also in
clude the status of employees working at home (e.g., full time, part-time, temporary, etc.) 
and the employee’s eligibility for benefits such as insurance and leave. 

(2) Approval policy, employee performance, work schedule and attendance. Con
tractor policies and procedures should require: 
•	 proper advance approval by appropriate management officials; 
•	 continuing evaluation of the participating employee’s performance in completing as

signed tasks; 
•	 written documentation of the specific tasks to be performed along with expected 

completion dates; 
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•	 that WAH employees attend periodic meetings at the contractor’s work site to allow 
the employee and supervisor to discuss work progress, assign new tasks, and evaluate 
work performed; and 

•	 that WAH employees work a mutually agreeable set of core hours to allow manage
ment to have access to the WAH employee at designated times. 

(3) Timekeeping Requirements. WAH employees should be required to submit timecards 
in accordance with the company-wide timekeeping system. Copies of the timecards should 
be kept at the company facility. 

c. Floor Check Procedures 
(1) When an employee selected to be floor checked is not present at the normal work-

site due to a WAH program, the employee’s supervisor should be interviewed. Discussions 
with the supervisor should concentrate on obtaining evidence of the employee’s work, and 
documented evidence of supervisory control over the employee’s WAH schedule. 

(2) The auditor should also communicate with the employee by telephone to deter
mine if the employee has knowledge of WAH procedures, and discuss specific type of work 
being performed along with the related labor charge numbers. 

(3) If the employee has a regularly scheduled meeting with the supervisor in the near 
future, any questionable procedures or practices identified in steps (1) and (2) can be dis
cussed and verified with the supervisor and employee at that time. In addition, the individu
al’s employment should be verified to the payroll/personnel records. 

6-406 Evaluation of Payroll Preparation and Payment 

6-406.1 Audit Objectives 

a. The basic audit objectives are to determine: 
(1) the contractor's compliance with its policies, procedures, and internal controls for 

the preparation of payroll, 
(2) whether payroll payment procedures afford adequate protection to payroll checks 

and cash, 
(3) whether distribution is made to employees named as payee on payroll check or 

pay envelope, 
(4) whether there is adequate control over undelivered payroll checks or cash, 
(5) whether these activities are accomplished in an economical manner, and 
(6) the integrity of payroll and labor cost records by reconciling payroll accruals and 

disbursements to cost distribution records. 
b. Accomplishment of the above objectives will satisfy the mandatory annual audit re

quirement related to payroll/labor distribution and tracing (MAAR 9). The extent of audit in 
this area will depend on the effectiveness of the contractor's accounting procedures. Thus the 
early identification of system weaknesses is of prime importance to efficiently satisfy this 
MAAR. 

6-406.2 Audit Procedures 

a. Payroll Preparation. The auditor should evaluate: the results of the labor internal 
controls audit, 5-900; and organizational responsibilities to ascertain whether the payrolls 
are prepared by personnel independent of persons responsible for the timekeeping opera-
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tion and for the actual payroll payment. In evaluating compliance with the internal con
trols for payroll preparation, the auditor should be guided by the following procedures: 

(1) Ascertain the accuracy of the basic payroll records (clock cards, job tickets, 
assignment records) and evaluate the method for processing the data. 

(2) Evaluate the methods used to reconcile the totals of clock cards and job tickets 
and note changes made in time recorded on clock cards. 

(3) Ascertain whether all time adjustments, other than apparent and obvious arith
metical errors, indicate evidence of supervisory review and control. 

(4) Ascertain whether pay rates in effect are supported by written authorization 
from the personnel department or other authorized source. 

(5) Determine whether suitable cross checks are maintained within the payroll de
partment for verifying the accuracy of names, rates, hours, extensions, deductions, footing, 
and accounting distribution. 

(6) Reconcile payroll totals (dollar value and hours) with totals of related labor cost 
distribution records. This reconciliation attests that the labor charges to contracts represent 
actual paid or accrued costs and that such costs are appropriately recorded in the account
ing records. Completion of this will help satisfy the mandatory annual audit requirement 
relating to payroll/labor distribution reconciliation and tracing (MAAR 9). Under certain 
circumstances, the auditor should request the contractor to reconcile total labor to the pay
roll tax returns, IRS Form 941. This additional reconciliation should be requested as part 
of: 
•	 a major contractor incurred cost audit when a contractor’s labor system has been 

determined to be inadequate due to deficiencies found in the contractor’s payroll 
preparation and payment control activities; or 

•	 a nonmajor contractor incurred cost audit except when the auditors have performed 
a labor system audit and determined the payroll preparation and payment control 
activities to be adequate. 
(7) Determine the adequacy of procedures to assure that payroll advances are not 

charged as a direct or indirect expense. 
(8) Test pay rates by reference to labor union or other employment agreements, 

applicable contract provisions, and contracting officer approvals. 
(9) Evaluate the methods used for reconciling over-all payments to labor cost dis

tribution records. 
(10) Evaluate the periodic reconciliations performed by the personnel department 

from the information submitted by the payroll department. 
b. Payroll Payments. In verifying payroll payments, the auditor should observe, on an 

unannounced basis and in selected areas on a test-check basis, the actual distribution of 
checks or cash to employees, including the method used to identify employees. The audi
tor should determine the methods for safeguarding pay checks or cash for persons absent 
on the regular pay date and the procedures for subsequent payment to employees. The 
auditor should be guided by the following procedures in examining payroll disbursements: 

(1) Determine whether all employees are paid by prenumbered checks and whether 
the contractor accounts for all numbers. 

(2) Ascertain whether checks prepared in error are voided by permanent notation and 
are filed in numerical sequence with the canceled checks. The contractor's procedures should 
provide for obsolete or surplus checks to be destroyed in the presence of authorized person
nel and the destruction evidenced by their signature. 
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(3) Ascertain the disposition made of unclaimed payroll checks. Where the Govern
ment has been charged for the cost represented by unclaimed checks, the auditor should de
termine that costs to the Government are properly adjusted, either by payment to the Gov
ernment, by a credit to the accounts originally charged to an overhead account, or in some 
other equitable manner. 

(4) Compare selected names on the payroll with personnel records to establish authen
ticity of employment and pay rates. 

(5) Determine whether the contractor's internal audit staff observes the distribution of 
payroll checks at unannounced intervals. 

(6) Evaluate the manner in which the reconciliation of the payroll bank account is 
performed, and determine whether it includes: 

(a) examination of endorsements on paid checks, 
(b) accounting for the numerical sequence of checks, 
(c) a comparison of checks with the payroll records, and 
(d) appropriate action to cancel long-outstanding checks. 

The reviews and reports of this function by the contractor's public accountant and internal 
auditors should be considered. 

6-407 Evaluation of Personnel Policies and Procedures 

Evaluation of the contractor's personnel policies and procedures should assist the auditor 
in determining the extent of verification and testing required. 

6-407.1 Evaluation of Management Policies 

a. The evaluation of the contractor's policies and internal controls for: 
(1) hiring, assigning, dismissing, and controlling the labor force, 
(2) establishing pay rates, rate changes and any additional compensation, 
(3) establishing attendance and time keeping controls, 
(4) authorizing and monitoring overtime and multi-shift work by hourly paid person

nel, 
(5) authorizing, controlling, and disposing of compensatory time worked by salaried 

personnel, establishing vacation, sick leave, and holiday allowances, and 
(6) establishing and maintaining surveillance over categories for direct and indirect 

labor classifications is covered in 5-900. 
b. The auditor should obtain an understanding of the internal control for personnel rec

ords. Effective controls should include as a minimum, the following practices and proce
dures: 

(1) Hiring and dismissal of employees should be approved by responsible company 
officials. 

(2) The personnel department should exercise control over all absences. 
(3) Reasonable ranges of compensation should be established for each salary and 

wage grade. 
(4) Payroll increases or decreases should be approved by a responsible official of the 

personnel department. 
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(5) Procedures should be established in the personnel department for the prompt re
porting to the payroll department of all changes affecting payroll, such as new hires, rate 
changes, dismissals, and other employee separations. 

(6) Personnel records should be maintained for each employee. The records should be 
independent of the payroll department and should include information such as the date of 
employment, pay rate, classification, terms of employment, personal history, and approval 
for hire. 

(7) The payroll department should compile a listing of all employees by class, de
partment assigned, and pay rate. This information should be forwarded periodically to the 
personnel department for reconciliation with its records. 

6-407.2 Evaluation of Advance Planning Procedures 

The auditor should evaluate the contractor's plan for establishing the proposed level of 
operations and should review all significant contemplated increases or decreases in labor 
costs. When marked increases in production are planned, the auditor should review the con-
tractor's plans for lead time in hiring, training, and utilizing additional personnel. When nec
essary, the auditor should seek the opinion of qualified Government technical personnel. 
Improper lead time may generate unwarranted costs either by hiring personnel in advance of 
need (considering the training period) or by not hiring soon enough and thereby disrupting 
the production line. When the contractor contemplates a cut-back in production, and a con
sequent decrease in personnel, the auditor should evaluate the contractor's plan for decreas
ing personnel and determine whether the contractor is retaining the higher salaried technical 
and supervisory personnel beyond the required period at an increased cost to the Govern
ment. The auditor should ascertain that direct labor personnel who should be terminated are 
not transferred to duties of an indirect nature without justification. This is particularly im
portant when the Government is sharing substantially in the contractor's indirect expenses. 
These procedures will satisfy the mandatory annual audit requirement relating to changes in 
charging direct/indirect cost (MAAR 7). 

6-407.3 Evaluation Guidance 

In evaluating the contractor's personnel practices, the auditor should include, but not limit 
his or her evaluation to the following: 

a. An analysis of the corporate minutes generally record top-management decisions 
which affect personnel policies. (In multi-plant operations, this analysis is usually made by 
the Contract Audit Coordinator or the auditor of the corporation home office.) This will help 
satisfy the mandatory annual audit requirement relating to charging direct/indirect cost 
(MAAR 7). 

b. An evaluation of the current written operating procedures which apply to personnel 
activities. 

c. An analysis of the actual practices followed at the operating levels and a comparison 
of these practices with the written procedures. 

6-407.4 Evaluation of Procedures for Determining Personnel Requirements 

The auditor should evaluate the procedures by which the contractor determines the 
required number and classification of personnel. When contractors have been producing 
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under Government contracts over an extended period of time at approximately the same 
level of operations, requirements usually are based on personnel turnover experience. 
When a program is undergoing expansion or when the contractor has been awarded a 
contract for the first time, determination of the number, type, and quality of personnel 
required is usually based on the contractor's estimates. The auditor's evaluation of the 
contractor's basis for determining personnel requirements should include, as a mini
mum, ascertaining: 

(1) that the policies are sound, clearly stated, and generally applicable to a pru
dently operated business, 

(2) that the request for personnel is approved by a responsible executive, and 
(3) that when a request for additional personnel is submitted it is supported by 

valid reasons and management has considered all other alternatives before granting the 
request. 

6-408 Evaluation of Recruitment Costs and Practices 

6-408.1 Area of Coverage 

The recruitment of most employees is a function of the personnel department. Costs 
incurred include: 

(1) help wanted advertising, 
(2) salaries and travel expenses of company personnel engaged in recruiting ef

forts, 
(3) travel and living expenses of applicants and new employees, 
(4) expense of moving household effects of new employees, and 
(5) fees paid to employment agencies. 

6-408.2 Audit Objectives 

The audit objectives are to establish whether: 
(1) the contractor's recruiting policies, procedures, and practices are acceptable, 
(2) the program is effectively administered, and 
(3) the total cost is reasonable in comparison with the results achieved and ap

propriately allocated. 

6-408.3 Audit Procedures 

In accomplishing the audit objective, the auditor should be guided by the procedures 
described below: 

a. Evaluate the prescribed duties and responsibilities assigned to the organizational unit 
responsible for recruitment activities and ascertain that they are clearly established to ac
complish the assigned mission. 

b. Evaluate recruitment activities for the most recent operating period and obtain, among 
other information, data on: 

(1) Employment changes during the period under evaluation (new hirings, transfers, 
separations) to determine the rate of turnover by classes of employees. 
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(2) Recruitment efforts (applicants interviewed and employment offers made, 
accepted, and rejected). 

(3) Sources of new hires (advertising, referrals, and employment agencies). 
(4) Total costs of recruitment (advertising, salaries, travel expense of contractor 

personnel and recruits, relocation expense, and employment fees). The auditor should review 
or develop data on the cost per hire, and by type of hire, such as engineers or executives. 

c. Evaluate the various types of payroll allowances or fringe benefits to employees. De
termine whether allowances are in accordance with established company policy and whether 
they are reasonable in view of standard industry practices and criteria for determining rea
sonableness contained in procurement directives. 

d. Ascertain the nature and extent of budgetary controls exercised over the cost of 
different types of recruiting methods used and allowances paid employees. 

e. Compare employee turnover rates being experienced for various categories of 
personnel with prior years' rates and with rates anticipated by management. Consider the 
effect of the turnover rates on the continued need for large scale recruitment activities; or 
conversely, the need to reduce these activities significantly. Ascertain if measures are being 
taken to identify and eliminate the causes of the turnover. 

f. Determine the extent to which recruitment is controlled by manpower forecasts, 
specific job requisitions, and by management approval. 

g. Evaluate procedures used to recruit qualified technical personnel to meet work 
requirements. 

6-409 Evaluation of Overtime, Extra-Pay Shifts, and Multi-Shift Work 

The auditor should evaluate the contractor's policies, procedures, and internal controls on 
overtime, extra-pay shifts, and multi-shift work, and the accounting and distribution of the 
premium costs. The auditor should be familiar with the provisions of FAR 22.103, which 
includes definitions and conditions under which overtime costs may be approved under 
Government contracts. When overtime work is required, the contractor's policies and proce
dures should comply with FAR 22.103 and insure that the operations will be limited to the 
actual need for the accomplishment of specific work. The auditor should ascertain that the 
amount of work performed at premium rates is equitably divided between Government and 
commercial operations. 

6-409.1 Audit Objectives 

The objectives of audit are to determine whether: 
(1) management is properly authorizing, scheduling, and controlling overtime, extra-

shift, and multi-shift work, 
(2) the contractor is obtaining the contracting officer's written approval when required 

by contract provisions, 
(3) the premium costs are reasonable and properly allocable to the Government con

tracts, 
(4) adequate control is exercised over productivity in the extra-pay periods, and 
(5) compensatory overtime work by salaried personnel is properly authorized, and 

application against subsequent working hours is properly monitored. 
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6-409.2 Audit Procedures 

Audit procedures should include the following: 
a. A determination as to whether the contractor's practices are consistent with the Gov

ernment's interests. Effective procedures should include: 
(1) acceptable standards to determine the need for overtime and premium shift work, 
(2) the establishment of categories of employees eligible to receive premium pay, 
(3) the proper levels of management authorization, approval, and continuing control 

over these operations, 
(4) the establishment of adequate procedures for authorizing compensatory overtime 

and effective monitoring of compensatory overtime credits against subsequent working time 
not actually worked, and 

(5) the continual review of overtime and shift data by management to control over
time and shift premium costs. 

b. An evaluation of contracts, when overtime and shift work is applicable, and an exami
nation of the bid proposal and negotiating memorandum to ascertain the extent to which the 
contract price provided for overtime premium and shift premium expenses. If overtime and 
shift premiums were not considered in the contract price, the auditor should ascertain and 
evaluate the reasons for the overtime and shift premiums. 

c. A determination that premium labor costs charged to the contract have been approved 
by the contracting officer, when required, and have been incurred in accordance with the 
contractor's normal policy. 

d. A periodic review of the continuing need for the exception types of overtime opera
tions cited in FAR 22.103-4/DFARS 222.103-4. 

e. An evaluation of the accounting treatment accorded overtime premium pay and the 
method of cost distribution. Overtime premium pay may be treated as indirect expense or as 
a direct charge when it is the contractor's regularly established policy and when appropriate 
tests clearly demonstrate that this policy results in equitable cost allocations. Irrespective of 
the practices disclosed by a contractor, the question of whether or not, or the extent to which, 
overtime premium pay is allowable, allocable, and reasonable under a contract remains for 
consideration in each specific instance considering contractual requirements and applicable 
Government regulations. 

f. An evaluation of the accounting and distribution treatment accorded shift premium pay. 
g. An evaluation of the contractor's procedures for compensatory overtime work to de

termine that this type of work is properly authorized and performed according to an accepta
ble company policy and that proper monitoring is exercised by management in applying an 
employee's compensatory overtime to subsequent scheduled working time in which the em
ployee does not work. 

6-410 Evaluation of Uncompensated Overtime 

6-410.1 Introduction 

a. The Fair Labor Standards Act (FLSA) requires employers to compensate hourly work
ers for hours worked in excess of 40 hours per week, but the FLSA does not require employ
ers to pay overtime to salaried employees. Salaried or exempt employees are paid a sal
ary to provide a service. The salary (weekly, monthly, or annual) is based on providing 
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that service in whatever time is required. Therefore, exempt employees are compensated 
for all hours worked including those worked beyond the normal 40-hour week. Howev
er, because most contractors' accounting systems account for labor based on a 40-hour 
week, the hours worked in excess of the normal 40 hours per week are commonly called 
uncompensated overtime. In October 1997 a new solicitation provision and contract 
clause, FAR 52.237-10, Identification of Uncompensated Overtime, was issued which 
defines uncompensated overtime as "hours worked without additional compensation in 
excess of an average of 40 hours per week by direct charge employees who are exempt 
from the Fair Labor Standards Act." See 9-505. 

b. Many contractors' accounting systems do not assign costs to those hours worked 
by exempt employees in excess of 8 hours per day or 40 hours per week. In some cases, 
labor costs are distributed only to cost objectives worked on during the first 8 hours of 
the day. In other cases, employees are permitted to select the cost objectives to be 
charged when more than 8 hours per day are worked or the contractor has an informal 
policy as to how employees should select the objectives to charge. For example, when a 
contract and B&P project are worked on the same day, the actual hours incurred on the 
contract might be charged first and the balance up to 8 hours might be charged to the 
B&P project. Obviously, there is serious risk of mischarging costs to Government con
tracts under such circumstances. 

6-410.2 Audit Objectives 

The basic audit objectives are to determine: 
(1) whether the contractor is accounting for all hours worked; 
(2) whether the contractor is allocating an equitable share of salary costs paid to 

all effort performed in accordance with FAR 31.201-4; and 
(3) whether all work accomplished, including that using excess hours worked by 

exempt employees, is included in the base for distribution of overhead costs in accord
ance with CAS 418. 

6-410.3 Basic Audit Procedures 

a. Evaluate the contractor's policies and procedures relative to work performed by 
exempt employees in excess of 8 hours per day or 40 hours per week. For service con
tracts to be awarded on the basis of the number of hours to be provided, FAR 52.237-10 
requires an offeror to submit a copy of its policy addressing uncompensated overtime 
with its proposal. In addition, this FAR requires that an offeror's accounting practices 
used to estimate uncompensated overtime be consistent with its cost accounting practic
es used to accumulate and report uncompensated overtime hours. See 9-505. 

b. Determine whether the contractor is recording all hours worked by exempt em
ployees. If a review of the employee time records discloses that exempt employees 
consistently record only 8 hours per day/40 hours per week, conduct floor checks 
and/or employee interviews to see whether exempt employees work in excess of 8 
hours per day or 40 hours per week. If they do, discuss with contractor representatives 
the need to record all hours worked by exempt employees in order to ensure that sala
ry and applicable indirect costs are being equitably allocated to all effort performed 
by the employees during the period. If the contractor refuses to record all hours 
worked by exempt employees, expand the floor checks and employee interviews to 
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determine whether the failure of the contractor to record all time worked results in a 
material difference in the allocation of costs to final cost objectives. Obtain the assis
tance of the contracting officer in requiring the contractor to record all hours worked 
when a material difference in allocation of costs is determined. 

c. Determine whether the contractor is allocating salary costs paid to exempt em
ployees to all effort performed in accordance with FAR 31.201-4 and CAS 418. 

d. If it is determined that Government contracts are being over charged by a mate
rial amount due to an inequitable allocation of costs because the contractor does not 
record all time worked, the contractor should be cited as being in noncompliance with 
FAR 31.201-4 and CAS 418. Any material excess allocation of costs to Government 
contracts should be questioned or disapproved as applicable. Materiality is the gov
erning factor when determining whether noncompliances should be cited and whether 
a contractor should be required to implement a total-hour accounting system. (See 6
410.6) 

6-410.4 Acceptable Accounting Methods 

Accounting for excess hours worked by exempt employees may be accomplished by a 
variety of methods, including: 

a. Computing a separate average labor rate for each labor period, based on the salary 
paid divided by the total hours worked during the period, and distributing the salary cost 
to all cost objectives worked on during the period based on this rate. 

b. Determining a pro rata allocation of total hours worked during the period and dis
tributing the salary cost using the pro rata allocation. For example, if an employee was 
paid on a weekly basis and worked 25 hours on one cost objective and 25 hours on an
other cost objective, each cost objective would be charged with one-half of the employ-
ee's weekly salary. 

c. Computing an estimated hourly rate for each employee for the entire year based on 
the total hours the employee is expected to work during the year and distributing salary 
costs to all cost objectives worked on at the estimated hourly rate. Any variance be
tween actual salary costs and the amount distributed is charged/credited to overhead. 

6-410.5 Other Possible Accounting Methods 

Other methods of accounting for excess hours worked by exempt employees may be 
used by the contractor. Some of these are unacceptable and others require further evalu
ation to determine acceptability. Examples of methods that would require further evalua
tion are: 

(1) distributing the salary cost to all cost objectives based on a labor rate predi
cated on an 8-hour day/40-hour week and crediting the excess amount distributed to 
overhead; and 

(2) determining a pro rata allocation of hours worked each day and distributing 
the daily salary cost using the pro rata allocation (use of daily distribution increases the 
possibility for "gaming"). 
Evaluation should be made of the method used by the contractor to determine the signif
icance of any inequities which may result. 
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6-410.6 Materiality Considerations 

a. During the evaluation of uncompensated overtime, the risk that the unrecorded un
compensated overtime will materially impact the allocation of labor and overhead costs on 
Government contracts is an important consideration in deciding whether or not to require a 
contractor to record all hours worked. Auditors should make two basic determinations as 
part of their preliminary evaluation of uncompensated overtime: 

(1) Does the risk that contractor labor cost allocations could be materially impacted 
by the existence of uncompensated overtime justify an expanded evaluation (e.g., number 
of contracts, contract mix, etc.)? 

(2) Does significant uncompensated overtime exist? 
b. If the preliminary evaluation of uncompensated overtime determines that: 
• uncompensated overtime could materially impact labor cost allocations; and 
• a significant amount of uncompensated overtime exists 

a determination must be made as to whether requiring the contractor to account for un
compensated overtime would have a material impact on the contractor’s allocation of la
bor costs to Government contracts. This determination is necessary for: 

(1) Recovering any costs due to the Government as a result of the unrecorded un
compensated overtime, and 

(2) Supporting a recommendation to modify the contractor’s labor system to ac
count for all hours worked. 

c. Determining the impact of a contractor’s unrecorded uncompensated overtime can 
be difficult and time consuming and, in certain circumstances, the effort required to de
termine the impact may not be justified in view of the low risk. These low-risk situations 
should be documented in the Labor and Accounting System Internal Control Audit Plan
ning Summary (ICAPS) sheet, specifically under the Labor Distribution Control Objective 
of this ICAPS. In those situations where sufficient risk is present and the unrecorded un
compensated overtime is significant, the auditor must take appropriate steps to determine 
the cost impact. Reliance on a contractor’s assertion that the unrecorded uncompensated 
overtime is not material, in lieu of an independent and timely assessment of the situation, 
does not satisfy the auditor’s responsibility. At a minimum, in situations when both risk 
and significant unrecorded uncompensated overtime have been identified, steps similar to 
those stated below need to be performed to determine if recording and accounting for the 
uncompensated overtime would have a material impact on the contractor’s allocation of 
labor and overhead costs to Government contracts: 

(1) Identify the contractor department/operation presenting the highest risk that 
significant unrecorded uncompensated overtime could have a material impact on the 
allocation of labor and overhead costs to Government contracts. In judging risk, consid
er the factors and conditions noted in 6-404.6, “Evaluation of Conditions Influencing 
Contractor Labor Charging Practices.” Examples include contract mix and overrun con
tracts. 

(2) Concentrate the floor checks/employee interviews in this department. Focus the 
interviews on distinguishing between the work that is performed during the hours for which 
time charges are recorded, and the work that is performed during the unrecorded hours. 

(3) Determine if findings support the conclusion that there is a material difference 
in the allocation of costs because the contractor does not account for uncompensated 
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overtime. If findings support this conclusion, perform one or more of the following 
steps: 

(a) Expand the evaluation to other departments/operations. 
(b) Discuss the situation with the ACO and determine his/her reaction to a 

recommendation that the contractor modify its labor accounting system to record and 
account for all labor hours worked. 

(c) Determine the nature and extent of any further audit effort to be performed 
in accordance with 6-404.7. 

(4) If the findings from the uncompensated overtime evaluation of the highest risk 
department/operation do not support the conclusion that a material difference in the alloca
tion of costs exists, document the reasons for this conclusion in the working papers and 
curtail or close-out the audit accordingly. 

6-411 Evaluation of Other Labor Systems (Standard Costs and Proprietor/Partner 
Salaries) 

a. Standard Cost System. The use of standard costs (when variances are appropriate
ly applied) to record direct labor costs for Government contracts is acceptable, particu
larly when the operations among several Government contracts or the operations be
tween Government and commercial production are similar and are so intermingled as to 
unduly complicate the actual cost accounting processes. Use of a standard cost account
ing system to cost Government contracts is permitted only when it meets the criteria in 
CAS 407 (see 8-407). 

(1) In accepting standard labor costs, the auditor should determine the extent to 
which collateral labor costs such as overtime, shift premium, sick leave, and vacation 
pay are included in the established standard. 

(2) The auditor should determine whether standards are based on formal, scien
tific and reasonably current studies representative of actual operations performed. The 
auditor should trace standard labor charges from distribution sheets to the payroll rec
ords to determine whether recorded standard operations for a given date or period con
form to the actual operations for which payment was made to employees. 

(3) The auditor should test related variances to product line to determine whether 
standards and variances approximate actual costs. 

(4) The auditor should also analyze variances, preferably by examining contrac
tor's own analyses, to find the causes of variances (for example, rate, efficiency, down 
time, or setup). This may disclose improper charges to direct labor through the variance 
accounts. 

b. Sole Proprietors' and Partners' Salaries. Sole proprietors' and partners' salaries 
usually are included in overhead. However, when owners or partners are personally 
engaged in performing under Government contracts, particularly in research and devel
opment contracts, their compensation may be charged as direct labor. The evaluation of 
time charged directly should be coordinated with the screening of other direct and indi
rect labor to prevent duplication of charges in direct and indirect labor. It may be more 
appropriate in some instances to treat the compensation of proprietors and partners as 
Other Direct Costs without overhead. The auditor should evaluate the reasonableness of 
the compensation charged on the basis of services rendered. Proprietors and partners 
time charged direct will also influence consideration of profit or management return. In 
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accordance with FAR 31.205-6(a)(6)(ii) compensation costs must be reasonable for the 
personal services rendered and not be a distribution of profits (which is not an allowable 
contract cost). When the rate of pay has not been stipulated in the contract, the auditor 
should evaluate the reasonableness of the rate. The auditor should ascertain whether 
acceptable time records are available to substantiate the time charged to the contract. 
When the amount of time spent on the contract is significant, all of the individual's time 
should be accounted for and not only that portion of time charged to the contract. The 
services of a Government technical representative should be solicited when the auditor 
is unable to evaluate the reasonableness of the charge because of technical considera
tions. 

6-412 Evaluation of Quantitative and Qualitative Utilization of Labor 

6-412.1 Audit Objectives 

The basic audit objectives are to evaluate the internal controls instituted to assure 
prudent utilization of staffing in the performance of Government contracts, to determine 
whether the costs are commensurate with the benefits derived, and to determine the rea
sonableness and efficiency of the labor utilization. 

6-412.2 Audit Procedures 

To accomplish the audit objective, the auditor should be guided by the procedures 
described below. The evaluation of the quantitative and qualitative utilization of labor 
may require the assistance of qualified Government technical personnel. The auditor 
should go as far as he or she can in each audit step pending technical review and analy
sis. When the issuance of an audit report would otherwise be unduly delayed because 
the technical analysis is not available, a qualified report should be issued. The auditor 
should identify manpower utilization reviews performed by the contractor or others and 
consider the results in completing the following audit procedures. 

a. Evaluate the contractor's functions and related activities for quantitative and qualita
tive utilization of labor. The evaluation should disclose organizational and functional areas 
that require audit emphasis. 

b. Ascertain whether the work performed by the contractor is required by the terms 
of the contract, properly authorized, and directed to the appropriate operational unit. 

c. Determine whether there are unwarranted variations between staffing budgets 
allocated by upper management and staffing budgets actually used by operating or mid
dle management. (See 5-500 for guidance on contractor budgeting procedures.) 

d. Determine whether the contractor maintains adequate control over the expenditure 
of the technical effort to assure maximum productivity, whether this control includes the 
evaluation of actual work assignments and target completion dates, and whether com
parisons are made with staffing budgets and staffing tables approved by management. 

e. When salaries and wages constitute a significant portion of contract costs, evalu
ate, on a selective basis, personnel files of employees assigned to Government contract 
work to determine whether qualifications of workers performing the contract are com
mensurate with the rates charged and all other requirements of the contract. 

f. Evaluate the contractor's personnel practices during start-up and phase out periods 
to determine whether the cost of excess personnel is charged to Government contracts in 
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the build-up period and whether the Government contracts are unduly burdened with the 
retention of unnecessary personnel in the phase out period. 

g. Evaluate the contractor's basis for assigning and phasing out technical personnel 
for both Government production and commercial operations. Audit emphasis should 
be accorded the phase out portion of the contract to determine the reasons for 
retaining certain classes of technical personnel to complete the contract. The auditor 
should also determine whether the contractor is assigning technical personnel in 
accordance with their skills. The use of highly trained personnel to perform routine 
work which could be performed by lower paid personnel is not economical. The use 
of less than qualified personnel to perform difficult work may result in higher costs to 
the Government because more time and greater supervision may be required. The type 
of contract should be a guide to the auditor in determining the extent of verification in 
these areas. 

h. Examine the contractor's staffing and labor control practices to determine the ef
fectiveness of controlling idle time. If unreasonable idle time is perceived or controls 
are judged to be inadequate, conduct a preliminary work sampling (probe). Work sam
pling is described in Appendix I. 

i. Compare labor classifications charged to the contract with those proposed to 
ascertain whether the contractor is utilizing the type of personnel for which the 
Government has contracted. 

j. Determine whether engineering, technical writing, etc. on Government work is 
subcontracted rather than performed by the contractor and whether such practice results 
in unreasonable costs to the Government. Among the factors to be considered is wheth
er, under the prevailing conditions, there is any necessity for subcontracting other than 
to meet temporary or emergency requirements. (See the Selected Areas of Cost guide
book for further guidance in this area.) 

k. Evaluate manual labor procedures for possible mechanization (capital investment 
opportunities, 14-600) which will result in increased efficiencies and economies of the 
contractor's operation and less cost to the Government. 

6-413 Reasonableness of Compensation Costs 

The guidance contained in this subsection is designed to assist the auditor in determin
ing the reasonableness of employee compensation costs in accordance with the criteria set 
forth in FAR 31.205-6, Compensation for personal services. The audit of the compensa
tion system and related internal controls is covered in 5-800. The scope and extent of any 
testing for reasonableness should be based on the control risk assessment and results of the 
audit of internal controls over compensation. Refer to 5-808.9b(1) for specific guidance on 
when the auditor must perform tests of reasonableness of non-bargaining unit employees. 

6-413.1 Compliance with FAR 31.205-6(b)(1), Compensation pursuant to labor-
management agreements 

a. All costs of compensation established under an "arm's length" labor-management 
agreement negotiated under the terms of the Federal Labor Relations Act or similar state 
statues are considered reasonable unless the provisions of the agreement are either unwar
ranted or discriminatory against the Government in accordance with FAR 31.205-6(b)(1). 
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That is, it will not be tested for reasonableness under FAR 31.205-6(b)(2). But it must, 
nonetheless, satisfy any specific compensation element allowability criteria elsewhere in 
FAR 31.205-6. 

b. Unwarranted or discriminatory provisions exist when, under unique circumstances, 
the work conditions vary significantly from those contemplated by the negotiating parties 
or the collective bargaining agreement contains provisions that are inequitable to the Gov
ernment as a class of customer by the character and nature of the work. 

c. Arm's length agreements refer to those agreements between independently organized 
labor groups, such as labor unions, and contractor management for the purpose of estab
lishing wage increases, hours, benefits, and working conditions. 

d. Provisions of an agreement designed to set pay rates based on a given set of circum
stances and conditions of employment, such as work involving extremely hazardous activ
ities, are unwarranted if the work on Government contracts is less hazardous. 

e. Provisions of an agreement are considered discriminatory against the Government as 
a class of customer when the agreement mandates pay provisions for work of the same 
character and nature that exceed those comparable to similar commercial work. Therefore, 
an agreement with provisions which require higher pay levels for contractor employees 
who work on Government contracts than for those contractor employees performing under 
the same conditions on commercial contracts is discriminatory. For example, a union 
agreement that provided for higher wage rates for construction work on a Government 
installation than for rates applicable to commercial construction in the same area under 
similar circumstances would be considered discriminatory. 

6-413.2 Evaluation of the Reasonableness of Non-Bargaining Unit Compensation in 
Accordance with FAR 31.205-6(b)(2) 

a. The auditor should apply the tests of reasonableness, in accordance with FAR 
31.205-6(b)(2), in those circumstances where (1) the auditor has performed the audit pro
cedures contained in 5-800 and has determined that the contractor’s internal control sys
tem cannot be relied upon to demonstrate reasonable levels of compensation, and (2) the 
auditor has identified the potential for unreasonable levels of compensation. However, 
when system deficiencies are of such a nature that they prevent a determination of the 
reasonableness of wages and salaries, follow the guidance presented in 5-808.9b(2). Be
fore taking exception to compensation costs, consider the reasonableness test procedures 
as discussed in this subsection. 

b. Compensation costs of owners, some executives, and other employees having a 
higher risk of unreasonable compensation will not be accepted on the basis of a compensa
tion system audit without some specific testing to substantiate the reasonableness of the 
compensation. Refer to 6-414. These types of employees are considered to be outside the 
reach of established control activities. 

c. When evaluating wage increases, if the compensation system is adequate, and the 
contractor's established practice is to provide wage increases to certain non-bargaining 
unit employees comparable to those given bargaining unit employees, no tests of reasona
bleness need be applied. 

d. Compensation for each employee, job class of employees, or job grade of employees 
must be reasonable for the work performed. Compensation is reasonable if the aggregate 
of each measurable and allowable element sums to a reasonable total per FAR 31.205
6(b)(2). In determining the reasonableness of total compensation, consider only allowable 
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individual elements of compensation. In addition to the provisions of FAR 31.201-3, in 
testing the reasonableness of compensation, consider factors determined to be relevant by 
the contracting officer. Factors that may be relevant include general conformity with the 
compensation practices of other firms of the same size, in the same industry, in the same 
geographic area, and engaged in similar non-Government work under comparable circum
stances. [For compensation paid in accordance with a labor-management agreement, refer 
to 6-413.1]. 

6-413.3 Determination of Reasonableness for Non-bargaining Unit Employees 

To determine the reasonableness of total compensation, each allowable element mak
ing up an employee's total compensation (refer to 6-413.2d) is to be compared with the 
compensation data of other firms that meet the criteria described in subsection 6-413.2. 
The most likely medium for obtaining the compensation data will be market pay surveys. 
When market pay survey data are used in making the FAR comparison tests, identification 
of the firm participants and their qualifications to meet the FAR criteria is required and 
should be documented in the audit working papers. 

a. FAR 31.205-6(b)(2) states that in determining the reasonableness of individual com
pensation elements consideration should be given to all potentially relevant facts. These 
facts include general conformity with the practices of firms of the same size, in the same 
industry, in the same geographic area, and engaged in similar non-Government work un
der comparable circumstances. The appropriate factors for evaluating the reasonableness 
of compensation depend on the degree to which those factors are representative of the 
labor market for the job(s) being evaluated. 

(1) Geographic area refers to comparisons made with firms in the same locale or 
regional area as that of the contractor. 

(2) Size pertains to comparisons with firms of relatively the same size in terms of 
number of employees or sales volume. Sales volume is also a factor in evaluating execu
tives' compensation. 

(3) Industry means comparisons with firms producing similar products or providing 
similar services. For instance, the compensation levels for a contractor whose principal 
product is shipbuilding should be compared to other shipbuilders. Other industries include 
aerospace, electrical/electronics, office equipment and computers, or research and devel
opment. The contractor's specific industries may be identified by reference to the Gov
ernment's North American Industry Classification System (NAICS) codes, which are used 
to classify companies by industry. It should be noted that compensation survey data for 
several related NAICS codes is often aggregated to represent a group of industries com
monly categorized, for example, as aerospace industries. 

(4) Contractors engaged in similar non-Government work under comparable cir
cumstances refers to comparable services from sources outside of the contractor. 

b. All factors may not be relevant to the same extent. The extent to which each of the 
factors must be considered depends on the degree to which each of the factors is repre
sentative of the labor market for the job being evaluated. Relevance is directly tied to a 
contractor's circumstances, as explained in 5-808.8c(1). Rationale for the determination of 
the significance of the relevant factors to be applied must be sufficient to address the con
siderations of reasonableness, as set forth in FAR 31.201-3. 
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c. Acceptable compensation surveys to be used for applying the FAR tests should pro
vide the appropriate relevant factor data, as outlined above, to make the comparisons, and 
should be determined reliable, as provided in 5-808.8c. An acceptable survey may include 
firms that represent more than one of the relevant factors, such as firms that are of the 
same size, geographic area, and industry as the contractor. If the auditor determines that 
the contractor’s pay surveys do not represent the relevant market for the jobs to be bench
marked, and the auditor does not have access to additional pay surveys that adequately 
represent the contractor’s relevant market, the auditor will refrain from performing an 
independent test of reasonableness. In this circumstance, the auditor will follow the guid
ance at 5-808.9b(2), cite the contractor for significant system deficiencies in an audit re
port, and allow the contractor to take corrective action. At the end of the corrective action 
time-frame, the contractor shall demonstrate the reasonableness of their compensation 
costs through the use of adequate pay surveys. 

d. In those circumstances where the auditor has determined that acceptable pay surveys 
exist and are available for audit use, the auditor will make comparison tests with bench
marked jobs within a pay structure job class (see 5-808.2) or grade (see 5-808.3), depend
ing upon the circumstances. However, as noted in 5-803.1c, top executive positions are 
unique and must be audited individually. This is true regardless of the individuals’ as
signment to a job class, grade or pay structure (see 6-414). All comparison tests are to be 
made by comparing the weighted average (or median) wage or salary of a job class or 
grade with those provided in an acceptable survey. Update survey(s) to a common data 
point for each year through the use of appropriate escalation factors. The use of external 
pay surveys is discussed in 5-808.8c(2). 

e. More than one survey may be required to consider the significance of the relevant 
factors in the circumstance. If determined reliable and applicable, use the contractor's 
market comparison studies (see 5-808.8) wherein the contractor has selected jobs to be 
benchmarked and has compared them with survey job pay rates. 

f. When an independent test of reasonableness is required, as provided for at 5
808.9b(1), the auditor will coordinate with the ACO to determine whether the tests are to 
be performed at the level of job classes of employees or by job grade. FAR 31.205-6(b)(2) 
provides that compensation is reasonable if the aggregate of each measurable and allowa
ble element sums to a reasonable total. Offsets between individual compensation elements 
are implied in this concept in order to determine total reasonableness. In most circum
stances, it will be more efficient for the auditor to test at the level of job grade of employ
ees; however, coordinate this determination with the ACO. The auditor’s independent test 
of reasonableness should select a sufficient number of jobs to test to establish a sufficient 
basis to demonstrate the reasonableness of compensation for the pay structure, whether by 
job class or by job grade, depending upon at what level the testing will take place. To test 
the reasonableness of compensation costs by job class, the auditor should compare suffi
cient individual jobs within the job class to comparable jobs in external pay surveys to 
determine compensation reasonableness. For example, to determine the reasonableness of 
compensation costs of the engineer job class, the auditor should compare sufficient indi
vidual jobs (junior engineer; intermediate engineer; senior engineer; lead engineer) within 
the job class to appropriate external pay surveys to determine that compensation for the 
engineer job class is reasonable. An example of testing the reasonableness of compensa
tion costs by grade level is shown in Figure 6-4-1. The auditor must exercise judgment 
when making a determination on the number of jobs to test so that all significant findings 
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are adequately supported. The auditor should consider the following before performing 
extensive benchmarking: 

(1) In the audit of the contractor's internal controls, the auditor should have previ
ously determined whether the contractor has a market comparison process adequate to 
demonstrate the reasonableness of compensation (5-808.8). Accordingly, where possible, 
the auditor should rely on the contractor's benchmarking effort as a baseline for determin
ing reasonableness. Additional audit effort will then be directed at supplementing, where 
necessary, the contractor’s work. 

(2) Because FAR 31.205-6(b)(2) provides that compensation is reasonable if the 
aggregate of each measurable and allowable element sums to a reasonable total, and off
sets by job class or by grade are implied in this concept, it is likely that contractors will be 
able to demonstrate that compensation costs are reasonable in accordance with the FAR. 
Therefore, the auditor should have the contractor make a preliminary assessment of the 
aggregate of compensation elements that may be available prior to expending considerable 
resources in performing an independent test of reasonableness. 

(3) A contractor with a majority of commercial and competitively awarded Gov
ernment fixed price work in its business base may be under considerable pressure from its 
product market competitors to keep compensation costs low. This may reduce the risk of 
unreasonable compensation where compensation for employees working commer
cial/fixed priced work and employees working on negotiated Government flexibly priced 
work are administered the same. 

6-413.4 Determination of Reasonableness of Compensation Costs 

a. A compensation element is considered unreasonable if the contractor's compensation 
for that element exceeds the survey data weighted average (or median) rates by 10 percent. 
This judgment factor considers that a determination of unreasonable compensation results 
from material compensation system deficiencies or unjustified pay policies. A large differ
ence between the average and median can be the result of a few atypical cases skewing the 
average, especially in small sample sizes. When sample sizes are small and there are mate
rial differences between average and median (e.g., executive salaries), the median should 
be used. 

b. Each allowable element of an employee’s compensation for jobs within a job class 
or grade is benchmarked to survey data. The benchmarking of jobs to determine reasona
bleness for the salary element of compensation is explained in 6-413.3f. The determination 
of the reasonableness for the fringe benefit element is made at the total payroll level for all 
jobs within a compensation system, as explained in 6-413.5. An example of determining 
unreasonable compensation at the grade level for the salary and fringe benefit elements of 
compensation is shown in Figure 6-4-1. 

c. A contractor's pay structure may include jobs that cannot be compared to market 
survey data because of a low number of incumbents or the jobs are unique to the organiza
tion. Nonbenchmarked jobs within the same grade or job class as the benchmarked jobs 
are to be considered unreasonable to the same degree as the benchmarked jobs because 
they are of relative value based on the contractor's job evaluation system (see 5-808.7). 

d. Individual elements of compensation (such as wages and salaries, bonuses, fringe 
benefits, and deferred compensation) may each be subject to the FAR tests and be consid
ered unreasonable if they exceed the market survey weighted average data by 10 percent. 
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Unreasonable costs are computed by applying the percent difference between the amount 
that the compensation element exceeds the survey data to the element amount. However, 
the aggregate of allowable elements of compensation should be considered to determine 
reasonableness. See 6-413.7 for guidance. 

6-413.5 Fringe Benefits 

FAR 31.205-6(m) states that, except as provided otherwise in Subpart 31.2, fringe ben
efits are allowable to the extent that they are reasonable and required by law, employer-
employee agreement, or an established contractor policy. Accordingly, when evaluating 
fringe benefit costs, auditors should first evaluate the contractor's compliance with other 
applicable FAR 31.2 criteria and then make a determination of reasonableness (see 6
413.3(a)). Benefits are considered reasonable to the extent that the total allowable (see 6
413.2) benefit package rate calculated as a percentage of payroll does not exceed the aver
age rate of the comparison data by more than 10 percent. If the total benefit package rate is 
determined unreasonable, only then conduct an analysis of each of the individual elements 
comprising the total benefits package. 

a. Legally Required. Those benefits that are required by statutory law are workers' 
compensation, social security, and unemployment compensation. The costs of these bene
fits are dependent upon the level of wages and salaries. 

b. Pensions, Life and Health Insurance. An evaluation of a contractor's insurance and 
pension programs is normally performed as a Contractor Insurance/Pension Review 
(CIPR) as set forth in DFARS 242.73 (see 5-1303). The results of these reviews should be 
considered in the scope of the benefits program review. Refer to 4-1000 for guidance for 
relying upon the work of others. See Selected Areas of Cost guidebook, Chapter 53 for 
additional guidance regarding the audit of pension costs and Selected Areas of Cost 
guidebook, Chapter 34 for additional guidance regarding the audit of insurance costs. 

c. Pay for Time Not Worked. Benefits within this category include paid vacations and 
payments in lieu of vacation, payments for holidays and for holidays worked, paid sick 
leave, and payments for National Guard, Army, other reserve duty, or jury duty. Policies 
necessary for the control of these benefits include: 

(1) eligibility rules, 
(2) the size of the benefit, such as how many holidays the company will pay for or 

how much vacation an employee is entitled to receive, 
(3) the effect of holidays or sickness which occurs during a vacation, 
(4) the degree vacation and unused sick leave time can be banked and carried over 

to another pay period or paid at time of termination, and 
(5) circumstances for extra pay rather than paid time off. 

d. Other. Other benefits include severance pay, thrift savings plans, deferred compen
sation plans, stock bonus plans, and employee stock ownership plans (ESOPs). The con-
tractor's policies and procedures for these benefits should be documented, include authori
zation procedures, requirements for monitoring and reporting the results to management, 
and control ranges on amounts of benefits to be provided. 

e. Allowability of Costs. The cost principles provide specific restrictions on the allow-
ability of some of these benefits, as follows: 

(1) Severance Pay - FAR 31.205-6(g), refer to Selected Areas of Cost guidebook, 
Chapter 69 for guidance on the evaluation of these costs. 
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(2) ESOP – FAR 31.205-6(q), refer to Selected Areas of Cost guidebook, Chapter 
23 for guidance on the evaluation of these costs. 

(3) Bonuses, including sign-on, relocation and retention bonuses, and incentive 
compensation, including compensation based on changes in the prices of corporate securi
ties or corporate security ownership - FAR 31.205-6(f), (i), and (k), refer to Selected Areas 
of Cost guidebook, Chapter 7 for guidance on the evaluation of these costs. 

6-413.6 Justification 

a. Although the contractor's compensation is determined to be unreasonable, as de
scribed in Figure 6-4-1, the contractor may provide justification for the excessive compen
sation. Examples of this are compliance with Federal or state laws, employee relation con
cerns, or labor shortages. However, the contractor should provide sufficient documenta
tion to establish a sound basis for any exceptions. 

b. The contractor's justification should address the following considerations for reason
ableness, as provided in FAR 31.201-3: 

(1) 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. 

(2) The cost is generally recognized as ordinary and necessary for the conduct of 
the contractor's business or the contract performance. 

(3) Consideration should be given to generally accepted sound business practices, 
arm's length bargaining, and Federal and state laws and regulations. 

(4) Consideration should be given to the contractor's responsibilities to the Gov
ernment, other customers, the owners of the business, employees, and the public at large. 

(5) Any significant deviations from the contractor's established practices should be 
considered in determining the reasonableness of a cost. 

6-413.7 Offsets – Compensation Costs 

a. FAR 31.205-6(b)(2) provides that compensation is reasonable if the aggregate of 
each measurable and allowable element sums to a reasonable total. Offsets between indi
vidual compensation elements are implied in this concept. By using offsets, the contractor 
can provide proof that, in total, the cost of the compensation package is reasonable. 

b. An element of compensation proposed as an offset must be an otherwise allowable 
element of compensation, and it must be quantifiable for comparison with the compensa
tion elements deemed unreasonable. For example, deferred compensation introduced as an 
offset must be based upon an allowable deferred compensation plan. Compensation based 
on changes in the prices of corporate security ownership, such as stock options, SARs, 
phantom stock plans, and junior stock conversions cannot be introduced as an offset be
cause they produce costs which are unallowable for Government contracts. The offset 
items must be evaluated in accordance with the same FAR 31.205-6(b)(2) criteria used to 
evaluate the elements found to be unreasonable in amount; i.e., the offset compensation 
element must be shown to be from a similar industry, a similar sized firm, the same geo
graphical area, etc. 

c. Offsets are calculated by comparing the amount by which one element of compensa
tion exceeds 110 percent of the survey weighted average to the amount by which the off
setting element is less than 110 percent of the survey weighted average. For example, an 
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executive's unreasonable salary which exceeded the survey weighted average by 15 per
cent could be offset by a bonus that exceeded the survey weighted average by only 5 per
cent. 

d. Offsets can be proposed at the employee’s job grade or level or by the employee’s 
job class. For example, compensation for any jobs in grade 8 that exceed the external pay 
survey weighted average by more than 10 percent could be offset by other grade 8 jobs’ 
compensation that is less than 110 percent of the external pay survey weighted average. 
Offsets by job class, senior engineers’ compensation that exceeds the external pay survey 
weighted average by more than 10 percent could be offset by any compensation for other 
jobs in the same job class (i.e., junior engineer; intermediate engineer, and lead engineer) 
that is less than 110 percent of the external pay survey weighted average. In evaluating the 
propriety of offset(s), the auditor shall coordinate with the ACO and with the regional 
technical programs division specialist on compensation costs. 

e. An example of a test comparison by grade with offsets is shown in Figure 6-4-1. In 
the example, the grade compensation elements consist of salary and fringe benefits. The 
other elements of compensation (bonuses and deferred compensation) are either not mate
rial or not paid at the grade level. 
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Figure 6-4-1
 
Example of Determining Unreasonable Compensation at the Grade Level
 

Part 1 - Determining Reasonableness of the Salary Element 

Grade 4 

Job 
Title 
No. 

(1) 

No. of 
Employees 

(2) 

Total 
Salaries 

(3) 

Average 
Base 

Salary 

(4) 

Total Salaries of 
Benchmarked Jobs 

(5) 
Survey 

Weighted 
Average 
Salaries 

(6) 
Extend 
Survey 

Average 
(1 x 5) 

0023 4 $ 108,000 $27,000 Not Benchmarked 
0026 20 550,500 27,525 $ 550,500 $21,000 $ 420,000 
0045 5 140,000 28,000 Not Benchmarked 
0049 3 87,000 29,000 Not Benchmarked 
0056 6 169,200 28,200 169,200 28,000 168,000 
0077 7 200,200 28,600 200,200 29,750 208,250 
0084 3 81,600 27,200 Not Benchmarked 
0087 4 108,000 27,000 Not Benchmarked 
0104 4 114,000 28,500 Not Benchmarked 
0123 15 420,000 28,000 420,000 22,000 330,000 
Total 71 $1,978,500 $1,339,900 $1,126,250 

Extended Survey Averages $1,126,250 
Level of Significance 1.10 Multiply 

Survey Level of Significance $1,238,875 
Total Salaries of Benchmarked Jobs 1,339,900 Subtract 

Amount Exceeding Level of Significance $ 101,025 
Total Salaries of Benchmarked Jobs $1,339,900 Divide 

Ratio .0754 
Grade 4 Total Base Salary Dollars (Column 2) $1,978,500 Multiply 

Total Base Salary Unreasonable Cost $ 149,179 
Variable Benefits Rate - 15% 1.15 Multiply 
(see Explanatory Notes below) 

Total Unreasonable Salary with Variable 
Benefits $ 171,556 
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Part 2 - Calculation of Fringe Benefit Element for Offset Purposes 

The jobs in Grade 4 have a total fringe benefit rate (variable plus fixed) of 41% for 
the fiscal year. (See 6-413.5 for guidance on how to evaluate the fringe benefit rate for 
all grades within a payroll structure.) Comparison with the U.S. Chamber of Commerce 
Survey Data (or a similar survey) shows the fringe benefit rate for the contractor’s in
dustry to be 40%. The contractor’s fringe benefit element of compensation is 1% above 
the survey rate and can be used as an offset to the Part 1 unreasonable salaries. It is cal
culated as follows. 

Survey Fringe Benefit Rate 40% 
Level of Significance 1.10 Multiply 

Survey Level of Significance 44.0% 
Contractor Fringe Benefit Rate 41.0% Subtract 

Amount Under Level of Significance 3.0% 
Grade 4 Total Base Salary Dollars $1,978,500 Multiply 

Total Fringe Benefit Offset $ 59,355 

Part 3 - Determining Total Unreasonable Compensation 

Unreasonable Salary with Variable Benefits $ 171,556 
Fringe Benefit Offset 59,355 Subtract 

Total Unreasonable Compensation 
(see Explanatory Notes below) $ 112,201 

Explanatory Notes to Figure 6-4-1
 

Column 1 and 2 amounts posted from contractor payroll records.
 
Column 3 amounts equal column 2 amounts divided by column 1 amounts.
 
Column 4 amounts are extensions of column 2 amounts for the benchmarked jobs. The
 
contractor benchmarked 4 of the 10 jobs within Grade 4. This is an acceptable amount to
 
determine the overall reasonableness of Grade 4 (see 6-413.3f).
 
Column 5 amounts are from commercial or contractor-prepared wage and salary surveys
 
for the benchmarked jobs.
 
Variable Benefits Rate includes costs that vary directly with payroll such as FICA, pen
sion costs, and certain insurance costs.
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Total Unreasonable Compensation in this example includes a fringe benefit offset. Other 
elements of compensation may also be proposed as offsets. The auditor should deal with 
these proposed offsets in a manner similar to that above. 

6-414 Reasonableness and Allowability of Compensation Costs of Owners, 
Executives, and Other Employees Having a Higher Risk of Unreasonable 
Compensation 

6-414.1 Introduction 

a. FAR 31.205-6(a)(6) provides for special consideration of compensation costs for 
certain individuals. Principally, the special circumstances pertain to individual owners 
of closely held corporations, partners, sole proprietors, or members of their immediate 
families. Also included are persons who are contractually committed to acquire a sub
stantial financial interest in the contractor’s enterprise. In general, the special circum
stances criteria include those employees who can exercise influence over their own 
compensation, either directly or indirectly through the authority of a family member. 
The ability to influence their own compensation creates a higher risk that such employ
ees could pay themselves unreasonable compensation. 

b. Because of their ownership or family position, such persons are often company 
executives. However, in many cases, employees who are executives or members of a 
corporate board of directors, but who are not owners, have been delegated ownership 
type authority to act without being subject to significant oversight. Such non-owner 
employees should also be considered as higher risks for unreasonable compensation. 
Such persons would normally include officers of the company. 

c. The reasonableness and allowability (see 6-414.6 through 11, Selected Areas of 
Cost guidebook, Chapter 7, FAR 31.205-6(f), (i), (k), (l) and (p)) of compensation of 
owners, executives, and other high risk employees should be evaluated in incurred cost 
audits, if the compensation costs are considered material. 

6-414.2 Ownership and Substantial Financial Interest 

If an employee owns less than 100 percent of a company, the employee may still exer
cise influence over the decision making process. By definition, all partners in a partnership 
arrangement have substantial influence. Many authorities (e.g., the SEC) quantify the 
ownership necessary to influence a corporation's decisions as 10 percent of the voting 
stock. The auditor should consider all sole owners, partners, and persons meeting the 10 
percent standard to have influence over their own compensation. The auditor should also 
consider the combination of corporate voting power held by one family in determining if 
those family members who are employees can influence their own compensation. 

6-414.3 Review for Unreasonable Compensation 

a. In general, the evaluation procedures in 6-413 apply to compensation of owners, 
executives, and other employees who pose a higher risk of unreasonable compensation. 
However, the reason such employees are considered high risk is that they are not subject 
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to the contractor's normal internal controls over compensation. Therefore, the auditor may 
not rely on those normal internal controls. 

b. Such higher risk employees may nominally be part of a class of employees. (The 
president's son may be an engineer in the design department, or an owner of 25 percent of 
the firm may be one of several scientists working in research.) The auditor should not 
accept their compensation as reasonable because the class is reasonable as a whole without 
checking to assure that the higher risk employees have substantially equal duties and com
pensation as the other members of the class. Especially in the case of family members of 
owners or executives, such an employee may be overgraded considering the duties actual
ly performed or simply paid more than others doing the same work. 

c. Executive positions within a company are usually unique positions within that com
pany. Only the largest of firms have the potential for a class of employees performing 
vice-presidential level duties, which can be described as having similar rank, function, and 
responsibility. Normally, executives are not part of a class of employees and must be eval
uated individually. 

d. Such positions are best evaluated by comparison to positions with comparable rank, 
function, and responsibility in other firms of similar size. If the firm changes in size, prior 
determinations of reasonable compensation amounts will need to be reevaluated. 

e. As provided in FAR 31.205-6(a)(6)(ii), compensation to owners must be reasonable 
for the personal services rendered, and not be a distribution of profits (which is not an 
allowable contract cost). Auditors must ascertain whether payments made to owners, such 
as guaranteed payments to partners or bonuses, that may appear to be a distribution of 
profits based on the accounting records of the enterprise, are allowable or unallowable 
compensation costs in accordance with FAR 31.205-6. In addition, auditors must ascertain 
whether total allowable compensation paid to an individual exceeds a reasonable amount 
for the services performed. 

f. For closely held corporations, compensation, including bonuses, will not be recog
nized in excess of the costs that are deductible as compensation under the Internal Reve
nue Code (IRC) (26 U.S.C.) and regulations under it. However, the fact that an executive’s 
or owner’s compensation has not been challenged by the Internal Revenue Service (IRS) 
does not indicate that the claimed amounts are reasonable. 

(1) To be deductible under the IRC and regulations, the total compensation paid 
must meet the test of reasonableness. In general, reasonable compensation under the Code 
and regulations is the amount that would be paid for like services by like enterprises under 
like circumstances. The circumstances to be taken into consideration are those existing at 
the date of agreement with the employee for the services, not those existing at the date 
when the amount is questioned. 

(2) Excess compensation received by a shareholder is considered by the IRS to be 
constructive dividends. This is likely to occur in the case of a corporation having few share
holders, practically all of whom draw salaries. If in such a case the salaries are in excess of 
those ordinarily paid for similar services, and the excessive payments correspond or bear a 
close relationship to the stock holdings of the officers or employees, it would seem likely 
that the salaries are not paid wholly for services rendered, but that the excessive payments 
are a distribution of earnings upon the stock. 

g. Executive compensation claimed may be well below the compensation ceilings dis
cussed in 6-414.8 and still be unreasonable. Executive compensation claimed should be 
evaluated for reasonableness in accordance with FAR 31, even if contractors have voluntari-
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ly excluded some executive compensation costs to comply with the appropriate regulatory 
ceiling amount. Determine if the reasonableness of executive compensation has been evalu
ated in prior incurred cost audits, or an accounting system audit, if applicable. If not, test 
compensation reasonableness in the current audit. If compensation was evaluated and deter
mined to be reasonable, determine if claimed compensation (or in some cases the sales reve
nue of the company) has changed significantly. If there have been changes in claimed com
pensation levels or size of the company measured in sales, perform an evaluation of the 
reasonableness of executive compensation. If the prior year’s audit of claimed compensation 
found unreasonable levels of compensation, reasonableness should be evaluated again.  Rea
sonableness testing can be performed in three ways: 

(1) If the contractor used survey data to establish executive pay, review the survey 
data and/or the market pricing analysis used to determine reasonableness. Surveys used by 
the contractor should be evaluated to determine if they are representative of the contractor’s 
relevant labor market or industry and are appropriate in accordance with FAR 31.205-6(b). 
(Refer to CAM 5-808.8c(2) for criteria to use in establishing the reliability of the survey 
data.) This evaluation includes determining if the (i) appropriate survey positions were used 
based on job descriptions and other data, (ii) appropriate industry factors have been consid
ered, (iii) survey is statistically reliable for the selected survey positions, and (iv) percentile 
to be used from the survey is based on performance, or in cases lacking demonstrated per
formance, that the median was used. Surveys used by contractors should be validated using 
a secondary survey source. The use of only one survey to determine reasonableness of con
tractor executive compensation is not adequate in most cases. The preference is to use a sec
ondary survey source to which the contractor has access, but has not used in its market pric
ing. Alternatively, the secondary survey source could be one to which DCAA has access. Do 
not use free internet salary surveys to evaluate compensation because there is no way to 
check the statistical accuracy of the data and most practicing compensation specialists regard 
the free surveys as non-credible sources for determining reasonableness. Coordinate with the 
regional compensation technical specialist, as needed. 

(2) If the contractor is part of a consolidated group and executive pay is established at 
another location, coordinate with the cognizant DCAA office to determine if an audit of ex
ecutive compensation has been performed. If not, request an assist audit to evaluate the ex
ecutive pay for reasonableness. 

(3) When the compensation expense is significant, request assistance from the Mid-
Atlantic Compensation team. Determine the positions to be evaluated and complete the Con
tractor Data Form, which is available on the intranet. The Mid-Atlantic Compensation team 
will evaluate executive compensation using the process delineated in the Techplan ASBCA 
Case No. 41470, 96-2, BCA 28426, which cited the steps to be taken to evaluate the reason
ableness of executive compensation. 

h. The following process was the ASBCA’s interpretation of how compensation experts 
would market price executive compensation. This process is used by the Mid-Atlantic Com
pensation team and should be followed to the extent practical. The auditor should rely on the 
contractor’s market pricing when available, unless the contractor used free internet surveys 
to develop labor costs as these surveys are not independent or objective. The auditor should 
ascertain that the contractor’s market pricing is compliant with FAR 31.205-6 and the pro
cess cited in the Techplan Corporation ASBCA Decision. 
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(1) Determine the position to be evaluated. 
(2) Identify survey(s) of compensation for the position to be evaluated that match 

the company in terms of revenues, industry, geographic location and/or other relevant 
factors. 

(3) Update the surveys to a common data point for each year through the use of 
escalation factors. 

(4) Array the data from the surveys for the relevant compensation elements at 
various levels of compensation, such as the average (mean) or selected percentiles, and 
develop a composite number for each. Note: Use of other percentiles is necessary only 
if the contractor’s performance (see 6-414.3i below) is quantitatively and measurably 
above or below average. The Information Systems & Networks Corporation ASBCA 
Decision clarified that for companies with performance that was below average, below 
average levels of compensation could be utilized as the reasonable level of compensa
tion for market pricing. 

(5) Determine which of the numbers to use for comparative purposes. In most cases 
average or median data will be utilized as an initial position prior to performing a detailed 
financial performance analysis. 

(6) Apply a range of reasonableness, such as 10 percent, to the number or numbers 
selected. It is DCAA policy to use 10 percent as the range of reasonableness. A 10 percent 
range of reasonableness (ROR) was also supported by the ASBCA in the Information Sys
tems & Networks Corporation ASBCA Decision. 

(7) Adjust the actual total cash compensation for lower than normal fringe benefits. 
(Calculate an offset.) 

(8) Compare the adjusted compensation to the range of reasonableness. Differences 
should be questioned as unreasonable. 

i. Often contractors will propose that their executives should be paid more than 110 
percent of the reasonable compensation based on the average compensation paid by com
parable firms for executives with similar duties. Above average levels of compensation are 
usually identified by percentiles, such as the 75th percentile. For an executive with re
sponsibility for overall management of a segment or firm, such a proposal may be justified 
by clearly superior performance as documented by financial performance that significantly 
exceeds the particular industry's average. The ASBCA, in their decision on Information 
Systems & Networks Corporation ASBCA No. 47849, “capped” executive compensation 
at the 75th percentile when justified by performance. 

(1) Examples of financial performance measures may include the following: 
• Revenue Growth 
• Net Income 
• Return on Shareholder's Equity 
• Return on Assets 
• Return on Sales 
• Earnings per Share Growth 
• Return on Capital 
• Cost Savings 
• Market Share 

(2) The contractor must show that the measure chosen is representative of the exec
utive’s performance. Consideration should be given to the competitive environment in 
which the contractor operates. There should be no extra compensation awarded because of 
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high performance measured by a standard which is not affected by the executive’s perfor
mance, and certainly there should be no extra compensation due to performance which 
results primarily from the contractor’s status as a Government contractor. Performance is 
typically measured using more than one criterion of performance. For example, a contrac
tor may have significant sales growth through acquisitions and mergers while operating at 
a loss. In this situation, the contractor would not be considered to have superior perfor
mance based on the lone measure of sales growth. 

(3) Use of a particular measure to justify higher than average compensation should 
be applied consistently over a period of years, with both increases and decreases in the 
performance measures reflected in the changes to compensation claimed as reasonable. 

6-414.4 Reporting on Compensation Paid to Higher Risk Employees 

a. Compensation system audits should exclude positions or individual employees not 
effectively covered by the compensation system's controls from any opinion that the con-
tractor's compensation system is adequate. 

b. For incurred costs, opinions on such employees' compensation should be limited to 
recommendations on the acceptance of specific compensation amounts claimed which are 
found to be allowable and reasonable for the services rendered and disallowance of 
amounts found to be unallowable or unreasonable. 

c. For forward pricing, the determination of reasonableness is based on an evaluation 
of projections made by the contractor. 

d. When compensation of employees becomes unreasonable due to changed circum
stances after some period of time during which the Government considered compensation 
paid to be reasonable, the contractor is generally afforded a period of time to adjust its 
compensation levels before the costs are questioned. However, compensation of owners 
and executives is more flexible and is generally dependent on circumstances as they occur. 
Thus, compensation of owners and executives should generally be questioned for all peri
ods if it is found to be unreasonable. Of course, any increased compensation should be 
questioned immediately if it is unreasonable due to a change in the previously audited 
compensation system or a failure to follow that system. Also, compensation determined to 
be unallowable because it is in excess of the compensation ceilings discussed at 6-414.7 
should be questioned for all applicable periods. 

6-414.5 Termination Payments to Owners and Executives 

a. It would be unreasonable for an owner to terminate himself/herself and claim com
pensation for the termination. Allowable severance payments must be for involuntary ter
mination. All other termination payments must make economic sense to be allowable. If a 
payment makes economic sense, then the profit motive should be sufficient reason for the 
owner to retire. Owners receive their payment through the profit from their decisions. 

b. The auditor should also be alert to termination agreements made with retiring own
ers and executives to pay them for consulting services for some period of time after re
tirement. The payments should be commensurate with services expected from the retiree. 
Such payments may represent unallowable compensation payments. 
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6-414.6 Bonuses Resulting From Business Combinations 

a. Costs for bonuses or other payments in excess of the employee's normal salary that 
are part of restructuring costs associated with a business combination are unallowable 
under DoD contracts funded by FY 1996 or subsequent appropriations per DFARS 
231.205-6(f)(1). 

b. This DFARS limitation does not apply to severance and early retirement incentive 
payments. Reasonable payments for these types of costs are allowable subject to the provi
sions in FAR 31.205-6(g), “Severance pay,” and (j)(7), “Early retirement incentive plans.” 

6-414.7 Compensation Ceilings - General Policy 

Congress has established statutory limitations on annual allowable individual compen
sation since 1995. The regulatory limitations and factors to consider when auditing the 
allowability of compensation are discussed below. A summary of the compensation ceil
ings by year follows: 
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FY Ceiling Applicability FAR/DFARS 
1995 $250,000 DoD contracts after 4/15/95 DFARS 231.205-6(a)(2)(i)(A)** 
1996 200,000 DoD contracts after 7/1/96 DFARS 231.205-6(a)(2)(i)(B)** 
1997 250,000 DoD contracts after 12/12/96 DFARS 231.205-6(a)(2)(ii)** 
1997 250,000 All contracts after 1/1/97 * FAR 31.205-6(p) 
1998 340,650 All contracts FAR 31.205-6(p) 
1999 342,986 All contracts FAR 31.205-6(p) 
2000 353,010 All contracts FAR 31.205-6(p) 
2001 374,228 All contracts FAR 31.205-6(p) 
2002 387,783 All contracts FAR 31.205-6(p) 
2003 405,273 All contracts FAR 31.205-6(p) 
2004 432,851 All contracts FAR 31.205-6(p) 
2005 473,318 All contracts FAR 31.205-6(p) 
2006 546,689 All contracts FAR 31.205-6(p) 
2007 597,912 All contracts FAR 31.205-6(p) 
2008 612,196 All contracts FAR 31.205-6(p) 
2009 684,181 All contracts FAR 31.205-6(p) 
2010 693,951 All contracts FAR 31.205-6(p) 
2011 763,029 All contracts FAR 31.205-6(p) 
2012*** $952,308 All contracts FAR 31.205-6(p) 

* Limitation applicable only for costs incurred during Government fiscal 
year (GFY) 1997 

** These references have been deleted from the DFARS, effective March 
26, 1998, but they are still applicable for the periods identified 

*** The $952,308 cap amount is to be used for calendar year 2012, and sub
sequent calendar years, until revised by the Office of Federal Procure
ment Policy. 

a. DFARS Compensation Ceiling for 1995 
DFARS 231.205-6(a)(2)(i)(A) implements provisions of the 1995 DoD Appropriations 

Act (Section 8117 of Public Law 103-335; the “Act”), limiting the allowability of individ
ual compensation on covered DoD contracts. Covered contracts are DoD contracts, en
tered into after April 15, 1995, that are funded by the Act. They do not include modifica
tions, whenever executed, to contracts entered into on or before April 15, 1995. They also 
do not include separately priced line items of contracts entered into after April 15, 1995, if 
those line items are not funded by the Act. The DFARS provision imposes an allowable 
compensation ceiling of $250,000 for each individual employee. This $250,000 ceiling 
includes the total of all elements of compensation (as defined in FAR 31.205-6(a)) provid
ed to an individual employee. 

b. DFARS Compensation Ceiling for 1996 
DFARS 231.205-6(a)(2)(i)(B) implements provisions of the 1996 DoD Appropriations 

Act (Section 8086 of Public Law 104-061; the “Act”), limiting the allowability of individ
ual compensation on covered DoD contracts. Covered contracts include DoD contracts, 
entered into after July 1, 1996, that are funded by the Act. They do not include modifica
tions, whenever executed, to contracts entered into on or before July 1, 1996. They also do 
not include separately priced line items of contracts entered into after July 1, 1996, if those 
line items are not funded by the Act. The DFARS provision imposes an allowable com
pensation ceiling of $200,000 for each individual employee. This $200,000 ceiling in-
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cludes the total of all elements of compensation (as defined in FAR 31.205-6(a)) provided 
to an individual employee. 

c. DFARS Compensation Ceiling for 1997 
DFARS 231.205-6(a)(2)(ii), effective December 13, 1996, implements provisions of 

the 1997 DoD Appropriations Act (Section 8071 of Public Law 104-208; the “Act”), lim
iting the allowability of individual compensation charged to covered DoD contracts. Cov
ered contracts are new DoD contracts funded by the Act. The DFARS provision imposes 
an allowable compensation ceiling of $250,000 for each individual employee. Compensa
tion is defined in DFARS as the total amount of “taxable wages paid to the employee for 
the year concerned” plus “elective deferred compensation earned by the employee in the 
year concerned.” 

d. FAR Compensation Ceiling for 1997 
FAR 31.205-6(p) implements provisions of the 1997 National Defense Authorization 

Act (Section 809 of Public Law 104-201), limiting the allowability of individual compen
sation on Government contracts. Covered contracts include contracts awarded after Janu
ary 1, 1997. The FAR provision imposes an allowable compensation ceiling of $250,000 
on the five most highly compensated individual senior management positions at each 
company segment, including corporate home office and any intermediate home offices. 
However, the ceiling is applicable only to costs incurred from October 1, 1996 through 
September 30, 1997. The definition of compensation is identical to the 1997 DFARS defi
nition, i.e., the total amount of “taxable wages paid to the employee for the year con
cerned” plus “elective deferred compensation earned by the employee in the year con
cerned.” This new FAR rule does not affect DoD contracts since DoD contracts are 
subject to the more restrictive provision in DFARS (discussed in paragraph c. above). 

e. FAR Compensation Ceiling for 1998 
The FY 1998 Defense Authorization Act (Section 808 of Public Law 105-85) estab

lished a new executive compensation cap that supersedes all prior caps for 1998. The Act 
further directed the Office of Federal Procurement Policy (OFPP) under the Office of 
Management and Budget (OMB) to set the amount of the cap. The OFPP set the cap 
amount at $340,650 for 1998. This cap applies to costs incurred after January 1, 1998 and 
before January 2, 1999 and to all defense and civilian agency contracts covered by the 
FAR cost principles, including those contracts awarded prior to the enactment of the new 
cap. 

(1) The executives covered by the cap include: 
(a) the contractor’s CEO or any individual acting in a similar capacity and the 

four most highly compensated management employees other than the CEO, and 
(b) if organizationally subdivided into intermediate home offices and/or 

segments, the five most highly compensated employees at each contractor home of
fice or segment provided that those home office or segment employees report directly 
to the contractor’s corporate headquarters. 

(2) The cap-covered compensation includes: 
(a) the total amounts of salary, bonuses, deferred compensation, and employer 

contributions to defined contribution pension plans, and 
(b) earned in and accrued for 1998, and otherwise allowable on Government 

contracts. Only the components of compensation listed in (2)(a) above (see FAR 31.205
6(p)(2)(i)) are to be included in determining the total amount of a senior executive’s com
pensation for application of the annual compensation cap. All other components of com-
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pensation, e.g., severance pay and early retirement incentive pay, should be separately 
evaluated for reasonableness. 

f. FAR Compensation Ceiling for 1999. The OFPP set the 1999 cap amount at $342,986. 
This cap applies to costs incurred after January 1, 1999 and before January 2, 2000 and to all 
defense and civilian agency contracts covered by the FAR cost principles, including those 
contracts awarded prior to the enactment of the cap. 

(1) The coverage of executives for 1999 was changed by the FY 1999 Defense Au
thorization Act (Section 804 of Public Law 105-261) to include: 

(a) the contractor’s five most highly compensated employees in management 
positions, and 

(b) if organizationally subdivided into intermediate home offices and/or seg
ments, the five most highly compensated employees in management positions at each 
home office and each segment of the contractor, whether or not the home office or seg
ment reports directly to the contractor’s headquarters. 

(2) The cap-covered compensation includes: 
(a) the total amounts of salary, bonuses, deferred compensation, and employer 

contributions to defined contribution pension plans, and 
(b) earned in and accrued for 1999, and otherwise allowable on Government 

contracts. 
Only the components of compensation listed in (2)(a) above (see FAR 31.205-6(p)(2)(i)) are 
to be included in determining the total amount of a senior executive’s compensation for ap
plication of the annual compensation cap. All other components of compensation, e.g., sev
erance pay and early retirement incentive pay, should be separately evaluated for reasona
bleness. 

g. FAR Compensation Ceilings for Contractor Fiscal Years (CFY) 2000 through 2011. 
The OFPP set the CFY 2000 through 2011 cap amounts as shown in the tables above. 
These caps apply to contract costs incurred after January 1 of each year and to all defense 
and civilian agency contracts covered by the FAR cost principles, including those con
tracts awarded prior to the enactment of the cap. The method for applying the cap is the 
same as for 1999. 

h. FAR Compensation Ceiling for CFY 2012, and subsequent years. The OFPP set the 
2012 cap amount at $952,308. This new cap applies to costs incurred after January 1, 
2012, and to all defense and civilian agency contracts covered by the FAR cost principles, 
including those contracts awarded prior to the enactment of the new cap. The $952,308 
cap amount is to be used for 2012 and subsequent years, until revised by OFPP. No esca
lation is warranted because the language of OFPP’s memorandum states that the $952,308 
cap is for all subsequent years until revised. The method for applying the cap is the same 
as for 1999. 

6-414.8 Compensation Ceilings - General Audit Considerations 

a. If an employee’s compensation exceeds the ceiling amount for the year, the amount 
in excess of the ceiling charged (directly or indirectly) to any contract covered by the FAR 
or DFARS limitation must be disallowed. If the entire amount of an employee’s compen
sation is charged to an indirect cost pool, the disallowance may be effected by disallowing 
the amount in excess of ceiling amount. If the employee charges both direct and indirect 
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and the excess compensation charged direct to contracts is material, then the auditor 
should calculate unallowable compensation applicable to specific contract(s) separately. 

b. A contractor may have contracts subject to the FAR and/or DFARS limitations, and 
contracts not subject to the limitations. Contractors may, at their option, propose separate 
sets of labor and indirect rates for contracts covered and not covered by the limitations. If 
the contractor proposes separate rates for contracts not subject to any limitations, those 
rates should be evaluated using the cost principle provisions at FAR 31.205-6(a) through 
(o). 

c. Since the FAR and DFARS limitations establish an expressly unallowable catego
ry of cost, any costs in excess of the limitations included in the final indirect cost set
tlement proposal are expressly unallowable and subject to penalty provisions at FAR 
42.709 (previously at DFARS 231.70). It is the contractor’s responsibility to identify the 
contracts subject to any of the compensation limitations. 

d. Executive compensation subject to the specific FAR and DFARS limitations is also 
subject to the reasonableness provisions of the FAR. Compensation that does not exceed 
the specific limitations may still be unreasonable when compared to other positions with 
comparable rank, function, and responsibility in other firms of similar size. The smaller 
the firm, the more likely this will be the case. Therefore, auditors should consider tests of 
reasonableness even when executive compensation is below the ceiling. 

e. Executives subject to the compensation cap sometimes perform unallowable activi
ties, such as lobbying, advertising, and organization or reorganization activities. In addi
tion, the executive’s compensation may include unallowable elements of cost under the 
FAR, such as stock appreciation rights and bonuses calculated based on changes in the 
price of corporate securities. To properly apply the FAR 31.205-6(p) compensation cap, 
auditors should verify that contractors determined the allowable portion of compensation 
costs for each executive by identifying the amount of unreasonable compensation, the 
amount of unallowable compensation elements, the amount attributable to unallowable 
activities, and deducting those amounts from the executive’s total compensation costs 
subject to the cap. After verifying that the contractors’ adjustments for unallowable com
pensation costs are appropriate, the auditor should then compare the allowable portion of 
the executive’s compensation cost to the benchmark compensation limitation imposed by 
FAR 31.205-6(p).  Figure 6-4-2 includes an example application of the compensation cap. 
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Figure 6-4-2
 
Application of the FAR 31.205-6(p) Compensation Cap
 

The following example demonstrates the proper application of the compensation cap for 
two executives. All the amounts noted below are for the contractor fiscal year 2007. 

Assumptions: 

Cost Elements 
Executive  A 
(Note 1) 

Executive B 
(Note 1) Reference 

Compensation 
Salary $1,000,000 500,000 
Cash Bonus 200,000 100,000 Note 2 
Defined Benefit Pension Plan 50,000 30,000 Note 3 
Contributions to 401(k) Plan. 5,000 5,000 Note 4 
Stock Appreciation Rights 200,000 100,000 Note 5 
Medical Insurance 4,000 4,000 Note 6 
Company-Furnished Automobile 11,000 11,000 Note 7 

Total $1,470,000 $750,000 

FAR Benchmark Compensation 
Cap for CFY 2007 

$597,912 $597,912 

Note 1: The contractor agrees that both Executives A and B spent fifty percent of their 
effort performing unallowable lobbying activities (see FAR 31.205-22). The total com
pensation paid to each executive is considered reasonable in amount. 

Note 2: The cash bonus is paid in accordance with a plan that makes awards based on the 
executive’s performance during the year. The cost is allowable per FAR 31.205-6(f)). 

Note 3: Costs for defined benefit pension benefits are not included in the definition of 
compensation (FAR 31.205-6(p)(2)(i)) subject to the cap. 

Note 4: The contractor contributes to the 401(k) retirement plan in accordance with the 
plan provision. The cost is considered allowable per FAR 31.205-6(j)(4). 

Note 5: Stock appreciation rights (SAR) represent deferred compensation that is calculated 
based on changes in the prices of corporate securities, which is unallowable per FAR 
31.205-6(i). 

Note 6: The contractor provides group medical insurance to all of its employees. The cost 
is considered allowable per FAR 31.205-6(m)(1). 

Note 7: The contractor provides a company automobile for the executive’s personal use. 
The cost is unallowable per FAR 31.205-6(m)(2). 
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Application of the FAR 31.205-6(p) Compensation Cap: 

Calculate Allowable Compensation in accordance with FAR 31.205-6(p): 

Cost Elements 

FAR 
Executive 

A 
Executive 

B 

1. Comp Elements Subject to Limitation 
Salary 31.205-6(p)(2)(i) $1,000,000 $500,000 
Cash Bonus 31.205-6(p)(2)(i) 200,000 100,000 
Employer Contributions to 401(k) Plan. 31.205-6(p)(2)(i) 5,000 5,000 
Stock Appreciation Rights 31.205-6(p)(2)(i) 200,000 100,000 

Subtotal $1,405,000 $705,000 
2. Subtract Unallowable Costs 

a. Stock Appreciation Rights 31.205-6(i) (200,000) (100,000) 
Subtotal $1,205,000 $605,000 

b. Lobbying Activity (50%) 31.205-22 (602,500) (302,500) 
3. Allowable Comp Subject to the Limi
tation at FAR 31.205-6(p) 

$602,500 $302,500 

FAR Benchmark Compensation Cap, 
CFY 2007 

$597,912 $597,912 

4. Net Allowable Compensation in Ac
cordance with FAR 31.205-6(p) 

31.205-6(p)(1) 
$597,912 $302,500 

6-414.9 Compensation Ceilings - Audit Considerations for FY 1995 and FY 1996 
Ceilings 

a. Presented below are three significantly different methods for implementing the FY 
1995 and FY 1996 compensation caps and DCAA’s position on the acceptability of each 
method. Examples comparing each method are provided in Figure 6-4-3. 

(1) Multiple Rate Method (Acceptable). Contractors establish two sets of G&A 
rates (or other indirect cost rates, as appropriate) -- one for covered contracts, and one for 
contracts not subject to the cost limitation. Under this method, all of the unallowable com
pensation is appropriately applied to the contractor’s cap-covered contract work. The dis
advantage of this approach is that considerable resources may be required to develop, pro
pose, audit, negotiate, and apply two sets of rates based on different fiscal year 
appropriated funds. 

(2) Representative Contract(s) Adjustment Method (Acceptable with ACO Coor
dination). Contractors continue to charge compensation as if there was no cost limita
tion. Contractors calculate the total excess compensation allocable to flexibly-priced 
covered contracts. The excess amount is then credited to a representative mix of flexi
bly-priced, cap-covered contracts (i.e., to the extent practical, one or more cap-covered 

DCAA Contract Audit Manual 



   
  

 

  

  
       

 
     

  
     

 
         

 
 

   
 

  
   

   
    

 
    

 
  

 
   

    
  

       
       

   
         

   
     

         
  

   
    

  
  

   

      
 

     
  

   
 

 

 

696 February 3, 2016 
56BFigure 6-4-2 

contract(s) in proportion to the cap-covered contract work from each funding source). 
The adjustment would be a dollar-for-dollar credit against otherwise allowable contract 
costs. The ACO needs to authorize application of the representative contract(s) adjust
ment method, and for this reason the auditor must appropriately coordinate its actions 
with the ACO regarding implementation of this method. 

(a) Example of crediting out excessive compensation for different funding 
sources. Excessive compensation totaling $300,000, applicable to FY 1995 DoD cap-
covered contracts, could be credited to individual Army, Navy, and Air Force contracts as 
follows, assuming this is in proportion to cap-covered work from each funding source. 

Representative Mix of Flexibly-Priced Cap-Covered Contracts by Funding Source 
Credited Amount 

Army R&D Contract $ 60,000 
Air Force R&D Contract 120,000 
Navy Production Contract 120,000 
Total Excessive Compensation $300,000 

(b) Advantages of the representative contract(s) adjustment method. Re
sources would likely be saved because only one set of rates is developed and proposed 
by the contractor, audited by DCAA, and negotiated and applied by all parties. Each 
funding source would also receive credit for its proportional share of all unallowable 
compensation in compliance with Title 31, Money and Finance, of the United States 
Code. Title 31 governs the Appropriations Act which applies to cap-covered contracts. 
(See Blended Rate Method for further discussion of Title 31.) 

(3) Blended Rate Method (Unacceptable) - Contractors calculate the total excess 
compensation applicable to flexibly priced covered contracts. The excess amount is credit
ed out of the contractor’s G&A (or other) indirect cost pool. A blended G&A rate is then 
developed and applied to both cap-covered and uncovered contracts. This method has two 
disadvantages which make it unacceptable for allocation of allowable costs. 

(a) Under the blended rate method, the blended rate is applied to both cap-
covered and noncovered contract work. This is in violation of Title 31 of the United States 
Code, section 1301(a), herein referred to as the Purpose Statute, and section 1341(a)(1), 
herein referred to as the Anti-Deficiency Act. Section 1301(a) (Purpose Statute) requires 
that appropriations shall be applied to the objects for which the appropriations were made. 
Section 1341(a)(1) (Anti-Deficiency Act) places limitations on officers or employees of 
the United States Government expending and obligating amounts exceeding amounts 
available in the appropriation. Both sections would be violated at most contractor loca
tions since use of a blended rate would result in a predominant misallocation of the unal
lowable compensation credit to the contract work that is not subject to the cap or author
ized by the appropriation. 

(b) If contractors do not carry out or expand their blended rate calculation to an 
appropriate number of decimal places, the impact of the unallowable compensation may 
not be significant enough to lower the G&A rate. As a result, unallowable compensation 
costs will not be recovered by the Government. 

b. FFRDC’s. Federally funded research and development centers’ GFYs 1995 and 
1996 funding have been further restricted as to compensation allowability. Those re
strictions were to be imposed by contract clauses. Both the contract clauses and the 
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DFARS restrictions may apply to an FFRDC’s contracts, depending on the date of the 
contract. 
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Figure 6-4-3
 
Comparative Examples of Multiple Rate, Representative Contract(s) Adjustment,
 

and Blended Rate Methods
 

This Figure illustrates three significantly different methods that contractors are using to 
implement the FY 1995 and FY 1996 compensation caps. Simple, but representative, ex
amples of each method, using data for the hypothetical ABC Corporation for FY 1995, are 
provided below. The first method is the “multiple rate” method, acceptable to DCAA. The 
second method is the representative contract(s) adjustment method, also acceptable to 
DCAA. The third and final method, termed the “blended rate” method, is unacceptable to 
DCAA. 

Relevant Performance Data for ABC Corporation’s CFY 1995 (Jan 1 - Dec 31, 1995) 

ABC Contract Data: 

Award Date Value Added G&A Base Costs thru Dec 31, 1995 ($000s) 

Before April 16, 1995 Total contract work not covered by cap $333,000 

After April 15, 1995 Fixed-priced contract work (cap impact already 
considered in pricing) 

2,000 

Subtotal - G&A base not subject to unallowable/excess compensation 
costs 

$335,000 

After April 15, 1995 Flexibly-priced contract work covered 
by the FY 1995 compensation cap: 

15,000 

Total G&A base $350,000 
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Compensation Data for ABC Executives (all are indirect and total compensation is included 
in the G&A expense pool): 

CFY 1995 G&A Pool 
Total ($000s) 

Compensation Over FY 1995 Cap but 
Otherwise Allowable/Claimable 

($000s) 

Executive 1 compensation $ 2,750 $ 2,500 
Executive 2 compensation 1,750 1,500 
Executive 3 compensation 1,250 1,000 
Executive 4 compensation 1,000 750 
Executive 5 compensation 500 250 
All other G&A compensation 10,000 1,000 
All other G&A expenses 17,750 N/A 
Total in G&A Pool $35,000 $ 7,000 

I. “Multiple Rate” Calculation for Unallowable Compensation (acceptable to DCAA) 

($000s) 
A.1 Total G&A expense pool $35,000 
A.2 Total G&A base $350,000 
A.3 Full G&A rate for CFY 1995 (A.1 / A.2) 10.00%* 

B.1 Total G&A expense pool $35,000 
B.2 Less: Total CFY 1995 compensation costs over the cap $7,000 
B.3 G&A expense pool less unallowable compensation costs $28,000 
B.4 Total G&A base $350,000 
B.5 Cap-adjusted G&A rate for CFY 1995 (B.3 / B.4) 8.00%* 

C.1 G&A base not subject to unallowable/excess compensation costs $335,000** 
C.2 Full G&A rate (A.3) 
C.3 Line C.1xC.2: G&A on contracts not subject to unallowable 

comp costs 
$33,500 

C.4 G&A base subject to unallowable/excess compensation costs $15,000** 
C.5 Cap-adjusted G&A rate (B.5) 8.00% 
C.6 Line C.4xC.5: G&A on contracts subject to unallowable com

pensation costs 
$1,200 

C.7 Total allowable G&A allocable to all ABC contract work (C.3 + 
C.6) 

$34,700 

C.8 Less: A.1, Total G&A expense pool $(35,000) 
C.9 Unallowable/excess compensation for CFY 1995 $300 

Explanatory Notes. In this example: 
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*  The difference between the two G&A rates is significant and ABC would choose to 
apply them separately. In cases where the difference is less significant, contractors may 
simply choose to apply the lower rate across all work. 
** In most cases, identifying the cap-covered contracts and related amount of a contrac
tor’s G&A allocation base will not be an easy task. Therefore, depending on the materiali
ty level of the excess compensation and the number of contracts involved, some flexibility 
should be permitted in the contractor method for determining the covered contract base. 
Reasonable and supportable estimating techniques, such as sampling, may be appropriate 
in some circumstances. 

II. Representative Contract(s) Adjustment (RCA) for Unallowable Compensation 
(acceptable to DCAA with ACO coordination) 

($000s) 
A.1 G&A allocable to all ABC Government contracts $35,000 
A.2 Total ABC G&A value added base for CFY 1995 $350,000 
A.3 Single (full) G&A rate to be applied to all Government 

contracts (A.1 / A.3) 10.00% 

B.1 Unallowable/excess compensation costs for CFY 1995 (from 
I.C.9) $300 

B.2 Amount of A.1 proportionately credited out of ABC’s flexibly-
priced cap-covered contracts $(300) 

B.3 Amount of unallowable compensation still owed the Government $0 

III. “Blended Rate” Calculation for Unallowable Compensation 
(Unacceptable to DCAA) 

($000s) 
A.1 G&A base subject to unallowable/excess compensation costs $15,000 
A.2 Total G&A base $350,000 
A.3 Percent G&A base subject to unallowable/excess comp costs 

(A.1/A.2) 4.29% 

B.1 Total CFY 1995 compensation costs over cap $7,000 
B.2 Multiplied by percent of G&A base subject to excess comp costs 

(A.3) 4.29% 
B.3 Unallowable/excess compensation costs for CFY 1995 $300 

C.1 Total G&A expense pool $35,000 
C.2 Less: B.3, unallowable/excess compensation costs for 

CFY 1995 $(300) 
C.3 Total allowable G&A allocable to all ABC contract work $34,700 
C.4 Total G&A base $350,000 
C.5 Single “Blended” G&A rate (C.3 / C.4) 9.91% 
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D.1 Total G&A base $ 350,000 
D.2 Multiplied by blended G&A rate (C.5) 9.91% 
D.3 Total allowable G&A allocable to all ABC contract work (round

ed) 
$ 34,700 

D.4 Less: Total G&A expense pool $(35,000) 
D.5 Unallowable/excess compensation costs for CFY 1995) $300 

Reason why ABC’s use of the blended rate method is unacceptable. 
In this example, use of the blended rate allocates over 95% (100% - 4.29%) of the 
$300,000 of excess compensation to contracts covered by the appropriations statute limita
tions. This would be a violation of Title 31 of the United States Code, sections 1301 (Pur
pose Statute) and 1341(a)(1) (Anti-Deficiency Act). ABC’s non-covered contract work 
(which could include commercial and fixed-priced contracts, resulting in no recovery of 
unallowable costs) gets over 95% of the $300,000 disallowance. 
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6-414.10 Compensation Ceilings - Audit Considerations for FY 1997 Ceilings 

a. Definition of Compensation Applicable to FY 1997 Ceilings 
(1) Taxable Wages paid in the year should be the amounts shown in box 1 of the 

employee’s Form W-2. Taxable wages paid include such items as wages, salaries, bo
nuses, sales commissions, and other compensation (e.g. previously earned, but deferred 
for later payment) that are paid during the current year. This amount could be greater 
than taxable wages paid for the year concerned as specified in FAR and DFARS, since 
it may include compensation for services performed in prior years. 

The amount of compensation claimed by a contractor for Government contract costing 
purposes may be different from the amount of compensation actually paid to employees 
which is the basis for determining the allowable amount under FAR 31.205-6(p) and 
DFARS 231.205-6(a)(2)(ii). For example, under a deferred long-term-incentive compen
sation plan (LTIP) a contractor will claim the annual accrued amount in the year in which 
the employee earned the benefit under the plan for Government contract costing purposes. 
However, these accruals, if paid to the employee in 1997, are not subject to the FY 1997 
limitation. Only the amount earned for the current year that was paid-out to the employee 
would be subject to the limitation. Compensation earned in prior periods but paid-out in 
1997 are not subject to the limitation. 

(2) Elective Deferred Compensation is defined in IRC § 402(g)(3). In general, elec
tive deferred compensation is a 401(k) type plan where the employee has voluntarily 
elected to contribute a portion of pay to his or her retirement plan instead of being paid in 
the current year. Tax exempt organizations may have elective deferred compensation 
plans, known as 403(b) plans. Elective deferred compensation plans specifically designed 
for small businesses (100 or less employees) are provided under simplified employee pen
sion plans (408(k)) and simplified retirement account (408(p)). These types of deferrals 
are basically taxable wages that would have been included in an employee’s pay check, 
but for the employee’s voluntary election. These types of deferrals are subject to the 
$250,000 limitation in the year the employee earned such wages. In contrast, contractor 
contributions to an employee’s retirement plans are not subject to the $250,000 limitation. 

(3) Figure 6-4-4 below illustrates how to calculate allowable compensation based 
on the 1997 definition of compensation. 

b. Five Most Highly Compensated Senior Management Positions. The FAR compensa
tion cap applies only to the five most highly compensated senior management positions at 
each company segment including the corporate home office and any intermediate home 
offices. (The DFARS compensation cap applies to all employees.) Because the FAR limi
tation does not apply to all employees it is possible that some employees with taxable 
wages and elective deferred compensation in excess of $250,000 will not be subject to the 
ceiling. All compensation costs, whether or not subject to the ceiling limitation, are sub
ject to the specific allowability provisions contained in FAR 31.205-6(a) through (o). 
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Figure 6-4-4
 
Example of How to Calculate the 1997 Compensation Limitation
 

1995 1996 1997 
(All Amounts 000’s) 

Government Contract Costing 
A. Wages $200 $200 $200 
B. 401K Plan (employee portion only) 15 15 15 
C. Bonus 10 0 10 
D. Health Care 20 20 20 
E. Pension Plan Contribution 10 10 10 
F. Accrued Long Term Incentive Plan (LTIP) 100 100 100* 

Total $355 $345 $355 
Taxable Compensation 
A. Wages $200 $200 $200 
B. 401K Plan 0 0 0 
C. Bonus 10 0 10 
D. Health Care 0 0 0 
E. Pension Plan Contribution 0 0 0 
F. Paid-Out LTIP Compensation 0 0 300* 

Total $210 $200 $510 

Computation of Allowable Compensation 
Taxable Wages Paid “In” the Year (Form W-2, Box 1) $510 

Less LTIP Accrued and Charged in Prior Years -200* 
Taxable Wages Paid “For” the Year 
[FAR 31.205-6(p)(2)(i)(A)/DFARS 231.205-6(a)(2)(ii)(A)] 

$310 

Plus Elective Deferred Compensation 
[FAR 31.205-6(p)(2)(i)(B)/DFARS 231.205-6(a)(2)(ii)(B)] 

+ 15 

Compensation Subject to Ceiling 325 
FAR/DFARS Limitation/Cap -250 
Unallowable Costs $ 75 

*The contractor only claims the accrued amount of $100K on Government contracts in 
1997, even though the employee will be paid and taxed on the $300K actually paid out. 
The $200K not claimed in 1997 does not represent amount earned for the year and was 
previously accrued and charged to contracts in 1995 and 1996. 

Note: The FAR ceiling applies only to costs incurred from October 1, 1996 through Sep
tember 30, 1997 for contracts awarded after January 1, 1997. The corresponding FAR 
references would be FAR 31.205-6(p)(2)(i)(A) and 31.205-6(p)(2)(i)(B), which are delet
ed from the FAR by FAC 97-04, dated February 23, 1998, but are still applicable for the 
period identified. 
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6-500 Section 5 --- Audit of Incurred Other Direct Costs and Credits 

6-501 Introduction 

This section presents audit guidance for the evaluation of other direct costs and cred
its. In addition to direct labor and material (prime costs), which can be readily identified 
with a specific job, there are other types of expenses which under certain circumstances 
may be charged directly to a specific job. These are generally referred to as "other direct 
costs." Examples are: 

(1) special tooling, dies, jigs, and fixtures; 
(2) plant rearrangement; 
(3) packaging and packing; 
(4) consultant's fees; 
(5) outbound freight; 
(6) expediting; 
(7) royalties; 
(8) travel; 
(9) long distance telephone; 
(10) scrap sales; and 
(11) deposit returns. 

Costs of this nature may be charged direct to jobs, allocated on some representative 
basis, or charged partially direct and partially by allocation. 

6-502 Audit Objectives 

a. The objectives in auditing other direct costs are to determine whether: 
(1) the contractor's cost representations are reliable and accurate, 
(2) the amounts charged to Government contracts are reasonable and are alloca

ble to Government contracts, 
(3) costs have been accumulated in accordance with generally accepted account

ing principles appropriate in the circumstances, and 
(4) the contractor has been consistent in allocating such costs to commercial and 

Government work. 
b. Of special concern in the other direct cost area is the differentiation between direct 

and indirect cost. Therefore, the audit should provide assurance that when items ordinar
ily chargeable as indirect costs are charged to Government work as direct costs, the 
costs of like items applicable to other work of the contractor are treated in the same 
manner. 

6-503 Audit Approach 

The auditor should determine whether the audit could be more efficiently performed by 
expanding transaction testing (maximum control risk) or evaluating the internal control 
structure. This assessment will be based on auditor judgment considering the factors in 3
204 and documented in the working papers and permanent file, if applicable. 
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6-503.1 Systems Audit 

The same procedures as are identified in 5-1000 should be used: 
(1) to gain an understanding of the contractor's internal control structure (5-100), 
(2) document in the working papers and permanent files, the understanding of the 

indirect cost system internal control structure (5-106), 
(3) test the operational effectiveness of the contractor's internal controls (5-108), and 
(4) assess control risk as a basis to identify factors relevant to the design of substan

tive tests (5-109). 
Transaction testing may be required based on the results of an audit of the internal control 
structure. The extent of the testing required should be based on the assessed control risk (5
109) as documented in the permanent file (MAAR 1). 

6-503.2 Transaction Testing 

When transaction testing is more economical than an audit of the internal control 
structure or when warranted based on the internal control evaluation, judgmentally or 
statistically select transactions for evaluation following the guidance below and in 3
204, 6-603, 6-605 and 6-800. 

6-504 Scope of Audit 

The audit should provide for the accomplishment of MAARs and may include an 
evaluation of the contractor's internal control structure. The scope of the audit should be 
based on the factors discussed in 3-204 and 6-503 above. Special scope considerations 
are: 

6-504.1 Interrelated Reviews 

a. Other direct costs are incurred on the basis of management decisions in a manner 
similar to the incurrence of indirect costs and are subject to the same internal controls. 
Whenever practicable, apply the scope of audit described in 6-603 to other direct costs 
and perform the audit in conjunction with the audit of indirect costs. For example, the 
contractor's policies and procedures regarding the segregation of unallowable travel 
costs should be the same for both direct and indirect travel. 

b. Similarly, when an item is purchased, documents such as the purchase requisition, 
purchase order, receiving report, and inspection report should identify the contract for 
which the cost was incurred. When the contractor manufactures components or parts, 
the work orders and all documents serving as a basis for charges to the work order, such 
as requisitions and job tickets, should be identified with the contract. Internal controls 
over accounting, purchasing, subcontracting or make/buy decisions may impact the au
dit of other direct cost. 

c. The audit should provide assurance that when items ordinarily chargeable as indi
rect costs are charged to Government work as direct costs, the costs of like items appli
cable to other work of the contractor are treated in the same manner, CAS 402 or 
MAAR 7 evaluations may provide sufficient documentation to reduce scope. 
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6-504.2 Evaluation of Bid Proposals and Contract Provisions 

a. When the contractor's accounting procedures provide for the accumulation of oth
er direct costs, or the cost representations include other direct costs, the auditor should 
review negotiation memorandums and the contract provisions to ascertain whether it 
was the intent of the contracting parties to treat certain costs as direct rather than as 
indirect costs. Contracts awarded on a firm-fixed-price basis generally do not contain 
provisions concerning costs to be charged to the contract. However, if there is infor
mation that a category of cost was considered as a direct charge during the negotiation 
of a firm-fixed-price contract, the auditor should determine that other Government con
tracts do not share the same cost through an indirect cost allocation. 

b. When auditing costs of special tooling or special equipment, review the terms of 
the contract to determine whether the costs are to be treated as other direct costs. If so, 
evaluate the contractor's controls to determine whether they ensure the appropriate dis
position of specialized items upon completion of the contract. When a contract is silent 
concerning these types of costs, seek the assistance of the contracting officer and ascer
tain the necessity for the acquisition of the equipment and the propriety of treating the 
costs as a direct charge to the contract. (See 3-300, 14-402, and Selected Areas of Cost 
guidebook, Chapter 63). 

6-504.3 Disclosure Statement 

The auditor should be alert to inconsistencies in the treatment of other direct costs 
which may result in inequitable charges to Government contracts. Part 3 of the disclo
sure statement delineates the contractor's policy regarding differentiation between direct 
and indirect costs, identifies contractor's other direct costs, and explains deviations from 
the contractor's normal direct charging policy. Because a primary concern regarding 
other direct costs relates to consistency of treatment, an evaluation of disclosed practic
es may indicate areas for audit. When such inconsistencies are noted, advise the con
tracting officer to take corrective action. When the amounts are significant and con
sistent treatment cannot be attained, it may be necessary to establish special indirect 
cost rates for the contracts affected to avoid inequitable charges to those contracts. 

6-504.4 Selected Areas of Cost 

The auditor should evaluate the contractor's presentation for new, unusual, or miscel
laneous types of ODC. Guidance on audit methods and techniques for selected areas of 
costs are provided in the Selected Areas of Cost guidebook. 

6-505 Audit Procedures 

The auditor should determine that all items of other direct costs are readily identifia
ble with the contract to which they have been charged. The audit of other direct costs 
should include an evaluation of: 

a. The reasonableness of the amount incurred in relation to the benefits to be de
rived; 
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b. The allocability of the cost to the product, service, activity, or contract to which it 
was charged, and the consistency of application; and 

c. The allowability of the cost in accordance with FAR/DFARS and the provisions of 
the contract. 

6-505.1 Reasonableness of Accounting Costs in Relation to Benefits 

Apply the guidelines in FAR Part 31 to determine whether other direct costs are rea
sonable in amount in relation to the contractual benefits to be derived. When the amount 
is not significant in comparison to the total costs, determine whether the cost of addi
tional time expended by cost clerks, voucher examiners, payroll analysts, and others to 
accomplish the refinements are commensurate with the benefits the Government may 
expect to derive from maintaining such precise accounting. 

6-505.2 Allocation Methods and Consistency of Application 

a. Evaluate the contractor's methods for identifying other direct costs and determine 
whether such methods result in an equitable distribution of costs to both Government 
and other work. When items are charged to a Government contract as other direct costs, 
the contractor's procedures should provide for like or comparable items to be similarly 
charged to other work. When the contractor has not been consistent, eliminate those 
comparable or similar cost items applicable to all other work from the indirect expense 
pool prior to allocation. Make sufficient tests to determine consistency of accounting 
treatment. 

b. Under certain circumstances, it is appropriate to treat certain types of costs as direct 
charges and as overhead. For example, all travel directly applicable to Government con
tracts or other work may be charged direct, while travel, such as for recruitment and gen
eral administration, may be treated as overhead. 

c. When a contractor manufactures special tools, evaluate the propriety of allocating 
overhead to the in-house manufacturing process. When special tools are manufactured in a 
separate department which is considered a production department, the indirect costs of the 
department and any prorations from other service departments constitute tooling overhead 
allocable to tooling labor costs. However, when the contractor considers the special tool
ing department as an indirect department, overhead would not be allocable because the 
overhead generated remains in the expense pool and is subsequently prorated to produc
tion. Consider the equity of this method as part of the evaluation of the contractor's proce
dures for accounting for indirect costs. 

6-505.3 Allowability of Costs 

Certain categories of cost (FAR Part 31-Appendix A of this manual) are not allowa
ble in pricing Government contracts whether charged direct or through allocation. Fur
ther, the terms of a contract may specifically preclude the contractor from classifying 
certain classes of costs as "direct," and conversely, the contract may permit the contrac
tor to reflect certain classes of costs as direct costs. However, in all instances, the allow-
ability of costs under Government contracts is subject to the tests of allocability and 
reasonableness. 
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6-506 Coordination with Government Technical Personnel 

The auditor should request technical assistance to determine the need as well as the 
reasonableness of the costs in areas outside his or her technical competence and for 
which the auditor cannot make an independent assessment. For example, technical ad
vice may be required when the contractor manufactures special tools or incurs plant 
rearrangement costs which are charged to other direct costs, or, when packaging costs 
represent a significant amount of other direct costs, in which event the auditor should 
seek the services of Government packaging experts to determine the need as well as the 
reasonableness of the costs for packaging. Guidance on requesting and using the work 
of technical specialists is in Appendix D. See 4-104 for incorporating the request for 
technical assistance into the acknowledgment/notification letter. 
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6-600 Section 6 --- Audit of Incurred Indirect Costs 

6-601 Introduction 

This section presents audit guidance and procedures for the audit of indirect costs used 
in establishing final indirect cost rates for other than firm-fixed-price type contracts. Refer 
to Section 5-1000, Indirect/Other Direct Cost Systems, for guidance and procedures on the 
evaluation of the contractor's policies, procedures, and internal controls which affect indi
rect costs. The guidance is also to be used for the determination of allowable indirect costs 
under other circumstances such as audits of terminated contracts (12-304.15), audits of 
progress payment requests (14-200), and for interim evaluations of incurred costs. 

a. An indirect cost is any cost that is not directly identified with a single final cost ob
jective, but is identified with two or more final cost objectives or an intermediate cost 
objective (FAR 31.203 (b)). Indirect costs are to be accumulated by logical groups and 
distributed on the basis of benefits accruing to the several cost objectives. The numbers 
and composition of cost groupings should be governed by practical considerations. 

b. Procedures for settling final indirect cost rates are presented in 6-700. Guidance for 
audits of the base costs to which the rates apply is provided in this section. 

6-602 Audit Objectives 

a. The audit objectives are to evaluate and determine: 
(1) the allowability, allocability, and reasonableness of the costs charged to Gov

ernment contracts; 
(2) the propriety of the methods used to allocate indirect costs to Government con

tracts; 
(3) the correctness of the bases used to apportion indirect costs; 
(4) the appropriateness of the indirect cost period; 
(5) the consistency of the application of policies and procedures to the Government 

and to other operations; and 
(6) the mathematical accuracy of the computed final indirect cost rates. 

b. The discovery of fraud or other unlawful/improper activity is not the primary audit 
objective, but the auditor must be attentive to any condition which suggests that such a situa
tion may exist. If such activity is suspected, the circumstances should be reported in accord
ance with 4-700. 

6-603 Scope of Audit 

a. The audit should provide for the accomplishment of MAARs (see 6-603.2 below) 
and should include: 

(1) an evaluation of the contractor's system of internal control, including the means 
by which all echelons of management control the level of indirect costs (see 5-1000); 

(2) an evaluation of the composition and suitability of the allocation bases; 
(3) an evaluation of the composition of the various indirect cost pools to ascertain 

whether they are logical and bear a reasonable relationship to the bases used for apportion
ing expenses to operations; 

(4) an evaluation of selected indirect cost accounts; 
(5) a verification to the financial records; and 
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(6) a verification of the mathematical accuracy of the rate computation. 
b. The extent of audit effort should be influenced by: 

(1) the adequacy of the contractor's policies, procedures, and internal controls, in
cluding the contractor's monitoring and testing efforts (see 5-1000); 

(2) the mandatory annual audit requirements (MAARs); 
(3) the types of Government contracts and the percentage of participation (the total 

dollar value of the indirect costs allocated to Government contracts); 
(4) the adequacy of the records based on past experience and the impact of changed 

conditions; and 
(5) the contract terms. 

6-603.1 Types of Contracts and Government Participation 

a. For discussion, contracts other than firm-fixed-price, time-and-materials, or labor-
hour are referred to as cost-reimbursable. The various types of contracts are more fully 
defined in FAR Part 16. Audits of incurred indirect costs are performed only at contractors 
with cost-reimbursable contracts. The higher the value and percentage of reimbursable 
costs, the greater the need to analyze management decisions and internal controls over 
costs and the greater the depth of evaluation of selected accounts. The higher the percent
age of firm-fixed-price or commercial work, the greater the need to evaluate the allocation 
of costs between Government and other contracts. An analysis of participation may result 
in reduced scope for the whole audit or only certain pools. For instance, pools with high 
Government participation may require detailed account analysis, whereas pools with no 
Government participation may require only a determination that the allocation base is 
appropriate to assure absorption of all allocable costs. 

b. The scope of audit may also be affected by the percentage and amount of subcon
tract or interdivisional work performed. Prime contractors have a responsibility to audit 
their subcontractors. The auditor cognizant of the prime or higher tier contractor is respon
sible for obtaining adequate audit coverage of subcontracts, either from the prime contrac
tor or from the cognizant Government auditor (MAAR 12) (see 6-310.4 for guidance on 
subcontract coverage by the prime auditor). 

c. Contractors may have both DoD and non-DoD contracts which may affect the scope 
of audit because of differences in procurement regulations. Some non-DoD agencies re
quest and reimburse DCAA for audit services; others do not. The requirement for our ser
vices on non-DoD contracts should be confirmed by a review of the contract terms or dis
cussion with the appropriate contracting officer or Office of the Inspector General (see 1
300 and 15-100 for guidance on audit services for non-DoD agencies). 

6-603.2 Mandatory Annual Audit Requirements (MAARs) 

a. MAARs represent basic core audit requirements which should be accomplished 
along with the other procedures discussed in this section to complete the audit of incurred 
costs. MAARs must be performed at all contractors when warranted by materiality and/or 
significance. At major contractors it should always be presumed that materiality necessi
tates accomplishment of all MAARs. At nonmajor contractors, auditors are expected to 
independently make such judgments on the basis of specific circumstances in each audit. 
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General guidance on MAARs is provided in 6-105. Descriptions of the MAARs are pro
vided in 6-1S1. 

b. The extent of audit necessary to accomplish any MAAR is a matter of auditor judg
ment, subject to supervisory review. Because of the dollar value of cost reimbursable work 
at major contractor locations, all MAARs will be accomplished for each year. Considera
tions of materiality, based on Government participation and other factors, may result in a 
decision to perform minimal transaction testing. 

6-603.3 Procedures and Internal Controls 

The adequacy of the contractor's policies, procedures, and internal controls increases 
the auditor's reliance on cost representations and reduces the extent of testing and veri
fication which might otherwise be required to express an opinion on the acceptability of 
indirect costs. Refer to section 5-1000 for guidance on auditing contractor indirect/other 
direct cost systems and related internal controls. The permanent files should also pro
vide information on the contractor's internal controls and problem areas disclosed dur
ing ongoing audits and should be reviewed during determinations of audit scope. 

6-603.4 Past Experience and Changed Conditions 

a. Past experience can be a significant determinant of scope. Reviews of prior audits 
not only provide the accounts where costs have been questioned in the past, but also the 
accounts where costs have been voluntarily deleted. If past experience indicates good in
ternal control over unallowable costs and minimum costs questioned, transaction testing 
can be reduced if the auditor can determine that the controls are still in place. A compara
tive analysis of cost accounts by year provides an indication of significant changes in cost 
account activity or changes in methods of allocation. 

b. Changed conditions (MAAR 7) affect the reasonableness of costs and the equitable 
distribution of indirect costs. Changes in conditions may significantly affect the develop
ment of indirect cost rates. These changes may include the award of a significant cost-
reimbursement contract when prior Government contracts were primarily of the firm-
fixed-price type; a shift in emphasis from research to production, which may require re
classifying indirect costs into different departments; or changing the method of allocating 
and distributing indirect costs. Further, significant variations in levels of production and 
technological modernization of manufacturing facilities (14-800) may require an evalua
tion to determine the effect on facilities, labor, and indirect costs. 

6-603.5 Contract Terms 

a. As discussed in 6-603.1(c) above, a mixture of DoD and non-DoD contracts may result 
in increased scope to accommodate the differences in procurement regulations. The contract 
briefs state the procurement regulations which are applicable and they may also indicate 
special contract terms or conditions on cost allowability or allocability which may increase 
scope. The contract briefs may indicate advance agreements made by the contracting officer 
affecting allowability or allocability, the most common of which are IR&D/B&P agreements 
and precontract costs (see FAR 31.109 for a discussion of advance agreements). 

b. The auditor must identify the contractor's status with respect to CAS; i.e., not cov
ered; subject to modified coverage (CAS 401, 402, 405 and 406); or fully covered and 
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required to file a disclosure statement. DMIS CAS Compliance Testing Reports main
tained for each CAS-covered contractor (see 8-305) identify the status of a contractor's 
compliance with CAS and pinpoint specific areas requiring consideration in establishing 
the audit scope. 

6-603.6 Multi-Year Auditing 

a. The auditor should consider multi-year audit techniques when establishing the audit 
scope. Auditors should use their professional judgment to determine if more than one fis
cal year should be audited on a multi-year basis. Multi-year audit techniques can be used 
at any contractor location, regardless of ADV, assuming the auditor has determined it is 
appropriate in their specific circumstances as discussed in the following paragraph. 

b. To enable an auditor to appropriately and effectively plan a multi-year audit it is 
essential the auditor have a clear and documented understanding of the contractor’s inter
nal controls that are material for the fiscal years under review. An environment of dynam
ic change in contrast to a stable one may result in unbalanced audit risk among the fiscal 
years under consideration for multi-year auditing. Multi-year auditing may only be em
ployed where the auditor has determined and documented that the contractor’s business 
and organizational structure for the years being audited has been relatively stable and con
sistent. Some of key elements to be considered include changes in the following areas: 

• Contract type mix, sales, customer base; 
• Profitability, financial position; 
• Business product line, services; 
• Organizational structure and operations; 
• Business acquisitions, loss or mergers; 
• Employee turnover, key management positions and accounting staff turnover; 
• Number of employees; 
• Accounting practices, policies and procedures; 
• Business software, i.e. timekeeping systems or accounting software etc; 
• Plant and transportation facilities; and 
• Business systems and internal control environment. 

c. Multi-year auditing techniques should be based on the following guidelines: 
(1) Perform all MAARs for each year being audited, if appropriate, based on mate

riality and assessed risk. 
(2) Tests of details must be performed in all years in order to obtain sufficient ap

propriate evidence to provide a reasonable basis for the conclusions and opinion stated in 
the report (i.e. opinion on all indirect and direct costs for each audited year). 

(3) The audit approach for each year should be risk-based and based on the audi
tor’s documented risk assessment and understanding of the contractors systems/internal 
controls. For example, the auditor may select an account in one year for the initial detailed 
testing and then adjust (expand or limit) the level of testing required for that account in the 
remaining years based on the results for the one year of testing. Alternatively, the auditor 
may sample a homogeneous population of like transactions across all years for detailed 
testing. Auditor should clearly document their rationale and judgments used for determin
ing the nature, timing and extent of the audit procedures performed. 
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(4) Transaction tests of any new accounts should be performed in the year they first 
appear, if the accounts are material. 

d. Substantive tests of details must be performed on significant and/or sensitive ac
count balances and transaction classes as indentified in the transaction testing plan. Audi
tors may employ audit sampling, judgmental selection, or a combination of these methods 
to accomplish the audit objectives consistent with the assessed level of risk. As a possible 
audit approach for consideration, auditors may perform statistical sampling on one year 
and use the results to plan the audit approach (i.e., statistical sampling or judgmental se
lection) and the extent of testing in the other years involved in the multi-year audit. For 
example, if statistical sampling is used in one year and it yields significant findings, the 
best approach for the other years will likely also be statistical sampling with sample sizes 
consistent with the audit risk identified in the first sampling application. In contrast, if 
statistical sampling is used in one year and it yields few findings, auditors may consider 
limiting testing in the other years to only those transactions determined to be of the most 
risk (i.e., judgmental selection). When utilizing statistical sampling, the auditor must en
sure the findings are appropriately assessed before projecting. For guidance on audit sam
pling and judgmental selection refer to CAM 4-600. 

e. Some of the possible advantages of multi-year auditing include increased efficiency 
and effectiveness in designing and applying audit procedures while allowing for one set of 
working papers and one audit report. 

6-604 Audit and Evaluation of Contractor's Policies, Procedures, and Internal 
Controls 

a. Chapter 5-100 presents general guidance for the audit and evaluation of a contrac
tor's policies, procedures, and internal controls. Guidelines applicable to the audit and 
evaluation of policies, procedures, and internal controls as they relate to indirect/other 
direct costs are discussed in 5-1000. 

b. Sources for the audit of internal controls are found in the permanent files (see 4-405.1). 
The Internal Control Audit Planning Summary, Disclosure Statements, and DMIS CAS 
Compliance Audits and CAS Tracking of Noncompliances reports should be evaluated for 
incurred cost audits. Inadequate internal controls found during incurred cost audits should be 
annotated on the Internal Control Audit Planning Summary. Noncompliances with CAS 
should be reported in a separate report (activity code 19200) as discussed in 8-302.7.c. 

6-604.1 Effect of Changed Conditions 

The auditor should evaluate changes in procedures and practices for charging direct 
or indirect costs. Such changes could result in circumventing cost targets or ceilings or 
produce inconsistencies in the treatment of direct and indirect costs, especially between 
cost reimbursable and other contracts or between Government and other contracts. The 
evaluation of changes in charging direct and indirect cost satisfies MAAR 7. 

a. Determining Changed Conditions. A review of corporate minutes, which generally 
record top management decisions, may disclose changes having an impact on indirect cost. 
Discussions with contractor personnel and physical plant observations (see 6-608.2a) also 
provide information on changed conditions. Today, physical plant observations take on a 
new importance in view of contractors' current trend toward modernization of manufactur-
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ing facilities (5-108d, 14-800). In addition, comparisons of the current claim with prior 
year amounts (see 6-608.2c) and a review of the permanent files may disclose changes. 

b. Reporting Changed Conditions. As a continuing audit responsibility, the auditor 
should test the internal controls and procedures for reporting changed conditions which 
affect indirect costs. When a change in indirect cost method is proposed by a contractor, 
the effect (in dollars) on existing contracts should be studied and presented by the contrac
tor as a part of its overall support for the change. The contractor should have a procedure 
requiring this support and identifying any required reporting. For CAS-covered contrac
tors, the reporting requirements for accounting changes are in 8-303.3 and FAR 52.230
6(a). There is no similar requirement for non-CAS-covered contractors; however, a similar 
analysis will assist the auditor in evaluating the proposed change. Every effort should be 
made to obtain this information from the contractor; otherwise, the auditor should estimate 
the impact. 

c. Evaluation of Changes. When changes are identified, they should be evaluated to 
determine that: 

(1) they comply with CAS (see 8-303.3), if applicable, and 
(2) they do not have the effect of improperly circumventing cost targets or ceilings 

of certain contracts or other significant cost categories. 

6-604.2 Voluntary Management Reductions 

Contractors with weak or ineffective controls to separately identify and exclude un
allowable costs frequently attempt to reduce their risk of noncompliance by using alter
native procedures. The most common procedure is the application of bottom line reduc
tions to estimate the amount of unallowable costs. These reductions, generally referred 
to as voluntary management reductions, are often unsupported estimates and do not 
identify specific unallowable costs. The use of this type of reduction is not an accepta
ble alternative to an effective system of controls. Cost Accounting Standard 405 and 
FAR 31.201-6 (accounting for unallowable costs) require contractors to specifically 
identify and exclude unallowable costs from incurred cost proposals submitted to the 
Government. The auditor should not offset any unallowable costs found during the audit 
with unsupported voluntary management reductions. Since the auditor does not audit all 
transactions, the probability exists when contractors have ineffective controls that the 
actual amount of unallowable costs may exceed the management reduction. 

The auditor should evaluate the contractor's reasons for using a management reduction 
factor and determine if any weaknesses exist in the contractor's internal control screening 
process, including the failure to provide for the identification of directly associated unal
lowable costs (see 8-405.1). The auditor should also prepare appropriate CAS/FAR non
compliance and internal control deficiency reports when the contractor uses management 
reductions in lieu of having adequate controls to identify and segregate unallowable costs. 

6-605 Indirect Cost Base Period 

a. The contractor must select a time period to be used as a base period (cost accounting 
period) for accumulating and reporting costs. The base period for the allocation of indirect 
expenses to operations is generally the period during which the expenses were incurred 
(matching principle) and usually represents a calendar year or a fiscal year. 
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(1) For non-CAS-covered contracts, the base period for allocating indirect costs 
must be determined in accordance with FAR 31.203(g)(2). The base period will be the 
contractor’s fiscal year used for financial reporting purposes in accordance with generally 
accepted accounting principles. 

(2) For contracts subject to full or modified CAS coverage, the criteria and guid
ance in CAS 406 (8-406) must be used for selecting the cost accounting periods used in 
allocating indirect costs (FAR 31.203(g)(1)). Instances of noncompliance with CAS 406 
should be reported to the cognizant Federal agency official (CFAO) immediately (see 8
300 for guidance on reporting noncompliances). 

b. Quick-closeout procedures which allow the final period of a contract to be closed at 
other than final rates for the full year are discussed in 6-611.2 and 6-1010. 

6-606 Indirect Costs Allocation Methods -- Bases and Pools 

6-606.1 General 

a. Indirect costs should be accumulated by logical (homogeneous) cost groupings 
(pools), with due consideration of the reasons for incurring such costs, and allocated to 
cost objectives in reasonable proportion to the beneficial or causal relationship of the pool 
costs to the final cost objective (FAR 31.203(c)). To satisfy MAAR 18, the auditor should 
determine that the allocation bases used by the contractor for the allocation of indirect 
costs are equitable and consistent with any applicable CAS requirements, generally ac
cepted accounting principles, and applicable provisions of the contract. Guidance on the 
verification of the activity base is in 6-610. Guidance on verification of the rate computa
tion is in 6-611. Guidance on the transitional method for G&A expense under CAS 410 is 
provided in 8-410a. 

b. Knowledge obtained from an audit of the internal control structure (see 5-1005) 
may reduce the extent of audit effort. The auditor must make a thorough study of the 
indirect cost activity, including the activity bases used for allocation and the costs to be 
allocated, to determine whether the activity base chosen by the contractor is appropriate 
for cost allocation and results in a reasonable measure of the activity. The base should: 

(1) be a reasonable measure of the activity, 
(2) be measurable without undue expense, and, except for residual G&A expense, 
(3) fluctuate concurrently with the activity which is the source of the cost. 

c. When the methods of allocation have been tested over an extended period and 
determined to be satisfactory, the auditor presumes that these procedures and methods 
are still satisfactory. However, when the nature of a business changes substantially 
because of a change in volume of commercial or Government business, or because of 
technological modernization of the manufacturing facilities (14-800), the existing 
methods of allocating indirect costs may not be appropriate and the auditor must 
evaluate them in accordance with existing conditions. If the contractor's method ap
pears to be sound and produces equitable and objective results, it should be accepted 
as provided for in FAR 31.203 or applicable CAS (403, 410, 418.50(c)). Conversely, 
a more appropriate basis for allocation purposes should be used when it is determined 
that the contractor's method produces inequitable results and the amounts involved are 
significant. Such a condition would result in a FAR 31.203(c) or applicable CAS non
compliance (see 8-300). 
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d. Part IV of the contractor's disclosure statement provides information on the con-
tractor's bases and pools, including a functional or departmental breakdown of indirect 
expenses. An audit of the disclosure statement (or equivalent data from non-CAS
covered contractors) will frequently assist in determining whether cost allocations are 
equitable. Any differences or inadequacies should be identified and reported to the cog
nizant Federal agency official (CFAO) in accordance with 8-200. If the contractor is not 
required to disclose its practices, a comparison should be made between the claim and 
the contractor's written policies or procedures. 

6-606.2 Number and Composition of Pools 

a. The number and composition of pools should be governed by practical considera
tions (FAR 31.203(c)) and/or CAS (418, 403, and 410). 

(1) Proper allocation of manufacturing overhead generally requires the use of de
partmental or burden center rates. However, the use of a single plant-wide rate may be 
acceptable when it can be demonstrated that its use will result in equitable allocations: for 
example, when a single product is manufactured; when several products are manufactured 
but each requires proportionately the same amount of overhead work; or when the contract 
activity is so small that costs of such segregation outweigh the benefits received. 

(2) When the contractor's accounting system does not provide for the segregation of 
engineering expenses from the total manufacturing pool, and when engineering costs rep
resent significant costs to the Government, the auditor should make appropriate tests to 
determine the equity of the combined allocation. If the combined allocation is not equita
ble, the auditor should determine separate rates. For example, engineering effort may not 
be required on commercial or Government contracts, or it may not apply to contracts in 
the same ratio as manufacturing labor. 

(3) Contractors modifying their accounting systems to an advanced cost manage
ment system are adopting well thought out plans for distributing and identifying costs to 
objectives. The shift to an increasing number of cost pools is not for the purpose of frag
menting the existing pools and bases but to portray more accurate product cost. During the 
accounting system development phase, contractors should consider the cost benefit rela
tionship between a large number of cost pools and better costing in striking a reasonable 
balance. Auditors should consider and, if necessary, discuss the cost benefit analyses at 
progress briefings conducted during the implementation period. 

b. When a contractor's activities are decentralized, the use of separate indirect cost 
rates for each geographic location will normally produce more equitable allocations of 
indirect cost than the use of composite or company-wide rates. Overhead rates determined 
for offsite activities should be based on eliminating from the overhead pool those types of 
indirect costs which do not benefit offsite activities. For example, occupancy costs may be 
eliminated from offsite pools because the contractor uses Government facilities. 

c. The manner in which contract prices were negotiated may have a significant bearing 
on the method for absorbing costs on individual contracts or groups of contracts. Advance 
understandings or "ground rules" may be established by agreement between the contract
ing officer and the contractor to facilitate final cost determination. (See FAR 31.109 for a 
description of advance agreements.) 

d. The cost of money (CAS 414) 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 
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same base used to allocate the other expenses included in the cost pool. The cost of money 
may be considered to be an indirect expense associated with an individual cost pool but 
should be separately identified. The cost of money is subject to all of the same allocation 
procedures as any other indirect expense (see 8-414). 

6-606.3 Allocation Bases For Overhead and Service Centers 

a. Overhead ordinarily includes costs incurred to support direct labor or acquisition, 
storage, and issuance of direct materials. Therefore, overhead is ordinarily allocated to 
final cost objectives without any intermediate allocations. Service centers are departments 
or other functional units which perform specific technical and/or administrative services 
for the benefit of other units. Their cost can be allocated partially to specific final cost 
objectives as direct costs and partially to other indirect cost pools, usually based on units 
of output. 

(1) When CAS is applicable, the auditor should refer to the requirements of CAS 
418 and implementing audit guidance in 8-418 in addition to this section. Even though 
CAS does not apply, the auditor will find the guidance in CAS 418 to be useful in evalua
tion of allocation bases; however, FAR, not CAS, must be cited as a reason for question
ing the appropriateness of the base. 

(2) In the evaluation of an allocation base for overhead or service center costs, the 
auditor should refer to the guidance in CAS 418.50e for pools which do not contain mate
rial amounts of the costs of management or supervision of the base activities and CAS 
418.50d for those which do. CAS 418.50e recommends a hierarchy of bases, the most 
preferred being measures of resource consumption followed by measures of output and 
finally by a surrogate measure which varies in proportion to services received. Since nei
ther consumption nor output of managerial and supervisory effort can be measured in 
terms of the relative benefit conferred on differing elements of the activity base, CAS 
418.50d(1) merely requires that the base be representative of the activity being managed 
or supervised. CAS 418.50d(2)(i) requires that direct labor hours or direct labor dollars be 
used for overhead allocation except under special circumstances as noted below, and that 
selection between the two should be based on which is the more likely to vary in propor
tion to the costs included in the pool. 

b. Acceptable activity bases for apportionment of overhead and service department 
costs include among others, direct labor hours, direct labor costs, direct labor plus fringe 
benefits, prime costs, direct material cost, value or units of production, floor space, cu
bic content, meter readings, and machine hours. Any one or a combination of these may 
be acceptable in a particular case and unacceptable in another. The following para
graphs contain guidance to assist the auditor in evaluating the more common methods of 
allocating overhead and service center costs. 

(1) Direct Labor Hours. Direct labor hours is an acceptable base for allocation of 
overhead costs when the employees are largely interchangeable such as in a manufacturing 
operation. The basic data for using direct labor hours usually are available through job 
tickets. However, if the cost of accumulating the data is prohibitive, the use of this basis is 
not recommended. 

(2) Direct Labor Cost. This activity base is used for allocating overhead because 
data are readily available and the method is simple and economical. Labor costs are usual
ly controlled by payroll records and the general books of account, and the base is subject 
to audit verification. This basis is usually acceptable at a manufacturing location when 
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labor rates are relatively uniform and when production labor is a significant element of the 
product cost. 

(a) This basis is often used at non-manufacturing locations. Employees at such 
locations have widely differing skills and salaries which are correlated to their technical 
expertise, which in turn is the subject matter of contracts with such locations. Related 
overhead is primarily supervision and occupancy, both of which tend to vary directly with 
the cost of professional labor. 

(b) When direct labor cost is the basis for allocating costs, the auditor should 
normally eliminate all overtime and shift premium costs from the base. However, overtime 
and shift premium costs need not be excluded from the base when: 

(i) the amount of audit work required does not warrant it or 
(ii) equally equitable results will be obtained even though these additional 

costs are included. 
(c) When direct engineering labor cost is the base for allocating the related 

engineering costs at a manufacturing location, adequate tests should be made of the 
salary or wage levels of employees engaged on Government contracts compared to the 
overall engineering salary and wage structure. If the average wage of employees en
gaged on Government contracts is substantially different from the overall average, the 
direct labor cost method ordinarily will not be acceptable. In such instances, the auditor 
should consider recommending a direct engineering labor hour base. 

(3) Direct Material Cost. Direct material cost may be used to allocate costs of mate
rial handling (purchasing, receiving, or shipping) departments. It is particularly important 
that the auditor analyze the pool and base relationship. For example, total material cost 
may not be an appropriate base if it includes significant costs for items which are not re
ceived at the contractor's plant but are drop shipped directly to the end user. 

(4) Unit of Product. The unit of product method is perhaps the simplest form of 
allocation because it distributes overhead equally to each unit of product manufactured 
during the period. However, the use of this method is limited to companies producing a 
single product, or a few products which contain elements such as weight, dimension, or 
other measure common to all the products produced. 

(5) Floor Space, Cubic Content, and Meter Readings. Floor space area, value of 
space, cubic content, or meter readings may be used to allocate certain types of indirect 
costs on a plant-wide basis. One or more of these bases may be used to allocate service 
department expenses to producing departments or to cost centers. 

(6) Machine Hours. The use of machine hours as the basis for allocating indirect 
costs may be appropriate when the principal factor in production is the use of machinery. 
It is most frequently used to allocate the indirect costs of a manufacturing department or 
service center using large machines. Today's trend toward technological modernization of 
manufacturing facilities tends to intensify machine orientation on the factory floor (14
800). As a result, careful consideration must be given to the suitability of overhead alloca
tion bases. With the movement toward a machine orientation, the use of machine hours 
and other machine oriented bases (such as process time and operation movements) is like
ly to become relatively more appropriate. Objections to the use of machine hours as a ba
sis for allocating overhead costs include the expense of accumulating special cost data not 
otherwise required. However, with the advent of machinery encompassing the ability to 
accumulate performance data, these objections may not continue to be applicable. 
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c. Some advanced cost management systems will place a stronger focus on the activ
ities of a business. For businesses that made technological progress, this means a shift to 
more machine oriented allocation bases, such as machine hours, process time, and oper
ational movements. In other areas of the business operations, appropriate allocation 
bases may be transaction volume or services rendered, such as space utilization, plant 
layout, engineering change notices, and purchase requisitions. Selection of appropriate 
allocation bases which have a causal or beneficial relationship with the pooled costs is 
no different for an ACMS (see 14-800) than for traditional accounting and is compatible 
with the requirements of CAS 418.50(e). 

6-606.4 Allocation Bases for General and Administrative Expense Other Than Cor
porate/Home Office Expense 

a. G&A expenses are any management, financial, and other expenses which are in
curred by or allocated to a business unit and which are for the general management and 
administration of the business unit as a whole. When CAS 410 applies, the auditor should 
refer to the requirements of the standard and implementing audit guidance in 8-410. When 
CAS 410 does not apply, the auditor may refer to CAS 410 in conjunction with the guid
ance in this section. Audits of corporate/home office expense allocations, and G&A ex
pense allocation under facilities contracts are discussed in 6-606.5 and 6-606.6. 

(1) The pool grouping should be assessed using the principles set forth in FAR 
31.201-4, Allocability, and 31.203, Indirect Costs. The expenses in the G&A pool should 
represent only the cost of those activities that are necessary to the overall operation of the 
business, although a direct relationship to any particular cost objective cannot be shown. 
The cost of those activities incurred specifically for a contract or that can be distributed to 
both Government and other work in reasonable proportion to the benefits received should 
be removed from the G&A pool and distributed to the final cost objectives on a more ap
propriate basis. Expenses which are not G&A expenses but are insignificant in amount 
may be included in the G&A expense pool. 

(2) The distribution base should be evaluated to assure that it is common to all cost 
objectives to which the G&A pool is to be allocated. As stated in CAS 410.50(b)(1), the 
G&A allocation base should be a cost input base representing the total activity of the busi
ness unit. Cost input bases are discussed in 6-606.4b(1) and include total cost input, value 
added and single element. CAS also permits special allocations under certain conditions 
(CAS 410.50(j)) and permits variants of the foregoing cost input bases if they are repre
sentative of the total year's business activity and produce an equitable distribution of the 
G&A expenses to all final cost objectives (CAS 410 supplement). A more appropriate 
basis for allocation purposes should be used if it is determined that the selected base does 
not adequately represent the total year's business activity or results in an inequitable distri
bution of the G&A expenses to final cost objectives, and the amounts involved are signifi
cant. Such a condition would result in a FAR 31.203(c) or applicable CAS non
compliance (see 8-300). For reporting CAS/FAR noncompliances found during the audit, 
auditors should follow the guidance in 10-808. 

(3) FAR 31.203(c) requires that the contractor accumulate indirect costs by logical 
cost grouping so as to permit use of an allocation base that is common to all cost objectives 
to which the cost grouping is to be allocated. The FAR further states, “The base selected 
shall allocate the grouping on the basis of the benefits accruing to intermediate and final cost 
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objectives.” If a contractor does not have CAS-covered contracts and has a single pool, the 
auditor must evaluate its allocation base against this requirement. 

b. The subparagraphs below provide comments on distribution bases which may be pro
posed for allocating G&A expense to contracts/jobs where Cost Accounting Standards do 
not apply. 

(1) Cost Input. Cost input is the cost, except G&A, which for contract cost purposes is 
allocable to the production of goods and services during the cost accounting period. The 
most often used bases are: total cost input (TCI), all costs excluding G&A; value-added cost 
input, all costs excluding material, subcontracts, and G&A; and single element cost input. 
Cost input bases are generally acceptable for Government contracts because they express the 
causal and beneficial relationship between G&A expenses and all of the final cost objectives 
of a cost accounting period (matching principle). 

(2) Cost of Goods Sold. The cost of goods sold base is often identical to TCI, and 
when identical it is acceptable. Its advantage is that the amount is generally available from 
the accounting records and does not require separate computation. Cost of goods sold bases 
may be unsatisfactory when the G&A expense allowable under Government contracts is 
more closely related to production for the period than to products distributed and sold. Dis
tortions are most likely to result when some of the contractor's products require a long manu
facturing cycle, or when commercial items are produced for stock or leasing rather than to 
fill sales commitments. G&A expenses which are not clearly a part of production may not be 
applied to inventory because to do so would violate generally accepted accounting princi
ples. Distortion may also result if a contractor classifies all costs incurred under cost-type 
contracts as sales when the costs are incurred, but does not record sales under fixed-price 
contracts and other work until shipment of the completed product. 

(3) Cost of Sales. Cost of sales includes selling costs whereas cost of goods sold does 
not. The cost of sales base is inequitable because the contractor is precluded from recovering 
allowable selling costs and must allocate G&A to all selling costs. All other considerations 
affecting cost of goods sold apply to cost of sales. 

(4) Cost of Goods Manufactured. Costs of goods manufactured equates to costs of 
goods sold before the adjustment for the difference between the beginning finished goods 
inventory and the ending finished goods inventory. Cost of goods manufactured is generally 
not an acceptable allocation base for G&A expense under Government contracts because it 
does not adequately represent the cost of production for the accounting period. Cost of goods 
manufactured includes prior period costs applicable to goods in process at the beginning of 
the accounting period and excludes current period costs applicable to goods remaining in 
process at the end of the accounting period. Distortions are most likely to result when the 
contractor's products require varying manufacturing cycles, some longer than others, or in
ventories of raw materials and work in process vary significantly between the beginning and 
end of the accounting periods. 

(5) Total Sales. Total sales as a basis for allocating G&A expense is generally not 
acceptable for Government contracts because: 

(a) the concurrence of sales with production usually varies between the items pro
duced for the Government and those produced commercially, 

(b) the margin of profit may vary appreciably among contracts and between Gov
ernment and other work, and 
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(c) the final selling price of incentive type contracts or other contracts which con
tain price revision terms is not known until the work has been completed and the price nego
tiated. 

6-606.5 Allocation Bases for Corporate/Home Office Expense 

a. When CAS 403 applies, reference should be made to the requirements of the standard 
and implementing audit guidance in 8-403. When CAS 403 does not apply, it may be used as 
general information in conjunction with the guidance in this section. 

b. Home office expense is the cost of administering the overall operations of a multi-plant 
or multi-segment company. Home offices typically establish policy for and provide guidance 
to the segments in their operations. They usually perform management, supervisory, or ad
ministrative functions, but may also perform service functions in support of the operations of 
the various segments. The costs may include: 

(1) those incurred for the benefit of a specific segment, such as specialized consulting 
services or leases for specific facilities; 

(2) those incurred for the benefit of several but not all segments, or for several seg
ments in differing proportions, such as a central computer center or similar service opera
tions or fringe benefit costs such as pensions and insurance; 

(3) those incurred for the common benefit of all segments, such as board of directors 
expenses or top executive salaries. 
Costs of the third type, often referred to as "residual" corporate/home office expense, are 
typically allocated to all segments over a common allocation base except as discussed in d. 
below. Costs of the first two types, where significant, require separate allocation for equita
ble costing of Government contracts at the various segments. 

c. The segment auditor should identify all type (1) and type (2) expenditures allocated or 
charged to the segment, and should request audit assistance simultaneously with the request 
for verification of the corporate (type (3)) allocation. Whether or not assist audit requests 
have been received, the corporate auditor should initiate the audits of charged and allocated 
expense without delay. The corporate auditor is also required to audit and report on signifi
cant matters contained in the corporate financial statements, minutes, SEC filings, and tax 
returns, and to furnish an information copy of the published financial statements to the 
segment auditors. 

d. To evaluate the bases used by the contractor to distribute home office expenses, the 
auditor should carefully evaluate the organizational structure and operations of the corpo
rate office and each corporate segment, including details of the type of service and support 
rendered by the corporate office to each segment. This may require close cooperation 
among the contract auditors cognizant of the company sites. (See 15-200 for information 
on the contract audit coordinator (CAC) program which has been established to facilitate 
this coordination within DCAA.) In addition, the corporate/home office auditor is respon
sible for the necessary audits of segments not involved in Government contract work. The 
objective is to see that the contractor's allocations proportionately distribute home office 
costs to all segments of the business on the basis of the relative benefits received. Use the 
applicable contract cost principles (such as FAR 31.201-4, 31.202, and 31.203) as criteria 
to evaluate the contractor's method. 

e. Residual expenses generally have no discernible direct benefit to a particular seg
ment but are necessary to the overall business operations. They may be categorized as 
costs relating to the prudent management of all resources at the disposal of the corpora-
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tion. Residual expenses may include the salaries, fringe benefits, occupancy costs, taxes, 
and other administrative expenses of the board of directors, executive committees, corpo
rate officers, and administrative/executive management officials. The basis of allocation of 
residual expenses should reflect the total activities of all segments of the business. How
ever, certain segments may require special allocations of residual expense if their opera
tions are relatively self-contained or self-sufficient and/or require minimal administrative 
support from the corporate/home office. Conversely, a segment may require special allo
cation in amounts greater than the average rate if it is highly dependent upon the home 
office staff for general administrative support. (See 6-606.6 regarding allocations to 
GOCO activities.) 

f. The form of the business (foreign or domestic), the extent of ownership (wholly- or 
partially-owned), or the accounting treatment for financial accounting purposes (consoli
dated or unconsolidated) are not basic criteria for determining whether a particular seg
ment should be included in or excluded from the residual allocation base. Also, the fact 
that an individual contract or group of contracts does not permit recovery of corporate 
office expenses is not a reason to exclude the operating segment performing the con-
tract(s) from the base of allocation. Once an appropriate base for distributing indirect costs 
has been accepted, it should not be fragmented by removing individual elements (FAR 
31.203(d)). Also see CAS 410.50j for a discussion of special allocations. To the extent 
that the home office provides necessary support for the segment, a proportionate share of 
the residual expenses should be allocated to that segment. 

6-606.6 Allocation Bases for Residual Corporate/Home Office Expense to GOCO 
Activities 

a. Special attention should be given to the appropriate allocation of residual corpo
rate/home office expense to Government-owned contractor-operated (GOCO) plants. Con-
tractor's GOCO activities are usually conducted on a basis substantially independent of 
supervision by higher corporate echelons. In addition, less administrative support is usual
ly received from the central office since many corporate administrative services are paral
leled by the GOCO administrative activity. In such circumstances, it would not be equita
ble to distribute a share of all the higher level supervisory or administrative expenses to 
these plants on a proportionate basis by any of the methods commonly used to allocate 
residual corporate/home office expense to segments. 

b. Each auditor at a GOCO plant will provide the corporate/home office auditor infor
mation on the nature and extent of administrative functions performed at the GOCO plant. 
The home office auditor and the contractor will reach agreement on whether administra
tive functions performed at the GOCO duplicate home office functions, so that a suitable 
corporate allocation structure is developed for GOCO activities. 

c. If it is appropriate to allocate less residual expenses to a GOCO, the contractor 
may accomplish this by developing two expense rates as follows: 

(1) a basic rate reflecting those corporate expenses which apply to all work of the 
contractor including GOCO plant operations, and 

(2) a rate in addition to the basic rate reflecting those corporate expenses which 
apply to all work of the contractor except GOCO plant operations. Figure 6-6-1 is an ex
ample of the development of such rates. 
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d. Where CAS 403 applies, any special allocations of residual corporate/home office 
expenses to GOCO activities are established by agreement between the contractor and the 
Government in accordance with CAS 403.40(c)(3) and 403.50(d). Only a contracting 
officer may execute such an agreement, but the contract auditor will normally evaluate the 
proposed method before an initial agreement. The auditor will evaluate the continuing 
appropriateness of the contractor's method during each audit cycle, and advise the 
contracting officer if any formal agreement warrants revision. 
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Figure 6-6-1 
(Ref. 6-606.6) 

Sample Of Corporate Expense Rates --- GOCO Activities 

Rate Calculations 
Totals Basic Additional 

Residual Corporate Expenses: 
Basic (applicable to all segment ac
tivities) $ 20,000 $ 20,000 — 
Balance (applicable to non-GOCO 
segment activities) $ 40,000 — $ 40,000 

$ 60,000 $ 20,000 $ 40,000 

Base of Allocation: 
GOCO segment activities $ 200,000 $ 200,000 — 
All other segment activities $ 800,000 $ 800,000 $800,000 

$1,000,000 $1,000,000 $800,000 

Rates — 2% 5% 

Note: In this illustration, the corporate expense rate applicable to GOCO activities is 
2%; the rate applicable to other activities of the contractor is 7%. 

6-607 Reserved 

6-608 Indirect Costs Transaction Testing Plan 

6-608.1 General Guidance 

a. Indirect costs are incurred as a result of business decisions made at all levels of 
management. These decisions may be based on established policies or may be a man
ager's choice among several options for achieving an objective. The auditor should con
sider the reasons underlying management decisions when a specific cost item and the 
Government's interest in the total allocated portion of indirect costs is significant. 

b. The audit objectives are to: 
(1) ascertain the extent to which the contractor's policies are being implemented 

at the operating level, 
(2) determine whether the contractor is maintaining adequate control over the 

level of indirect expenditures, 
(3) ascertain and evaluate significant fluctuations in the ratios of the accounts to 

the allocation base, and 
(4) determine whether the contractor has excluded from expense pools costs 

which are unallowable because of the provisions of law, regulations, or the contract; 
unreasonable in nature or amount; inapplicable to the Government operations; or inap
plicable to the indirect cost pool or period being audited. 
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This section provides guidance on the techniques for selecting accounts to be analyzed 
and the basis for questioning costs. 

c. A transaction testing plan should be prepared to document evaluation of the con-
tractor's annual incurred cost proposal. This plan should fully consider all significant 
costs, both direct and indirect. The auditor should ensure that all MAARs that require 
transaction testing and any other MAARs not accomplished during the preliminary steps 
of the annual incurred cost audit or other field work are addressed in the transaction 
testing plan. The extent of required transaction testing should be based on consideration 
of all the following factors: 

(1) assessment of control risk, 
(2) prior audit experience (including the documented risk shown on the ICAPS), 
(3) materiality, 
(4) reliance on the work of others, and 
(5) results of the preliminary audit procedures 

d. Regardless of the assessed level of control risk at a major contractor, the auditor 
should perform substantive tests for significant account balances and transaction clas
ses. Substantive tests include both analytical procedures such as the comparative analy
sis MAARs (e.g., 8 and 15) and transaction testing. The auditing standards do not envi
sion any circumstance where the assessed level of control risk would be low enough to 
eliminate the need for substantive testing, however, the level of substantive testing 
should be tailored based on the criteria discussed in c. above. Accounts/transactions to 
be tested can be selected considering the techniques described in 6-608.2. Sensitive 
accounts should be audited frequently, or on an annual basis as appropriate, while less 
sensitive accounts should be selected on a rotating basis. 

e. At nonmajor contractors, transaction testing of significant indirect expense account 
balances and transaction classes that are considered medium or high risk should be com
pleted for each contractor fiscal year that is audited. At nonmajor contractors subject to 
low risk sampling, transaction testing is required for proposals selected for audit in ac
cordance with 6-104.2. Transaction testing is required to determine and document that the 
contractor’s incurred cost proposals should continue to be classified as low risk. The level 
of transaction testing performed should be based on the auditor’s assessment of materiality 
and other risk factors and must be documented in the working papers. When multi-year 
auditing techniques are used, transaction testing should be performed in accordance with 
6-603.6b. Transaction testing should not be performed on contractor fiscal years classified 
as low risk and not selected for audit. 

f. Movement to an ACMS (see 14-800) can encompass a large number of cost pools (see 
6-606.2). Successful accomplishment of audits encompassing a large number of pools de
pends upon the application of the basic audit concepts of materiality and risk assessment 
during the audit planning stages. First, look for the strength of internal controls over the sys
tem itself (see 5-1000 Audit of Indirect and Other Direct Cost System Internal Controls). 
Then, determine the areas of risk and materiality. Are they concentrated in several pools, or 
are they concentrated in several key accounts spanning all pools? Place audit resources 
where a vulnerability assessment indicates the greater risk and materiality. Using a combina
tion of auditor judgment and statistical sampling techniques, evaluate the high
risk/materiality pools. Consider auditing the high-risk/materiality pools more frequently and 
the low-risk pools on a rotating basis. As an alternative, determine if there are sensitive ac
counts which span all pools, and perform the audit focusing on these accounts. 
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In addition, determine if the contractor's internal auditors will also be performing re
views on the cost pools. Coordination with these auditors, after determining the coverage 
and reliability of their efforts, may provide assistance and minimize potential duplication. 
Finally, audit tools, such as downloading information from the contractor's computer to 
assist the audit process, hold great promise as an effective approach to manage an audit of 
a larger number of cost pools efficiently. 

6-608.2 Techniques for Account Selection 

The basis for determining the specific areas to be selected for detailed evaluation and 
testing and the scope of the audit should be determined by plant observations, considera
tion of management decisions, and account analysis. 

a. Plant Observation. Plant observations are an integral part of the audit of indirect 
costs. They provide valuable indicators of accounts to be analyzed and/or areas of high 
risk. In performing the observations of a contractor's plant, the auditor should consider the 
following: 

(1) When the contractor maintains segregated cost centers, the auditor should ob
serve the manner in which physical and accounting segregation is accomplished, particu
larly when Government contracts and commercial production are performed in the same 
general area. The extent of observation should be influenced by the degree of control es
tablished by the contractor to preclude the interchange of operations. The observations 
should assist in ascertaining which pools, cost centers, and accounts require the greatest 
emphasis during the audit. 

(2) The auditor should determine the manner in which the contractor establishes 
new production lines and should inquire into all aspects of a new line, noting any similari
ty between the contemplated production and the production currently in process. Again, 
this will assist in determining the pools, cost centers, and accounts requiring the greatest 
emphasis during audit. 

(3) The auditor should observe the existence of idle facilities and determine wheth
er idleness results from ordinary maintenance, lack of work, temporary machinery break
down, or faulty production planning. Guidance on the allowability of idle facilities and 
capacity is provided in FAR 31.205-17. 

(4) The auditor's physical observation program should include inquiries into the rea
sonableness of rework and scrap generated. When it is determined that there is an unreason
able amount of rework or scrap, the auditor should ascertain the causes. The audit of rework 
and scrap costs may require the assistance of Government technical personnel. 

(5) The auditor should observe the contractor's manufacturing facilities to develop a 
better understanding of the contractor's manufacturing processes and monitor the trends in 
manufacturing practices and processes (5-108d). Some contractors have accomplished sub
stantial technological advancements on the factory floor. These changes in manufacturing 
operations can cause changes in the flow of costs. Factory observations should assist in iden
tifying the expense pools requiring further evaluation. 

b. Effect of Management Decisions. The auditor should review executive or directors' 
minutes, company newsletters, and internal and external audit reports for indicators of ac
counts to be audited. These may disclose audit leads, such as the following: 

(1) a lag in reducing indirect costs during periods of declining production, including 
the retention of supervisory and technical personnel when their services are not required at 
that time or in the foreseeable future, 
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(2) unwarranted increases in the number of and in the salaries of executives, indirect 
personnel, and engineers, 

(3) the imposition of additional tiers of supervision without apparent need except as a 
means of retaining technical and supervisory personnel, 

(4) continuing liberalization of fringe benefits as a means of recruiting and retain
ing technical and administrative personnel, 

(5) increased depreciation costs, attributable to high-cost plant expansion or chang
es in the method of computation, 

(6) the inclusion of depreciation of idle or excess facilities during a declining pro
duction period, 

(7) the leasing of facilities under "sale and leaseback" or "lease in lieu of purchase" 
agreements in excess of ownership costs, 

(8) unusual increases in expenses such as plant rearrangement, rehabilitation, relo
cation, and leasehold improvements, 

(9) expansion of training programs, recruitment programs, and public relations ex
penses, 

(10) unusual increases in contractor initiated research and development programs 
and bid proposals, particularly during periods of declining production, 

(11) investments in automation, modernization of manufacturing facilities, or 
mechanization, 

(12) a major shift in the nature of or the methods used in the production processes, 
(13) increasing costs for maintaining or overhauling old productive equipment in 

lieu of investing in new equipment, and 
(14) internal control weaknesses disclosed by internal or external audits. In addi

tion, unallowable, unreasonable, excessive, or incorrectly classified costs may be generat
ed as a result of a contractor's policies and management decisions underlying the policies. 
(See 6-604 for comments on the evaluation of policies, procedures, and internal controls.) 
For example, a contractor's policy for recording costs may be designed to provide flexibil
ity in charging engineering costs directly to contracts, IR&D and B&P, or to overhead 
depending on monetary limitations of contracts or advance agreements. When a contrac
tor's policy is questioned, the auditor should evaluate the probable consequences of con
tinuing the questioned policy and make appropriate recommendations. Such cases may be 
reportable under the provisions of 4-700 (detection and reporting of fraud, other unlawful 
activity, or improper practices). 

c. General Account Analysis 
(1) Nomenclature Review. Using a copy of the contractor's post-closing trial bal

ance, which has been reconciled in accordance with the guidance in 6-610, the auditor 
should select for thorough analysis those accounts which are new and/or significant in 
amount, vary from developed trends, or which on the basis of nomenclature review or 
past experience appear to be sensitive in nature and likely to contain questionable costs. 
However, categories of indirect expense should not be accepted or rejected solely on the 
basis of a nomenclature review. The actual content of accounts being evaluated must be 
established through testing of transactions. 

(2) Comparative Analysis. The auditor should also compare the claimed amounts of 
the various accounts with the amounts claimed and/or expended in prior years and the 
amounts shown in the current year's budget. The comparisons should disclose: 
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(a) whether there have been significant changes in the dollar amount of claimed 
individual expense items which may not be comparable to a change in the level of opera
tions; 

(b) whether there are unexplained differences which may require a more inten
sive evaluation, additional testing, and verification; 

(c) whether management is maintaining control over expenditures by periodic 
comparisons with budgeted amounts; 

(d) whether there have been reclassifications of costs or changes in cost ac
counting practices; and 

(e) whether the expense is recorded in the proper account identified with the 
cost center, department, or expense pool which derives the benefit. 
When the pattern indicates a tendency for indirect costs to increase in comparison to direct 
costs, the auditor should determine the factors which are contributing to the increases (see 
the list of factors affected by management decisions in 6-608.2b above). These compara
tive analysis procedures will satisfy MAAR 15. Follow-up and resolution of discrepancies 
noted in the foregoing analyses and the related testing of transactions satisfies MAAR 16. 
The audit of account detail and individual transactions must include a determination of the 
sources of journal entries and testing to ensure propriety. Significant and sensitive adjust
ing entries should be evaluated (e.g., journal entries reclassifying direct to indirect costs). 
These procedures will satisfy the indirect adjusting entries portion of MAAR 10. 

(3) Quantitative Methods. The use of graphic and computational analysis techniques 
can be helpful in the audit of incurred costs. The auditor may be able to detect trends or cor
relations which permit the focus of attention on indirect expense accounts, pools, depart
ments, or other segments of cost which appear to be unreasonable or out of line. Further, 
sampling and IT techniques (such as DATATRAK and other data retrieval software) will 
assist the auditor in selecting transactions for evaluation. Consideration should be given to 
the use of these techniques during incurred cost audits. 

d. Specific Account Analysis. In addition to the areas discussed below, Chapter 7 dis
cusses items of cost and accounting methods requiring special attention. This chapter 
should be reviewed to assure adequate coverage of any applicable items. Special attention 
should be given to the discussion of IR&D and B&P costs because of its general applica
bility at most locations. 

(1) Contingent Expenses. Items charged to indirect expenses, not representing actu
al costs but rather a provision for contingencies, should be excluded from allowable costs. 
The auditor should refer to FAR 31.205-7. 

(2) Indirect Labor. The audit of labor costs is discussed in Section 4 of this chap
ter. Recruitment costs are also discussed in Section 4 because they are closely related to 
the budgeting of labor costs and the determination of personnel requirements. 

(3) Indirect Material. Priced or quantitative year-end inventory records should be 
audited to determine whether increasing costs indicate a trend towards a buildup of sup
ply inventories. When contractors account for supply items as an expense at time of 
purchase, a comparison should be made of the amounts expended for various categories 
of supplies for the current and several preceding periods. Further discussion of the audit 
of material costs is contained in Section 3 of this chapter. 

(4) Miscellaneous Charges. Miscellaneous charges to indirect costs may result 
from transactions of earlier or future periods. Included in this category are depreciation 
expenses, amortization of prepaid costs, and accruals of liabilities. Entries representing 
the write-off of prepayments or the establishment of accrued liabilities should be tested 
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for propriety, reasonableness, allocability to the period, accuracy of computation, cor
rectness of account distribution, and sufficiency of documentary support. The extent of 
verification should depend on the significance of the dollar amount and the extent to 
which the Government participates in the cost. 

(5) Miscellaneous Income and Credits. The auditor should evaluate the contrac
tor's financial statements, tax returns and adjusting entries in the general ledger or other 
subsidiary ledgers to identify any income or credits in which the Government should 
share as well as to evaluate the exclusion of any adjustments not reflected by the con
tractor in contract costs. (See 6-610 for guidance on the verification of the base and pool 
to the accounting records.) 

(a) The auditor should identify the nature of all income received from sources 
other than the sales of the contractor's normal products. It is preferable that income, 
refunds, or credits applicable to a Government contract, such as purchase discounts, 
income from sale of scrap, and rental income, be credited directly to the contract. How
ever, if the income, refunds, or credits are not significant and the contractor's accounting 
treatment is equitable, these may be apportioned between commercial and Government 
work through reduction of indirect cost pools or some other equitable method. The ex
tent of audit in this area will depend on the effectiveness of the contractor's accounting 
procedures. Thus, the early identification of system weaknesses is of prime importance. 

(b) Additional items which may be pertinent as credits or refunds under Gov
ernment contract costing include: refunds of various state and local taxes such as fran
chise, personal property, and income taxes; royalty expenses which have been accrued but 
remain unpaid; workers compensation rate adjustments; and credits or reduction in rates of 
employer contribution to pension plans, death benefit plans, and similar group insurance 
plans, following accumulation of reserves built up through excessive rates, reversionary 
credits, or in some other manner. Accomplishment satisfies MAAR 5 at the segment level; 
corporate level steps appear at 6-608.3b(1). 

6-608.3 Basis for Questioning Costs 

Expenses may be questioned based on allowability, allocability, and/or reasonableness. 
a. Allowability. Certain costs are rendered unallowable by provisions of pertinent laws, 

regulations, contract clauses, or mutual agreement and cannot be included in prices, cost 
reimbursements, or settlements under Government contracts to which they are allocable. 
The contractor must certify that its indirect cost claim contains no unallowable costs. The 
contractor's claim should be examined to ensure that all directly associated costs have also 
been removed. (See 1-504.4a.) 

(1) When certain costs are specifically identified in the contract as being unallowa
ble, the contract may also provide criteria that must be met before a cost is considered 
allowable or limitations that cannot be exceeded. For example, the contract may state that 
subcontracts or travel must be approved by the contracting officer prior to the incurrence 
of the cost or it may state that overtime is allowable up to a specific dollar amount only. 
Contract briefs should be prepared to identify these clauses. 

(2) CAS 405.40(a) requires that contractors affirmatively "exclude" costs which are 
either "expressly unallowable," as defined in CAS 405.30(a)(2), or mutually agreed to be 
unallowable. FAR 31.201-6 repeats this requirement for non-CAS-covered contracts. Ex
amples of costs declared expressly unallowable, with limited exceptions for specified cir
cumstances, by Federal statute or regulations are: 
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(a) contingent fees (except payments to bona fide representatives), 
(b) entertainment expenses, 
(c) fines and penalties, 
(d) costs of organizing or reorganizing a business enterprise, 
(e) contributions, 
(f) interest on borrowings, 
(g) losses on other contracts, 
(h) certain types of advertising and business meetings, and 
(i) Federal income taxes. 

When the auditor’s questioned cost is based on a selected cost principle criterion, the audi
tor must reference the applicable provision of FAR 31.205. A description of these and 
other items and the criteria for a determination of allowability are provided in FAR Part 31 
(see Appendix A), 6-700, and 8-405. 

(3) Certain costs or portions of cost may be identified as unallowable based on ad
vance agreements negotiated by the ACO, such as use charges for fully depreciated assets 
(FAR 31.205-11(1)). 

(4) If the contractor included expressly unallowable costs in the final indirect cost 
settlement proposal, the auditor should question the costs and recommend to the ACO that 
the costs be subject to the penalty provisions at FAR 42.709. Expressly unallowable costs are 
defined in FAR 31.001 (see 6-609.1e.). The term “expressly unallowable costs,” as it is used 
in the penalty regulation includes only those costs that are expressly unallowable under FAR 
31.205 or applicable agency supplement. 

b. Allocability. Costs may be questioned because they are not allocable to Government 
contracts. Cost Accounting Standards provide criteria on the allocability of costs for CAS-
covered contracts. For non-CAS-covered contracts FAR provides certain criteria. The fol
lowing are examples of allocability issues. 

(1) Out-of-Period Costs. In addition to recognizing the relationship of an incurred 
expense to its objective, the auditor must relate the time factor (period to which the expense 
is applicable) in the manufacturing process. Not all expenses incurred during a given period 
may be allocable in their entirety to the items produced during that period. Therefore, the 
audit effort should be directed to ascertaining whether costs such as indirect labor, payroll 
taxes, vacation expense, retirement accruals, bonuses, insurance, maintenance and repairs, 
depreciation, amortization of leasehold improvements, and similar indirect expenses includ
ed in the indirect cost accounts have been properly accrued or deferred. The object of the test 
is to disclose those indirect costs which have been assigned to a current period when the cost 
was incurred for the purpose of benefiting a future or past period. Year-end adjustments and 
adjustments involving prior cost periods must be evaluated to determine materiality and ap
plicability to current costs. Year-end adjustments may have a significant effect on the ex
pense pool or bases for the allocation of indirect costs. The auditor's evaluation should insure 
that the contractor's year-end adjustments actually result in a more precise allocation of indi
rect expenses. This analysis and the segment level steps at 6-608.2d(5) satisfy MAAR 5. 

(2) Consistent Classification. Consistency in the composition of indirect cost pools 
must be considered in determining the validity of the indirect cost pool as a whole. When the 
contractor's procedures provide that specific items of costs are charged directly to Govern
ment contracts, the auditor must, prior to accepting the residual costs (6-606.5b & e) in the 
indirect cost pool, ascertain whether similar costs are also charged directly to the commercial 
work. Items which can be identified directly with other classes of work must be excluded 
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from the expense pools if items identifiable with Government contracts are charged directly 
(see FAR 31.202 and 31.203 or CAS 402). 

c. Reasonableness. FAR 31.201-3 defines reasonableness. A cost may be considered 
unreasonable because it was not incurred in the most cost-effective manner. For example, the 
contractor may be providing its own guard service when outside vendors may be able to 
provide the service at a lesser cost. Tests of economy and efficiency are performed during 
operations audits. 

6-609 Penalties on Unallowable Costs 

6-609.1 Statute and Regulation 

a. Penalty provisions for the submission of expressly unallowable costs are included in 
10 U.S.C. 2324(a) - (d) and 41 U.S.C. 4303. FAR 42.709, implementing this statutory 
penalty provision, requires that penalties be assessed if a contractor claims an expressly 
unallowable indirect cost in (1) an indirect cost settlement proposal, or (2) the final state
ment of costs incurred or estimated to be incurred under a fixed-price incentive contract, 
on covered contracts. Covered contracts include all contracts in excess of the following, 
except Fixed-Price contracts without cost incentives or any Firm Fixed price contracts for 
the purpose of commercial items: 

• $500,000, issued on or after October 1, 1995 and before January 19, 2005; 
• $550,000, issued on or after January 19, 2005 and before September 28, 2006; 
• $650,000 for contracts issued on or after September 28, 2006 and before October 1, 

2010; 
• $700,000 for contracts issued on or after October 1, 2010; and 
• $750,000 for contracts issued on or after October 1, 2015. 

b. Level of Penalties. There are two levels of penalties to be assessed. 
(1) The first-level penalty (FAR 42.709-1(a)(1)) applies to costs that are expressly 

unallowable. This penalty is equal to the amount of expressly unallowable costs plus in
terest on such costs which were paid to the contractor. 

(2) The second-level penalty (FAR 42.709-1(a)(2)) applies to costs which were 
determined to be unallowable before the indirect cost settlement proposal submission as 
described in FAR 42.709-3(b). This penalty is equal to twice the amount of such disal
lowed costs. 

c. Definitions 
(1) Expressly unallowable costs are defined in FAR 31.001. The term "expressly 

unallowable costs," as it is used in the penalty regulation, includes only those costs that are 
expressly unallowable under FAR 31.2 or applicable agency supplement (such as DFARS 
231.205). It does not include any costs that are unallowable because they violate any other 
regulatory requirement or contract term, unless such regulation or contract term is also 
included in the cost principles. In addition, expressly unallowable costs do not include 
costs which are unallowable solely because they are unreasonable or unallocable. 

(2) "Cost determined to be unallowable before proposal submission" means (for 
purposes of the second-level penalty) that the contractor had a formal written determina
tion describing the particular unallowable costs that became final prior to the submission. 
FAR 42.709-3(b) provides four examples evidencing prior determination of unallowabil
ity: (i) an unappealed DCAA Form 1; (ii) unappealed contracting officer’s final decision, 
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(iii) court or Board of Contract Appeals decisions involving the contractor (precedents 
involving other contractors or similar costs will not be sufficient to sustain a second-level 
penalty); and (iv) a determination of unallowability of cost, or “mutually agreed-to-be
unallowable costs” under FAR 31.201-6. 

(3) "Mutually agreed-to-be-unallowable costs" as provided under FAR 31.201-6 
must be specifically designated as unallowable by an agreement between the Government 
and the contractor. Generally, the agreement would be in writing and describe the costs in 
sufficient detail to conclusively identify the costs in future proposals or claims. Mere 
agreement or concession by the contractor to a reduced overhead rate in the settlement 
process does not constitute agreement on the treatment of specific elements of cost, unless 
those elements of cost are specifically identified in the agreement and determined to be 
unallowable costs. The mutually agreed to be unallowable costs that the contractor failed 
to identify and exclude from final indirect cost rate proposal or final statement of costs 
incurred or estimated to be incurred under a fixed- price incentive contract are subject to a 
second-level penalty. 

d. Waiver of Penalty. FAR 42.709-5 provides that there are certain circumstances 
where the ACO is required to waive penalties. Among these are: (1) when the contractor 
withdraws its overhead proposal submission before formal initiation of the audit, (2) when 
the amount of unallowable costs subject to penalty that are allocable to covered contracts 
is $10,000 or less, or (3) when the unallowable cost was inadvertently included in the 
submission and the contractor has established an adequate internal control system. 

e. Formal Initiation of Audit. Since the regulations allow the contractor to withdraw its 
overhead submission before formal initiation of the audit in an effort to avoid penalties, it 
is important that the auditor establish verifiable evidence that the contractor is aware when 
the audit begins. FAR 42.709-5(a) provides that an audit will be deemed to be formally 
initiated when the Government provides the contractor with written notice, or holds an 
entrance conference, indicating that audit work on a specific final indirect cost proposal 
has begun. 

6-609.2 General Guidance 

a. Penalties are assessed based upon inclusion of unallowable costs in a proposal 
without regard to whether the Government has actually reimbursed the unallowable 
costs. The penalties are collected from the contractor in addition to recovery of any indi
rect cost previously paid in excess of the final rates. Even if an audit report has been 
issued or the rates have been negotiated, the Government may still assess a penalty if it 
is subsequently determined that the claim included unallowable cost subject to the pen
alty provision. Any such information which becomes known to DCAA should promptly 
be reported to the contracting officer. The submission claiming the unallowable costs 
establishes the contractor's liability. 

b. General Responsibilities. Regardless of whether the rates are audit-determined or 
procurement-determined, the ACO determines whether or not a penalty should be assessed 
and issues a demand letter to the contractor for the amount determined. The auditor is 
responsible for: 
•	 reporting all unallowable costs subject to penalties identified during the audit, re

gardless of dollar amount; 
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•	 making recommendations concerning the appropriateness of penalties when the 
contracting officer specifically requests that assessment; and 

• providing assistance in computation of simple interest due the Government. 
The auditor has no authority to impose the penalty, recover it against subsequent public 
vouchers, recommend the supplemental penalty, or waive the penalty. This authority rests 
with the ACO. 

c. The penalty statutes and implementing regulations do not flow down to subcontracts. 
Auditors should not recommend penalties for subcontracts, even though their prime con
tracts include the penalty clause. 

d. When a contractor division submits an indirect cost settlement proposal that includes 
unallowable costs subject to penalty, any such costs allocated to interdivisional work per
formed under another division's covered contracts are also subject to penalty. 

e. When a contractor uses statistical sampling to identify unallowable costs, FAR 
31.201-6(c)(3) specifically provides that when any of the sampled items are subject to 
penalty, as defined in FAR 42.709, the projected amount from those sampled items are 
also subject to the same penalty provisions. FAR 31.201-6(c)(3) applies when the contrac
tor fails to exclude the projected amount associated with sample cost items subject to pen
alty from its proposal. 

f. Voluntary Management Reductions. A contractor may not avoid a penalty by apply
ing a voluntary management reduction that does not specifically identify the unallowable 
costs excluded from the proposal (see 6-604.2). 

g. Both CAS 405 and FAR 31.201-6 require a contractor to identify and exclude any 
expressly unallowable costs from its final settlement proposal. If a contractor submis
sion includes a significant amount of expressly unallowable costs, the audit report 
should address the contractor's failure to identify and remove those unallowable costs 
from its certified final indirect cost proposal; i.e., was the failure a one time occurrence 
or a systemic deficiency. If there is a systemic deficiency in the contractor's internal 
controls or its process for screening unallowable costs, a separate report should be is
sued detailing the unsatisfactory condition. See 5-110 & 5-111. 

h. Whenever a significant penalty is recommended, the circumstances of the ques
tioned cost and its inclusion in the final indirect cost settlement proposal should be con
sidered to determine if it is appropriate to issue a DCAA Form 2000. See 4-700 for guid
ance on DCAA Form 2000. 

6-609.3 Audit Requirements 

a. The auditor should request that the contractor identify all contracts that contain or 
should contain the FAR penalty clause (FAR 52.242-3) in the submitted schedule of au
ditable contracts. Absence of the penalty clause in a contract does not prevent the Gov
ernment from assessing the penalty. A contractor is bound by the required clause even 
though the clause is inadvertently omitted, because the statutes make it a mandatory 
clause. 

b. The corporate indirect cost proposals include home office expenses allocable to 
the divisions. Each division’s allocable portion of the home office expenses is also in
cluded in the division's incurred cost proposal. Since the divisions have the contracts 
that include the penalty clause, the penalty recommendation on the allocated home of
fice expenses should be made in the audit report on the division's annual incurred costs. 
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To assist the divisional auditor in making penalty recommendations, the corporate audi
tor should identify those costs subject to penalty in the corporate audit report. 

c. If the contractor has contracts that contain or should contain the penalty clause, the 
auditor must report questioned costs identified during the audit that are subject to penalty. 
The auditor has no authority to waive penalties; therefore, all questioned costs subject to 
penalty must be reported. The report note should contain sufficient information to show 
the factual basis for the penalty recommended. If a second-level penalty is recommended, 
the report should cite the specific prior determination relied upon for the recommended 
penalty. The reporting objective is to provide the ACO with the information necessary to 
determine which unallowable costs are subject to penalties and to allocate the penalties to 
covered contracts. Since the ACO determines whether a penalty is to be imposed, the audi
tor should not calculate the amount of penalty until requested by the ACO. 

d. Recommendation of penalties based on statistical sampling. If a statistical sampling 
application is used to project questioned cost and the sample includes unallowable costs 
subject to penalty, that portion of the sample subject to penalty shall be projected to de
termine the total recommended costs subject to penalty. The total recommended costs 
subject to penalty should be the point estimate of that projection. The audit report presen
tation of statistical sampling results should be in accordance with 4-602.10(h). 

e. Reporting requirements are further discussed in 10-500. Sample paragraphs to in
clude in the summary of audit results appear in 10-504.5c, and the required information to 
include in the exhibits and schedules is discussed in 10-504.5e(6). An exhibit should be 
included identifying questioned costs by penalty level, amount, and percent of base subject 
to penalty (see Figure 10-5-1). To assist in the application of penalties for unallowable 
home office expenses, the audit report on the corporate costs should include a schedule 
showing the costs subject to penalty for each division (an example is included in Figure 
10-5-2). The exhibit listing all auditable contracts should identify those contracts that con
tain or should contain the FAR penalty clause. 

f. There is a provision requiring the ACO to waive the penalty if the allocable costs 
subject to penalty are $10,000 or less (see 6-609.1d). If it is clear that the waiver will ap
ply, the auditor, after coordination with the ACO, may reduce the reporting requirements 
to the minimum necessary to alert the contracting officer that there are costs subject to 
penalty and that the amount is $10,000 or less and is below the threshold for the waiver. 
Since the contracting officer has the responsibility to determine if the waiver applies, the 
auditor should coordinate with him or her prior to issuance of the report to ensure that the 
report will include the necessary information for the contracting officer to make the de
termination. The audit working papers should include the calculation supporting the 
FAO's conclusion that the penalty waiver would apply. For example, the reduced reporting 
requirement might be satisfied by a paragraph in the results of audit section that states: 

The examination found expressly unallowable costs subject to penalty of $80,000 in 
the G&A Pool. Of that amount, $8,000 was allocable to the contracts specified in FAR 
42.709(b). This amount is recommended for penalty, but is less than the $10,000 waiv
er threshold discussed in FAR 42.709-5. As coordinated with Mr. Jones of your office 
on January 15, 20XX, additional information regarding the penalty will be provided 
upon request. 

g. Computation of Penalty. When the ACO advises the auditor of his or her decision on 
disposition of a recommended penalty, the auditor should provide assistance, as requested, 
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to calculate the actual penalties to be assessed to applicable contracts including the rec
ommended period, rate, and base for assessment of interest using data gathered during the 
audit of the final rate settlement proposal. 

(1) Cost Portion of Penalty. The cost portion of the penalty is associated with 
indirect costs that were proposed as part of indirect cost pools to be allocated over spec
ified allocation bases. The penalized costs may be expressed as a rate applicable to the 
same allocation bases. Calculation of the assessed penalty requires identification of the 
portion of the allocation bases applicable to covered contracts (see 6-609.1a). 

(2) Interest Portion of Penalty. In calculating the interest portion of the penalty, 
consider the following: 

(a) Period. Typically, provisional billing rates are used for the period in which 
the unallowable costs subject to penalty were incurred; therefore, calculate the applicable 
interest assuming all unallowable costs were paid at the midpoint. Additional considera
tions regarding provisional billing rates are discussed in (c) below. If a demand letter was 
issued by the ACO, interest should not be computed after the date of the letter or the date 
of repayment by the contractor, whichever is earlier. The ACO uses different interest cal
culation procedures for the time period after the demand letter is issued. 

(b) Rate. The rate specified by the Secretary of the Treasury according to Public 
Law 92-41 (Cost-of-Money rate, see 8-414.2) is the interest rate to be used. If the end 
point of the interest computation period is unknown at the time the auditor is making the 
calculation, provide the simple interest incurred to the end of the current month and the 
monthly interest rate applicable to the outstanding balance of paid penalized costs so that 
the ACO may adjust the calculations as necessary when the ending date is known. 

(c) Base. The base subject to interest penalty depends on the amount of penal
ized indirect cost that has been paid by the Government. If the total amount of interim 
billings paid for the period is less than the total claimed indirect expenses, assume the 
contractor was reimbursed for its incurred indirect expenses in the following order: 

(i) the allowable indirect costs agreed upon in the final rate settlement, 
(ii) costs disallowed from the contractor's rates as part of the settlement pro

cess that are not subject to a penalty, and 
(iii) costs disallowed in the rate determination that are subject to penalty. 

6-610 Direct and Indirect Cost Verification 

Guidance on the selection of the allocation (activity) bases is in 6-606. Guidance on 
the audit of the costs included in these bases (labor, material, other direct costs, and indi
rect costs) is in this and the following sections of this manual: 6-400, 6-300, 6-500, and 6
609. Guidance on the policies, procedures, and internal controls is in Chapter 5 (account
ing system, allocation methods, preparation of submissions, etc.). Guidance on the verifi
cation of the base and pool is provided in this section. 

6-610.1 Reconciliation to Records 

The auditor should examine incurred cost proposals to verify that the costs claimed 
reconcile to the contractor's job cost subsidiary ledgers or other comparable records by 
major cost element (material, subcontracts, intracompany charges, other purchases, labor, 
indirect, other charges and credits, etc.). The subsidiary ledgers should be reconciled to 
general ledger control accounts, certified financial statements, labor reports, tax returns, 
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factory records, depreciation schedules, and any other financial, statistical, or management 
reports or records which will provide assurance that the costs have been properly present
ed. Accomplishment of this examination satisfies MAAR 2 and a portion of MAAR 14. 

6-610.2 Verification of the Base 

Completion of the following evaluations in conjunction with 6-610.1 above will satisfy 
MAAR 14. 

a. The auditor must be assured that the costs (or hours or other factors) included in 
the activity base comprise all costs (or hours or other factors) contemplated when the 
base was selected, and no other. For example: 

(1) If direct labor cost is selected as a base for distribution of manufacturing overhead, 
the following items should be considered: Is the total overtime pay to be included or is the 
base to include straight-time pay only? If the company pays a bonus for night shift work, is 
this bonus included in the base? Does offsite labor take a full share of the allocation? Is "pur
chased labor" in the base, if worked at the contractor's plant? If worked at the vendor's plant? 
Is premium pay for hazardous duty excluded? 

(2) Does the base for distribution of home office expenses include the activity of 
subsidiary companies (domestic and foreign) when applicable? 

(3) Has the contractor charged salaries or wages of engineering personnel devot
ed to its own engineering projects to overhead accounts, or otherwise excluded them 
from engineering direct labor bases? If so, such costs should be reclassified to the direct 
engineering labor base. 

(4) For CAS-covered contractors, a comparison should be made with the Disclo
sure Statement, section 4, to assure the adequacy of the description of the bases. Disclo
sure Statement inadequacies and noncompliances should be reported in accordance with 
the guidance in 8-208g and 8-302.7, respectively. 

b. Composition of the bases should be compared with the preceding period. If there are 
differences, the effect of the changes should be determined and the reasonableness and 
equity of the results evaluated. 

c. Once an appropriate base for distributing indirect costs has been accepted, it 
should not be fragmented by removing individual elements. All items properly includa
ble in an indirect cost base should bear a pro rata share of indirect costs irrespective of 
their acceptance as Government contract costs (FAR 31.203(d)). For example, unallow
able overhead costs, including those voluntarily deleted by the contractor, must remain 
in the cost input base so that they absorb their portion of the G&A cost. 

d. The portion of the base which applies to cost-type Government contracts should 
be reconciled with the contractor's billings (interim and final reimbursement claims). 
This is significant because the adjustments resulting from the determination of actual 
indirect costs will be based on the data contained in the claims submitted (see 6-1000 
for guidance on interim and final reimbursement claims). The preparation of cumulative 
cost summaries will facilitate this reconciliation. These cumulative cost summaries 
should be provided with the contractor's indirect expense proposal. 

e. Movement to an ACMS (see 14-800) can encompass the use of new types of alloca
tion bases (see 6-606.3). During review of an allocation base, determine what the base 
measures (resource consumption, output), and then determine if the contractor is capable 
of objectively measuring the base now and in the future. Because the proposed base may 
represent a totally new method of cost allocation, the contractor may not be able to support 
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the proposed base with accumulated historical data. The contractor may have to support 
the proposed base with a combination of documentation such as production projections, 
historical data, employee interviews, manufacturer machine capability and specifications, 
and engineering analyses. Auditors should be open to verifiable forms of documentation 
which may be generated by the new system. Next, determine if the base provides for an 
equitable distribution of cost and if there is a beneficial or causal relationship between the 
pool and the base. Given the evolution to a strong technological orientation, the auditor 
may require technical assistance in evaluating the appropriateness of the proposed alloca
tion bases. For example, one contractor proposed to allocate fabrication costs on operation 
movements. The operation movements encompassed functions which varied in difficulty 
and process time. However, with technical assistance it was determined that operation 
movements were an equitable base. 

6-611 Indirect Cost Rate Calculation and Cost Distribution - Quick-Closeout 

6-611.1 General Guidance 

a. When the indirect cost pools have been verified and the activity bases for distribu
tion have been accepted, the auditor should then verify the accuracy of the rate calcula
tion and the distribution of indirect costs to Government contracts. Completion of this 
evaluation satisfies MAAR 19. 

b. Contractors may develop indirect cost rates (pool/base) for application to the con
tract base, or may distribute indirect cost on a percentage basis (contract base/total 
base). Both methods produce the same results. There is no specific criterion for the 
number of decimal places by which to extend the rate. Generally, rates are extended to 
two places past the decimal point; however, if the costs are significant, the rates may 
need to be extended further. 

6-611.2 Quick-Closeout Procedures (See 6-1010) 

a. During the course of a fiscal period, many contractors perform numerous Govern
ment contracts as a continuing part of their activities. The direct and indirect costs in
curred on an individual contract in the last fiscal period of its performance may be rela
tively small in amount, particularly if the contract is physically completed in the early 
portion of the fiscal period. In such cases it is generally mutually advantageous to the 
Government and the contractor to expedite the indirect cost settlement and close such con
tracts as soon as possible without waiting until after the end of the fiscal period and the 
subsequent final determination or negotiation of indirect cost rates for the entire period. 
Certain special conditions and requirements for closing terminated and completed cost-
reimbursement type contracts on an expedited basis are presented in 12-407 and 6-711, 
respectively. 

b. Because of the small amount of contract costs involved, the use of these procedures 
should result in only an insignificant difference in the amount of indirect cost applied to 
the contract for the closeout period as compared with the amount which would have been 
applied if the contract were not closed until after the annual or other periodic rate was 
established. Consequently, except as stated in paragraph 12-407, no adjustment to com
pensate for any such difference need be made in computing the periodic indirect cost rate 
to be applied to other contracts performed during the period. 
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6-612 Indirect Cost Limitation for Basic Research Awards 

The DoD Appropriations Acts for FYs 2008-2010 limit payments of indirect costs to 
35 percent of the total cost of a DoD contract, grant, or cooperative agreement for 
“basic research.” However, the DoD Appropriations Act of 2011 and 2012 do not carry 
forward the 35 percent limitation that the three preceding appropriation acts applied to 
reimbursement of indirect costs under a DoD basic research contract, grant, or coopera
tive agreement. Auditors should request the contractors or recipients of “basic research” 
awards demonstrate their procedures for compliance with this limitation. In addition, the 
auditors should review award briefings to verify the limitation for applicable years and 
test for compliance during the applicable audits. If a Federal award is incrementally 
funded using both appropriated funds that are not subject to the indirect cost limitation, 
and FYs 2008-2010 appropriated funds that are subject to the limitation, auditors should 
verify that the contractor’s accounting records clearly identify when the limitation ap
plies. 
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6-700 Section 7 --- Administrative Procedures for Establishing Indirect Costs 

6-701 Introduction 

This section describes the administrative methods and procedures commonly used to 
establish interim billing rates and final indirect cost rates. Because indirect costs can 
only be definitely established at the end of the contractor's fiscal accounting period, 
special procedures are needed to reimburse contractors on an interim basis for the ap
proximate indirect costs incurred and then to finalize the indirect cost rates after the end 
of the contractor's accounting period. 

6-702 Definition of Terms 

a. The term indirect cost means any cost not directly identified with a single final 
cost objective (i.e., a function, contract or other work unit for which cost data is meas
ured), but identified with two or more final cost objectives or an intermediate cost ob
jective. It includes, but is not limited to, the general groups of indirect cost such as those 
generated in manufacturing departments, engineering departments, tooling departments, 
general and administration departments and, if applicable, indirect costs accumulated by 
cost centers under these general groups. For contractors using fund accounting systems 
(mainly educational institutions), the term includes, but is not limited to, the general 
groups of expenses such as general administration and general expenses, maintenance 
and operation of physical plant, library expenses and use charges for buildings and 
equipment. (See FAR 31.203 for further discussion of indirect costs.) 

b. The term final indirect cost rate means a percentage or dollar factor which ex
presses the ratio of the allowable indirect expenses to the direct labor, manufacturing 
cost, cost incurred or other appropriate base for the contractor's fiscal period customari
ly used for the computation of indirect cost rates. Unless subject to a qualification relat
ed to an ASBCA case or similar item, once established and agreed upon by the Gov
ernment and the contractor, an indirect cost rate is not subject to change. Final indirect 
cost rates are usually established after the close of the applicable fiscal period under one 
of the methods described in 6-703. 

c. A billing rate is an indirect cost rate established temporarily for interim reim
bursement of incurred indirect costs and is adjusted as necessary pending establishment 
of the final indirect cost rates. Billing rates are intended to approximate the expected 
final rates. The contracting officer or auditor responsible for determining the final indi
rect cost rates ordinarily will also be responsible for determining the billing rates. 

6-703 Approaches to Establish Indirect Costs 

In general, billing rates and final indirect cost rates are used in reimbursing indirect 
costs under cost-reimbursement contracts and in determining progress payments under 
fixed-price contracts. Except for cost-sharing contracts, contracts with rate ceilings, and 
use of the quick-closeout procedures (see 6-711.1), methods commonly used to establish 
indirect costs are as follows: 

a. By Audit Determination-The actual final indirect cost rates are determined by the 
auditor as a result of audit. Under this method, the auditor's determination is definitive, 
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subject to the appeal procedures available to the contractor. The procedures for audit deter
mination are in FAR 42.705-2/DFARS 242.705-2. 

b. By Contracting Officer Determination-The final indirect rates are arrived at by nego
tiation between the Government and the contractor based on a proposal submitted by the 
contractor and an advisory indirect cost audit report issued by the contract auditor. The loca
tions at which rates will be determined by contracting officers, the procedures for the con
duct of negotiations and the applicable contract clauses are stated in FAR 42.705-1/DFARS 
242.705-1. 

c. As an alternative to b. above, research contracts with educational institutions may pro
vide for predetermined fixed rates and/or negotiated fixed rates with carry forward provi
sions. As in b. above, the rates are established by negotiation and contractual agreement be
tween the Government and the contractor to cover a specified future period (see Chapter 13). 

d. Special Procedures for Changing the Rate Settlement Process from Contracting Officer 
Determined to Audit Determined: 

(1) For all uncompleted audits of contractor indirect cost rates that satisfy the condi
tions below and are set to be negotiated by a DCMA Administrative Contracting Officer 
(ACO), the auditor will meet with the ACO to discuss changing the rate settlement process 
to audit determined when: 

(a) the impact of the costs questioned resulting from the incurred cost audit will 
not exceed $300,000 on flexibly priced Government contracts, based on the costs questioned 
reported in DMIS, not in the audit report, and 

(b) the risks associated with the incurred cost audit indicate that the audit issues 
and rates can be settled with little difficulty. Generally, this means that the audit issues are 
clear-cut and limited to the audited segment/company, e.g., non-precedent setting (FAR 
42.705-2a(2)). 

In some cases, more than one meeting with the ACO may be needed to finalize a change 
to audit determined rates. For example, the DCMA One Book calls for meeting on this mat
ter 90 days before the close of the contractor fiscal year to be audited. At this time, the ACO 
and auditor may be able to rely on past audit history and known facts to make a change deci
sion. In other cases, however, they may want to wait until the field audit work is nearly fin
ished (and prior to holding the audit exit conference) to make their final change decision. 
Once the final decision is made to change to audit determined rates, the auditor should en
sure that the contractor has been notified of the change. 

(2) The preceding guidance also applies to contractor fiscal years (CFYs) for which 
the incurred cost report has already been issued if the following conditions are met: 

(a) ACO negotiations of the CFY rates have not started, and 
(b) the ACO and the auditor believe that changing the CFY over to the audit de

termined rates and supplementing/replacing the original audit report will save collective time 
and effort. 

6-703.1 The DoD Approach 

Until August 1985, each DoD contract would, by its terms, prescribe the method (usu
ally either audit determined or negotiated indirect cost rates) to be used in reimbursing the 
contractor for its indirect costs. At that time authority and responsibility for settling all 
DoD final indirect cost rates (except those related to educational institutions, nonprofit 
organizations, and state or local governments) were transferred to DCAA. In June 1988, 
responsibility for settling final indirect cost rates at major contractor locations was re-
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turned to contracting officers. Procedures for establishing indirect cost rates for DoD con
tracts related to educational institutions, nonprofit organizations, and state or local gov
ernments are in FAR 42.705-3 through 42.705-5. Essentially, these rates are established 
by contracting officer negotiation using applicable Office of Management and Budget 
guidelines. 

6-703.2 Non-DoD Procedures 

FAR 42.7 provides that final indirect cost rates on non-DoD contracts will be established 
by either audit determination or contracting officer negotiation as provided by the terms of 
the applicable contract. Audit recommendations concerning non-DoD contracts are usually 
advisory in nature as most of these contracts give the contracting officer responsibility for 
establishing the final indirect cost rates. The guidance in 10-212 and 10-506 pertaining to the 
distribution of indirect cost audit reports should be followed to ensure that all interested non-
DoD parties receive a copy of the report. Additional comments on special administrative 
procedures related to non-DoD agencies are given at 15-100. 

6-704 Effect of Contract Type on Indirect Cost Recovery 

6-704.1 Cost-Reimbursement Contracts 

a. Cost-reimbursement contracts provide for payment of the allowable incurred costs 
(including interim/final indirect costs) to the extent prescribed in the contract. These type 
contracts establish an estimate of total cost for obligating funds, which also serves as a 
ceiling that the contractor may not exceed (except at its own risk) without the approval of 
the contracting officer. These contract provisions are set forth in an "Allowable Cost and 
Payment" clause (FAR 52.216-7) as provided in FAR 16.307. A major portion of this 
clause discusses the administrative procedures to be used in paying interim indirect costs 
and establishing final indirect cost rates. In general, this portion of the clause provides 
that: 

(1) Final indirect cost rates will be established as detailed in FAR 42.7. 
(2) The contractor shall submit within the six-month period after the close of its 

fiscal year, an adequate final indirect cost rate proposal. Reasonable extensions, for excep
tional circumstances only, may be requested in writing by the contractor, and granted in 
writing by the contracting officer. 

(3) The proposed rates shall be based on the contractor’s actual cost experience for 
that period. 

(4) Once agreement is reached, a written understanding shall be executed setting 
forth the final rates. 

(5) If agreement is not reached on the final cost rates, this shall be a dispute within 
the meaning of the Disputes clause. 

b. In addition to the "Allowable Cost and Payment" clause, FAR 42.802 provides that 
cost-reimbursement type contracts will also include the clause at FAR 52.242-1, Notice of 
Intent to Disallow Costs. This clause gives the procedures that can be used in disallowing 
costs if the Government questions a cost. 

c. Indirect costs may be reimbursed under cost-type contracts either by: 
(1) the actual cost method (audit determination), 
(2) negotiated rate method (contracting officer determination), or 
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(3) negotiated fixed rates with carry forward of under or over-recovery provisions 
under R&D contracts with nonprofit educational institutions (see Chapter 13). 
Under certain conditions, prospective indirect cost fixed rates may be used under a cost-
sharing contract. In addition, indirect cost rates may be negotiated and used for stated pe
riods of time in determining the amount of indirect expenses to be included in cost pro
posals for negotiated cost-type and fixed-price type contracts, contract change orders, 
man-month rates for technical service contracts, and other similar contracts. 

6-704.2 Fixed-Price Contracts 

The provisions of FAR 42.7 (Indirect Cost Rates) also apply to fixed-price contracts if 
the contractor requests progress payments or its fixed-price contracts include price adjust
ment provisions (e.g., incentive contracts). In these cases, the billing and final indirect rates 
will be established using the same administrative procedures as for cost-reimbursement con
tracts. 

6-705 Interim Cost-Reimbursement Billings 

6-705.1 Provisional Billing Rates 

a. The Government allows interim payments, if authorized by the contract, during con
tract performance by use of either the SF 1443 (progress payments) for fixed-price con
tracts, or by an SF 1034 (public voucher) (“Cost Voucher” in Wide Area Workflow) for 
cost-type contracts. The contract itself will designate the manner of billing. Reimburse
ment of indirect costs in these payments is generally made through billing rates that are 
established to approximately equal the expected final indirect cost rates. These billing 
rates are used for interim reimbursement purposes until settlement is reached on final rates 
after the end of the contractor’s fiscal year. Once the final rates are established, an adjust
ment is made for any variance between the billing and final rates. (Before final rates are 
established, the billing rates may be prospectively or retroactively revised by mutual 
agreement, at either the Government’s or contractor’s request, to prevent substantial over
payment or underpayment.) 

b. In some cases, billing rates require adjustment to assure certain costs are not paid in 
interim payments. Adjustments are required for: 

(1) accrued indirect costs that the contractor is delinquent in paying in the ordinary 
course of business per FAR 52.216-7 (b)(1)(ii)(F); 

(2) accrued costs of pensions, post retirement benefits, and profit-sharing or em
ployee stock-ownership plans that have not been paid at least quarterly (within 30 days 
after the end of the quarter) per FAR 52.216-7 (b)(2) and 52.232-16 (a)(3); 

(3) amortized restructuring costs that have not been certified per DFARS 231.205
70; and 

(4) costs covered by advance agreements. 
c. Where a change in billing rates is indicated, prompt action should be taken to obtain 

adjustment. In evaluating any proposed changes in billing rates, the auditor must, of 
course, give due consideration to any access to records problems, possible mischarging, 
more recent indications of unacceptable costs, etc. To simplify interim indirect cost claim 
computations, billing rates should be calculated using the least number of decimal places 
that will properly consider the impact of the rates on contract costs. The auditor’s rate 
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calculations will be appropriate to the circumstances regardless of how the contractor 
submits its rates. 

d. FAR 42.704 provides that the contracting officer or auditor responsible for deter
mining the final indirect cost rates shall usually also be responsible for determining the 
billing rates. In addition to FAR 42.704, guidance related to evaluating and establishing 
billing rates and reporting on them is in 9-704 and 10-505.2. 

e. After the end of the contractor’s fiscal year, the auditor needs to compare the interim 
billing rates with the year-end recorded allowable rates (considering any historical audit 
exceptions) to determine if the billing rates need to be adjusted. The auditor should not 
wait to receive the final indirect cost submission which is not due until six months after 
the end of the fiscal year to make these comparisons. At contractors where DCAA has a 
resident or suboffice, the comparison should be done as soon as practicable after the year-
end closing. At smaller contractors where DCAA does not have an in-plant office, the 
auditor should request that the contractor mail copies of the summary cost records show
ing the year-end recorded allowable indirect expense rates. These records should be veri
fied during the next scheduled field visit to that contractor. After the final indirect cost 
submission has been received, the guidance contained in 6-707.4 should be followed. 

6-705.2 Adjustment of Interim Indirect Cost Reimbursement 

a. Upon receipt of the certified final indirect cost rate proposal, FAR 42.704(e) pro
vides that the Government and the contractor may mutually agree to revise billing rates to 
reflect the certified proposed indirect cost rates. The proposed indirect rates will be adjust
ed to reflect historically disallowed amounts from prior audits until the proposal has been 
audited and settled. The historical decrement will be determined by either the contracting 
officer or the auditor responsible for determining final indirect cost rates. If claimed costs 
as adjusted to reflect historical disallowances exceed billed costs, advise the contractor to 
submit an interim claim for the difference. If billed costs exceed claimed costs, the con
tractor must appropriately adjust the next voucher or remit or otherwise credit the Gov
ernment for the difference. 

b. After the establishment of final indirect cost rates for the period (see 6-708 and 6
709), the contractor may claim reimbursement for amounts due over and above the interim 
reimbursements previously obtained. The reimbursement claim should be submitted on 
separate public vouchers which should not include any other costs or fee. The amount of 
the adjustment will be shown on the SF 1035 (continuation sheet for the public voucher) 
in the "current period" column, and the "cumulative to date" figures will be adjusted ac
cordingly. (See DCAAP 7641.90 for the format to be used on the SF 1035.) 

c. Where the contractor submits a correctly computed reimbursement voucher for any 
additional amounts due under the contract on the basis of the final indirect cost rates estab
lished either by negotiation or audit determination, the auditor will be in a position to ap
prove the adjustment voucher as submitted by the contractor. If the contractor does not 
agree with the established final indirect cost rates and the amounts claimed in its adjust
ment voucher are in excess of the amounts acceptable to the Government, the auditor will 
then issue a DCAA Form 1 in accordance with the procedures in 6-905, to effect adjust
ments to amounts acceptable based on the established final indirect cost rates. Where final 
indirect cost rates are established by negotiation (see 6-703), the DCAA Form 1 will be 
supported by a copy of the indirect cost rate agreement signed by the contractor and the 
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contracting officer, or by a copy of the contracting officer's unilateral decision where the 
parties fail to agree (FAR 33.211). 

d. If the total interim indirect cost previously claimed for the period exceeds the 
amount due pursuant to the final indirect cost, the contractor should deduct the excess 
from the amount otherwise due on a current public voucher under the contract. The deduc
tion must be shown as a separate figure in the "current period" column of the SF 1035. 
The cumulative figures will be adjusted in the same manner as described above. If the 
contractor fails to make the adjustment within a reasonable time (usually considered to be 
30 days), the auditor will prepare an appropriate DCAA Form 1 to suspend the excess. 

6-705.3 Reimbursement of Indirect Costs on Fixed-Price Contracts 

As with cost-type contracts, the established billing rates (whether by submission of the 
certified indirect cost rate proposal or final settlement of indirect rates through negotiation 
or audit determination) will be used by the contractor in calculating its progress payments. 
Progress payments, however, are usually limited to a stated percentage of total cost. On 
establishment of the final indirect rates, little additional effort is required other than ensur
ing that the total incurred cost to date and the estimated costs to complete amounts on the 
next progress payment request have been properly adjusted for any changes in the rates. 

6-706 Indirect Cost Certification 

6-706.1 Final Indirect Cost Rates 

a. The clause at FAR 52.242-4 requires contractors to certify that all costs included in a 
proposal to establish final indirect cost rates are allowable in accordance with contract 
requirements, FAR, and the agency’s cost principles. The certification requirements are 
applicable for all solicitations and contracts issued on or after October 1, 1995. The Feder
al Acquisition Streamlining Act of 1994 (FASA), Public Law 103-355, Section 2151, cod
ified the certification requirement at 10 U.S.C. 2324(h) and 41 U.S.C. 256(h). This certifi
cate must be submitted before the proposal will be accepted by the Government and must 
be signed by an individual at a level no lower than a vice president or chief financial of
ficer of the business segment that submits the proposal. “Signed” as used in this section 
means a verifiable symbol of an individual, including electronic symbols (see FAR 2.101, 
Definitions). A new certificate is required whenever the contractor changes the proposed 
rates and submits a revised proposal. A new certificate is not required if the contractor 
agrees to lower indirect rates as a result of our audit of a previously certified proposal. As 
a result of the certification process, some contractors have incurred extraordinary costs for 
screening overhead costs prior to certifying their proposals (see Selected Areas of Cost 
guidebook, Chapter 17). 

b. Prior to October 1, 1995, the certification requirements were contained at 
DFARS 242.770-2 and were applicable only to solicitations and contracts issued by DoD 
contracting agencies. Accordingly, only DoD contractors are required to certify final indi
rect rates related to contracts issued prior to October 1, 1995. 

c. When a contractor does not certify its proposal, FAR 42.703-2(c) requires the con
tracting officer to unilaterally establish the rates. The auditor's role is to provide rate rec
ommendations which preclude reimbursement of potentially unallowable costs. In arriving 
at his/her rate recommendations, the auditor may use audited historical data, such as per-

DCAA Contract Audit Manual 



    
  

  

  
 

  
  

  
     

   
 

   
  

   
 

    
       

   
 

    
   

     
    

  
           

    
 

       
      

 
     

     
    

              
       

    
       

      
        

  
  

    
   

 
      

 
         

   
 

       
     

February 3, 2016 6145 
82B6-706 

centage disallowance factors computed from the results of prior audits, or any other sup
porting data obtained from the contractor which show that unallowable costs have been 
excluded. The scope of audit and the supporting data on which the rate recommendations 
are based will have to be determined by the auditor on a case-by-case basis. However, the 
following steps should be considered: 

(1) Advise the contractor in writing that its uncertified proposal cannot be used to 
establish rates, and that a detailed account-by-account analysis is required to be submitted 
identifying all unallowable costs. 

(2) Review historical audited cost to determine if it is representative of allowable 
cost for the period being audited. Give consideration in this assessment to the degree that 
organizational, procedural, programmatic, or business volume changes may have affected 
either the incurred expenses, allocation bases, or nature or level of unallowable costs. 

(3) If the contractor does not submit the detailed expense account analysis, which 
identifies all unallowable costs, and historical audited cost data does not appear to be repre
sentative, notify the contracting officer that no audit means exist to advise him/her on what 
unilateral rates should be established. Provide whatever information the auditor has devel
oped on prior audit history, including why it is not considered representative of allowable 
cost for the period being audited. 

(4) In no case should the auditor develop an alternative contractor proposal or com
plete an audit of the contractor's incurred cost when the contractor has not submitted a 
properly certified proposal. Either action would relieve the contractor of its contractual re
quirement to submit a proper proposal that excludes all unallowable cost. As described in 6
706.2 however, certain MAARs can be performed before submission of the certified pro
posal. 

(5) If requested by the contracting officer, prepare an advisory audit report on the 
auditor's rate recommendations and attach Forms 1 as appropriate. Although the rates for the 
fiscal year involved may be subject to audit determination, the auditor is not required to enter 
into the resolution process with the contractor. Upon receipt of the audit report, the contract
ing officer will issue a unilateral decision. At this point, the contractor may choose to pro
ceed in accordance with the disputes clause. 

d. In the event a contractor withdraws or indicates it will withdraw its proposal, consider 
discontinuing the audit effort, request that the contractor explain why the proposal is being 
withdrawn, and promptly notify the ACO in writing of the situation. Also, when applicable, 
advise the ACO that the contractor's proposal was initially submitted late, the withdrawal 
will delay the audit and settlement of indirect expense rates, and that the withdrawal may 
result in the loss of appropriated funds. You should seek assistance from the ACO to estab
lish a firm date for the contractor's resubmittal of the proposal. If the contractor refuses to 
resubmit a certified proposal in a timely manner, the FAO should follow the procedures out
lined in 6-706.1c and d. A model pro forma memorandum addressed to the ACO is shown in 
Figure 6-7-1. Modify it as appropriate to suit each situation. 

6-706.2 Performance of MAARs Without a Certified Proposal 

a. Auditors should exercise their judgment when there is an opportunity to perform cer
tain MAARs and they have not received a certified proposal. Factors that the auditor 
should consider include: 

(1) The MAAR must be performed on a real-time (concurrent) basis before the certi
fied proposal is submitted or the opportunity to perform that MAAR is lost. 
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(2) MAARs relating to the audit of indirect expenses are generally not performed 
prior to the receipt of a certified proposal because the contractor usually concentrates on 
reviewing indirect expense accounts and eliminating unallowable costs prior to certifying the 
proposal. 

(3) The contractor has good internal controls related to the audit area covered by the 
MAAR and there is very little probability that unallowable costs will be found. 

(4) Audit techniques such as multi-year auditing can be used to more efficiently ac
complish the MAAR for more than one year in the same audit. 

b. Generally, the MAARs that can be performed without a proposal relate to internal 
control and risk assessment steps, certain reconciliations, concurrent audits of labor and ma
terial costs, requests for assist audits, and tests of adjusting entries. The MAARs that would 
not normally be performed are the MAARs related to determining the allowability and rea
sonableness of indirect costs and those reconciliation steps which require a submission. 

In most cases, the timing on the accomplishment of the MAARs can be categorized as 
follows: 

(1) Proposal not needed to perform: 
MAAR No. 

1.	 Internal Control Audit Planning Summary and/or Internal Control Questionnaire 
(ICQ) 

3.	 Permanent Files 
4.	 Tax Returns and Financial Statements 
5.	 General Ledger, Trial Balance, Income, and/or Credit Adjustments* 
6.	 Labor Floor Checks or Interviews 
7.	 Changes in Direct/Indirect Charging 
8.	 Comparative Analysis-Sensitive Labor Accounts 
9.	 Payroll/Labor Distribution Reconciliation and Tracing 
10.	 Adjusting Entries and Exception Reports* 
12.	 Auditable Subcontracts/Assist Audits 
13.	 Purchases Existence and Consumption 
15. Indirect Cost Comparison with Prior Years and Budgets 
*If these MAARs were accomplished before the certified proposal is provided, supple
mental audit work would need to be performed after the proposal is received to deter
mine if additional adjusting entries were made during the preparation of the proposal. 

(2) Proposal needed to perform: 
MAAR No. 

2.	 Contract Cost Analysis and Reconciliation to Books 
14.	 Pools/Bases Reconciliation to Books 
16.	 Indirect Account Analysis 
18.	 Indirect Allocation Bases 
19.	 Indirect Rate Computations 

6-706.3 Corporate, Group, or Home Office Expenses 

a. The certification requirement is predicated on the idea of a knowledgeable corpo
rate official accepting individual responsibility for the allowability and allocability of 
costs included in indirect cost proposals. All corporate indirect cost submissions used to allo
cate costs to divisions for establishment of final overhead rates must be certified at the corpo-
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rate level. These costs need not be certified again at the division level, and the divisional certifi
cation would only cover indirect costs arising from that division. This requirement is based on a 
clarification memorandum issued by the Deputy Assistant Secretary of Defense for Procure
ment in January 1990. This memorandum emphasized the DFAR 242.770 requirement, 
which subsequently was removed and incorporated into FAR 42.703-2. That memoran
dum is available on the Policy Programs Division website for incurred cost audits under 
Reference Materials. 

b. If a contractor refuses to certify a proposal made at this level, the FAO should follow the 
procedures outlined in 6-706.1c. 

6-707 Audits of Indirect Cost 

6-707.1 Submission of Indirect Cost Proposal 

a. The contractor is to submit (within the six-month period after the end of the applica
ble fiscal year) its final indirect cost rate proposal with supporting incurred cost data (re
quired by FAR 52.216-7) to the ACO and the auditor. The submission must include an 
executed Certificate of Final Indirect Costs (required per FAR 42.703-2; a copy of the 
certificate is shown at FAR 52.242-4). This certificate, signed by no lower than a contrac
tor vice president or chief financial officer, is required for all final indirect rate submis
sions, except CAS 414 (cost of money) factors, regardless of whether the rates will be 
established by auditor determination or contracting officer negotiation. For multidivisional 
contractors, the proposal for each segment is to be submitted to the divisional ACO and 
the auditor responsible for conducting audits of that division, with a copy to the corporate 
auditor and ACO. The submission time limit does not preclude the auditor from receiving 
elements of incurred cost data or supplemental information from the contractor as it be
comes available. (See 6-706.2 for the types of data that can be used in performing MAARs 
without a certified proposal.) 

b. Auditors should evaluate a contractor’s incurred cost proposal upon receipt and pro
vide a written description to the contracting officer and contractor of any inadequacies as 
required by FAR 42.705-1(b). If there are inadequacies, the auditor should pursue the ap
propriate course of action. If the auditor and contractor are unable to resolve the pro
posal’s inadequacies identified by the auditor, the auditor will elevate the issue to the con
tracting office to resolve the inadequacies per FAR 42.705-1(b)(1)(iii)(B). 

c. An adequate final indirect cost rate proposal will include the proposed rates and 
supporting incurred cost data as specified in FAR 52.216-7(d)(2). If the extent of some 
supporting incurred cost data makes it impractical to include, its location should be identi
fied in writing. In the case of new contractors or contractors where we have experienced 
past problems with inadequate submissions, the auditor should coordinate with the con
tractor and contracting officer as early as practical to discuss the supporting cost data re
quired for the final indirect cost rate proposal. While the required schedules and supple
mental data is provided in FAR 52.216-7(d)(2), it is suggested that the auditor provide a 
copy of DCAAP 7641.90 “Information for Contractors” and request the contractor submit 
the final indirect cost rate proposal in that format to expedite the audit. During the course 
of the typical audit, the contractor will be called upon to submit additional data to support 
various elements of the proposal. Contractors should be encouraged to submit pertinent 
portions of their final indirect cost rate proposals and supporting cost data in compatible 
electronic media whenever possible. Variations in the size of the firm, type of business, 
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accounting systems, and auditing procedures mandate judgment and flexibility in require
ments for form, format, and contents of proposal components. 

d. Delinquent submission of a final indirect cost proposal may be an indication of 
weaknesses in the contractor’s accounting system and controls. If an audit confirms sys
temic problems, the auditor should report them to the contractor and the ACO for correc
tive action. (See 5-110, 10-200, and 10-400 for reporting on internal controls relative to 
the contractor’s accounting and management systems). 

6-707.2 Obtaining Indirect Cost Proposals 

a. The contracting officer is responsible for obtaining an adequate final indirect rate 
proposal from the contractor within the six-month period after the end of its fiscal year. 
Audit teams should assist the contracting officer by: 

(1) Educating the contractor of its contractual requirement to submit a Final Indi
rect Rate Proposal as part of the audit team’s on-going interaction with the contractor, and 
by attending meetings, as necessary, to obtain an adequate proposal; 

(2) Referring contractor management to the following resources located on the 
DCAA public website (http://www.dcaa.mil): 

(a) Help for Small Business, including Information for Contractors Manual 
(DCAAM 7641.90), Enclosure 6; 

(b) ICE (Incurred Cost Electronically) Model; 
(c) Incurred Cost Submission Adequacy Checklist. 

(3) Notifying the contractor in writing, when a proposal becomes 30 days overdue, 
notwithstanding the contracting officer's written extension (a sample letter is available on 
the intranet); and by 

(4) Supporting the contracting officer in calculating a unilateral contract cost dec
rement based on history, when the contracting officer cannot obtain a proposal. 

b. Headquarters Policy is responsible for coordinating directly with DCMA, and other 
administrative Agencies, to help identify significantly delinquent contractors that require 
administrative action.  Administrative actions are at the discretion of the contracting of
ficer, and may include further coordination with the contractor in cooperation with the 
audit team, and applying a unilateral contract cost decrement. 

Relevant History Exists
Audit teams should provide the contracting officer with all information that is relevant to
the contractor’s delinquent CFY, including billing deficiencies and incurred cost audit
experience, etc.  Upon request, audit teams may offer for the ACO’s consideration a calcu
lated unilateral contract cost decrement based on relevant historical questioned costs. 

Relevant History Does Not Exist
Headquarters Policy has furnished DCMA, and is working with furnishing other Adminis
trative Agencies, with a decrement that the contracting officer may consider as a last re
sort. Policy will provide guidance on this decrement factor periodically, and will provide
the factor, along with a listing of the submissions that are overdue, to DCMA and other
Administrative Agencies. 

c. To permit proper inter-Agency coordination, audit teams must maintain accurate 
DMIS information.  Audit teams must: 

(1) Create timely incurred cost inventory records; 

DCAA Contract Audit Manual 

http://www.dcaa.mil/


    
  

  

  
 

   
 

   
            

   
  

 
 

 
  

    
   
         

   
 

      
 

 
  

 
   

          
 

          
     

 
     

 
   

 
   

  
   

   
   

  
 

 
         

 
         

  
  

February 3, 2016 6149 
84B6-708 

(2) Update the incurred cost proposal status code immediately upon proposal re
ceipt (i.e., Change from “X” to “P”); 

(3) Assess proposal adequacy as soon as practical after proposal receipt, and revise 
the incurred cost proposal status code accordingly. 

d. When a proposal is significantly delinquent, audit teams should periodically coordi
nate with the contracting officer to determine its status and offer necessary assistance. If, 
through proper coordination, the FAO determines that it is unlikely that an auditable pro
posal is forthcoming, the FAO may close the assignment in DMIS. 

6-707.3 Requests for Audit 

a. Generally, receipt of the contractor’s submission establishes the audit requirement 
without need for a specific contracting officer request. If such a request is received, it 
should be promptly acknowledged in writing using the format and contents described in 
4-104. If a request is not received, notify the cognizant contracting officer at the begin
ning of the audit as discussed in 4-104. The processing of non-DoD agency requests is 
discussed in 1-303. 

b. Failure to receive a contracting officer request is not a basis to defer indirect cost 
audits when such audits are in the best interest of the Government. 

6-707.4 Timeliness of Final Indirect Cost Audits 

It is DCAA policy that all indirect cost submissions will be audited as promptly as 
practical after receipt of the contractor's proposal. When an audit or a desk review (see 
6-103a) cannot be performed within a reasonable period, care must be taken to mini
mize the impact on the contractor's cash flow. If there is a significant disparity between 
billing and actual rates, the procedures in 6-705.2a should be followed. 

6-707.5 Audit Objectives and Procedures 

a. This section provides the administrative procedures that should be used in estab
lishing billing and final indirect cost rates. Section 6 of this chapter states the audit pro
cedures to be considered in the examination of indirect expenses incurred and claimed 
in the performance of contracts. Chapter 9 sets forth the procedures for the evaluation of 
indirect expenses included in price proposals. The procedures and objectives in these 
chapters should be applied as appropriate when performing the indirect cost audit. 

b. The cost principles in FAR Part 31 should be used as the basis for determining the 
allowability, allocability, and reasonableness of indirect expenses in billing/final indi
rect cost rates whether these rates are negotiated by the contracting officer or deter
mined by audit. These same cost principles, as appropriate, should be considered in the 
evaluation of indirect expenses included in cost proposals used for the negotiation and 
award of contracts, or amendments to existing contracts. 

6-708 Establishment of Final Indirect Cost Rates by Audit Determination 

a. When the FAR provides for audit determination of final indirect cost rates, the con
tractor, after the close of its fiscal year, will furnish the contracting officer and auditor 
with a copy of its final indirect cost rate proposal for the period (see 6-707.1). Auditors 
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will encourage contractors to submit their proposals as promptly as possible after the close 
of the fiscal year. The auditor will promptly perform an audit and will issue an incurred 
cost audit report (per 10-500) to the cognizant ACO. 

b. During the course of the audit, significant audit findings should be brought to the 
attention of, and discussed with, the contractor, and when appropriate with the cognizant 
principal ACO and CAC, as soon as possible so as to expedite the resolution process (See 
6-902e). The discussions are to ensure that the auditor's conclusions are based on a proper 
understanding of the facts and to ascertain whether the contractor/ACO/CAC has any ad
ditional information which would support or modify the audit findings. This will enable 
resolution of the findings to take place prior to the completion of the audit. If agreement 
on an issue cannot be reached, the contractor should be requested to prepare a rebuttal for 
inclusion in the audit report. The process outlined above will result in an efficient audit 
that will conserve both audit and contractor personnel resources. 

c. Significant procedural and control deficiencies, or CAS/FAR noncompliance(s), 
should be reported immediately using the procedures in 10-413 or 10-800. When a Form 
1 is appropriate, it should be issued immediately in accordance with procedures in 6-900 
(See 6-708.1f). If the auditor believes that the billing rate(s) should be adjusted, an ap
propriate recommendation (including cost impact calculations) should be made to the 
contracting officer. When there are no findings that require an immediate report or Form 
1, individual working paper packages, which are part of the final overhead audit, may 
be closed using a "MEMORANDUM FOR RECORD" (See 10-202). See 15-100 for 
additional comments related to non-DoD agencies. 

6-708.1 Actions Taken at Completion of the Audit 

a. Upon completion of the audit field work necessary to audit local costs, and supervi
sory approval, the auditor will hold an interim exit conference. At that time, the auditor 
will provide the contractor with the results of the audit in writing and seek the contractor's 
agreement. These results will be presented in such a manner that the contractor will clearly 
understand the reasons for disapproving any costs, and the basis for any additional audit 
recommendations. Since significant audit findings have been brought to the attention of, 
and discussed with, the contractor and ACO during the audit process, a final exit confer
ence should merely be a summary of issues and resolutions. If unresolved issues exist, the 
contractor should have already prepared a rebuttal for the audit report. 

b. Upon presentation of the final audit results in written form, the contractor may be 
given, if unresolved issues remain, a reasonable amount of additional time to furnish 
any new information that may help in resolving open issues. This time should be mini
mal since the audit results were provided to and responded by the contractor during the 
audit. The time should be predicated upon the number of issues and number of prior 
discussions with the contractor, but should not exceed 30 days. If the contractor requests 
fact-finding sessions, it is acceptable for the auditor to participate in discussions with 
the contractor to clarify factual matters. However, the auditor has not been delegated the 
authority to "negotiate" final indirect cost rates. The auditor's responsibility is to deter
mine the final indirect cost rates based on audit of the contractor's records, applicable 
Government regulations, and contract terms. 

c. For multidivisional contractors, the auditor responsible for conducting the audit is 
responsible for seeking agreement with that contractor. The corporate home office auditor 
(CHOA) or contract audit coordinator (CAC) is responsible for seeking agreement with 
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the contractor on corporate home office costs. The CAC network shall be used to the full
est extent to ensure uniformity and consistency in arriving at audit recommendations. At a 
minimum, the divisional auditor shall provide a copy of the audit results to the CAC prior 
to discussions with the contractor. 

d. If the contractor was given additional time to furnish further information on unre
solved issues, the auditor will have 30 days to thoroughly analyze the contractor's re
sponse, notify the contractor of any changes to the audit exceptions, and issue the audit 
report (see 6-708.2). If changes are made, the reasons for all changes will be thoroughly 
documented in the working papers. After the auditor has completed reviewing the addi
tional data and making any necessary changes, a final meeting shall be scheduled to advise 
the contractor of any changes to the original audit recommendations. During this meeting, 
the auditor should seek the contractor's agreement on any remaining areas of difference. 
The ACO will not ordinarily attend any of the audit determination meetings with the con
tractor; however, the auditor should keep the ACO informed of developing areas of disa
greement which may lead to a DCAA Form 1. 

e. Settlement of the indirect rates may be delayed because of a CAS noncompliance 
found during the incurred cost audit or an outstanding CAS noncompliances that impacts 
the incurred cost audit. When an initial determination of noncompliance is in effect, the 
CAS administration procedures should be allowed to proceed. The issuance of an audit 
determined indirect rate report or a DCAA Form 1 should be deferred to the extent practi
cable until a final determination on the CAS noncompliance is made and the CFAO has 
determined the appropriate contract price or cost adjustments. Extended delays should be 
escalated in a manner similar to that specified in 4-803.4. If delays are not resolved, the 
report should be issued, but do not impact the costs for the noncompliance and do not exe
cute a rate agreement setting forth the final indirect rates with the contractor. The audit 
report will include an explanatory note informing the reader of the nature and status of the 
noncompliance and that the costs reported in the exhibit(s) and schedule(s) have not been 
impacted by the CAS noncompliance, as the CAS noncompliance and the resulting impact 
will be processed in accordance with FAR 30.605. When the CAS noncompliance could 
impact the allowability of the costs on non CAS-covered contracts, the audit report will 
inform the reader that the CAS noncompliance needs to be considered when determining 
the final indirect rates. Where a final determination of noncompliance has been issued, the 
audit determined indirect rate report should include the effects of the CAS noncompliance. 

f. Although the audit report cannot be issued until all required audit work has been 
completed, the issuance of a Form 1 should not be delayed until the audit report is is
sued. If the contractor does not agree with the disapproved costs, the auditor may pre
pare and issue a Form 1 at that point, even though the final report is not due to be issued 
until other items are completed. (Also see 6-708.3 and 6-900 for further comments on 
issuance of Forms 1.) 

g. Should the contractor fail to provide its agreement or rebuttal comments within the 
time period allotted (including the 30-day extension, if granted by the auditor), the audit 
report shall be issued together with applicable DCAA Forms 1. The working papers and 
audit report should state that the contractor failed to comply with the time requirement. 

6-708.2 Actions Taken if Agreement is Reached 

a. If agreement is reached, the auditor will prepare a written rate agree-
ment/understanding setting forth the final indirect cost rates. This document will automat-
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ically be incorporated into the contracts upon execution, as provided by the Allowable 
Cost and Payment clause. 

b. Guidelines for the content of the written understanding are contained in FAR 
52.216-7(d)(3). A pro forma rate agreement is included as Figure 6-7-2. The contractor 
should be given a maximum of 10 days to sign and return the agreement to the auditor. 
This is because the final meeting (per above requirements), and the 10-day period for the 
contractor to sign the written agreement, shall be scheduled to allow the audit report to be 
issued within 60 days from the date the auditor received the contractor's rebuttal com
ments. A copy of the signed rate agreement shall be attached to the annual audit report. 

c. The rate agreement should include a Cumulative Allowable Cost Worksheet 
(CACWS) showing the cumulative allowable costs (inception-to-date) by contract (see 
Figure 6-7-3). This will facilitate both the contractor's preparation of closing documents 
and the ACO's contract closing procedures. If not practical (e.g., if the schedule would 
be too voluminous), identify the location of the specific records that contain the allowa
ble costs by contract and subcontract. 

d. The CACWS should be attached to the audit report, along with the signed rate 
agreement letter. The report should state that (i) the CACWS should be used by the ACO 
to close contracts and (ii) individual evaluation of final vouchers will not be performed 
unless specifically required by the ACO. 

6-708.3 Actions Taken if Agreement is Not Reached 

a. If agreement is not reached, the auditor will issue notices of costs suspended 
and/or disapproved (DCAA Form 1 or equivalent non-DoD forms, where applicable). 
These notices will detail the items of difference and advise the contractor of its right to: 

(1) request, in writing, the cognizant contracting officer to consider whether the 
unreimbursed costs should be paid and to discuss his or her findings with the contractor 
or 

(2) submit a claim to the ACO for any disapproved costs. 
Under this procedure, the contracting officer does not negotiate final indirect rates, 
but issues written determinations or final decisions on specific issues with which the 
auditor and the contractor do not agree. Accordingly, it is extremely important that 
the applicable DCAA Forms 1 are prepared so the contracting officer is able to obtain 
a thorough understanding of the issues involved (see 6-900). The Forms 1 issued shall 
accompany the audit report as prescribed in 10-503c and should be cross-referenced. 
However, both the Form 1 and the audit report should contain sufficient detailed ex
planations so that each can stand alone. 

b. If the inclusion of a final determination of CAS noncompliance prevents agree
ment on final indirect rates, the audit report should be forwarded to the ACO or CFAO 
for resolution, in accordance with FAR 42.705-2(b)(2)(iv). 

c. If agreement is not reached, the auditor should follow the guidance at 6-711.3 in 
deciding when to update the Cumulative Allowable Cost Worksheet to incorporate the 
results of audit. The CACWS should be updated to reflect the most current audited in
formation at the time of issuing the incurred cost audit report. In the interim, this infor
mation may be helpful in making recommendations to the ACO for using quick-closeout 
procedures. 
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6-708.4 Reporting Audit Results 

a. Regardless of the outcome of the determination process, an audit report shall be 
submitted to the ACO. Prepare and distribute the formal audit report on the audit-
determined rates as described in 10-500. Any necessary DCAA Forms 1 should be at
tached to the report. Once the report is issued, the contractor may request ACO recon
sideration or file a claim for the disapproved costs as explained in 6-908. 

b. A qualified audit report may be issued before completion of the assist audits of the 
subcontract or intracompany costs if all of the following conditions are met: 

(1) The request for annual incurred cost audits of the subcontract has been sent (see 6
802.5b) and the report is expected to be received before the planned date of the final voucher 
evaluation or final CACWS on the prime contract. The requesting audit office should have a 
system to (i) monitor receipt of the subcontract assist audit reports, (ii) follow-up on those 
audits not promptly received, (iii) compare subcontractor costs included in the assist audit 
report(s) with those included in the upper tier contractor incurred cost proposals, and (iv) 
issue any needed supplemental audit reports, if they will serve a useful purpose. 

(2) There are no significant deficiencies in the contractor’s business systems 
(DFARS 252.242-7005), that could materially impact the claimed subcontract costs. 

(3) The subcontract or intracompany costs do not have a material impact on the 
indirect cost allocation bases. 

c. A qualified audit report may be issued before completion of assist audits on corpo
rate or home office costs. The report should show the corporate or home office costs as 
being unresolved, and upon receipt of the assist audit reports, a supplemental audit re
port should be issued, if requested by the contracting officer and/or if it would serve a 
useful purpose. If a supplemental audit report is not issued, the auditor should coordi
nate with the contracting officer to provide negotiations support for incorporating the 
results of assist audits. 

d. Indirect cost rates should not remain open awaiting the resolution of BCA cases, 
technical problems, and other items beyond DCAA's control, except for allowing the 
FAR 30.605 noncompliance process to proceed as described in 6-708.1.e. The report 
should be issued with appropriate qualifications and be supplemented, as necessary. 

6-709 Establishment of Final Indirect Cost Rates by Contracting Officer Determination 

a. Where FAR provides for contracting officer-determined final indirect cost rates (other 
than predetermined rates), the contractor, after the close of its fiscal year, will furnish the 
contracting officer and auditor with a copy of its final indirect cost rate proposal for the peri
od (see 6-707.1). Auditors will encourage contractors to submit their proposals as promptly 
as possible after the close of the fiscal year. The auditor will promptly perform an audit and 
will issue an advisory incurred cost audit report (per 10-500) to the cognizant contract
ing officer for use in the rate negotiations. 

b. During the course of the audit, significant audit findings should be brought to the 
attention of, and discussed with, the contractor, and, where appropriate, with the princi
pal cognizant ACO and CAC, as soon as possible so as to expedite the resolution pro
cess (see 6-902e). The discussions are to ensure that the auditor's conclusions are based 
on a proper understanding of the facts and to ascertain whether the contrac-
tor/ACO/CAC have any additional information which would support or modify the au
dit findings. 
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c. Significant procedural and control deficiencies, or CAS/FAR noncompliances, 
should be reported immediately using the procedures in 10-413 or 10-800. When a Form 
1 is appropriate, it should be issued immediately in accordance with procedures in 6
900. If the auditor believes that the billing rate(s) should be adjusted, an appropriate 
recommendation (including cost impact calculations) should be made to the contracting 
officer. The contracting officer should immediately forward these findings to the con
tractor with a request to respond within 30 days (one 30-day extension may be granted). 
When there are no findings which require an immediate report or Form 1, individual 
working paper packages, which are part of the final overhead audit, may be closed using 
a "MEMORANDUM FOR RECORD" (See 10-202). See 15-100 for additional com
ments related to non-DoD agencies. 

6-709.1 Actions Taken at Completion of the Audit 

a. Upon completion of the audit field work necessary to audit local costs, and supervi
sory approval, the auditor will hold an exit conference. The contracting officer will be 
given an advance briefing on the audit findings and invited to attend the exit conference 
with the contractor. The auditor will provide the contractor with a written summary of the 
audit results at the exit conference. The summary must clearly state the reasons for ques
tioning costs, if any, and the basis for any additional audit recommendations. 

b. The contracting officer should request the contractor to respond to all findings 
within 30 days (one 30 day extension may be granted). Contracting officer concurrence 
is not a precondition to holding the exit conference. However, the contracting officer 
should understand the findings and participate in the resolution process. 

c. Should the contractor fail to provide its agreement or rebuttal comments within the 
time period allotted (including the 30-day extension if granted by the contracting of
ficer), the auditor will promptly issue the audit report. The working papers and audit 
report should state that the contractor failed to comply with the time requirement. 

6-709.2 Reporting Audit Results 

a. Upon receipt of the contractor's rebuttal, the auditor will have 30 days to seek con
tractor concurrence and issue the final audit report. In order to provide the ACO as much 
assistance as possible in deciding open issues, the auditor should logically and fairly ad
dress the contractor's rebuttal to the audit position. If the auditor is unable to present a 
strong, logical defense to the contractor's rebuttal, he/she should consider withdrawing the 
finding. Each open issue in which there is not concurrence should be presented in the audit 
report in the following format: 

(1) A clear, concise description of the audit finding must be provided. 
(2) The contractor's rebuttal should be summarized immediately following the de

scription of the audit finding and attached in its entirety as an enclosure to the audit report. 
(3) The auditor's rejoinder to the contractor's rebuttal should defend the audit 

position in light of the contractor's comments and fully explain in logical terms why the 
contractor's argument is flawed or otherwise inappropriate. If the auditor has modified 
the finding as a result of considering the contractor's comments, this fact should be dis
closed. 

b. When a CAS noncompliance is found during the incurred cost audit or there is an 
outstanding CAS noncompliance that could impact the incurred cost audit, the costs of the 
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report should not be impacted for the CAS noncompliance.  The audit report will include 
an explanatory note informing the reader of the nature and status of the noncompliance 
and that the costs reported in the exhibit(s) and schedule(s) have not been impacted by the 
CAS noncompliance, as the CAS noncompliance and the resulting impact will be pro
cessed in accordance with FAR 30.605.  When the CAS noncompliance could impact the 
allowability of the costs on non CAS-covered contracts, the audit report will inform the 
reader that the CAS noncompliance needs to be considered when determining the final 
indirect rates. 

c. When assist audits are required, the requesting auditor will coordinate with the assist 
auditor when establishing due date requirements. The assist auditor should make every 
effort to complete the audit within the time frame established. Should the requesting 
auditor encounter protracted delays in obtaining assist audit results and is unable to 
reach a resolution, the situation should be elevated to the region for resolution. 

(1) A qualified audit report may be issued before completion of assist audits on 
corporate or home office costs. The report should show the corporate or home office 
costs as being unresolved, and upon receipt of the assist audit reports, a supplemental 
audit report should be issued, if requested by the contracting officer and/or if it would 
serve a useful purpose. 

(2) A qualified audit report may also be issued before completion of the assist 
audits of the subcontract or intracompany costs if all of the following conditions are 
met: 
•	 The request for annual incurred cost audits of the subcontract has been sent (see 6

802.5b) and the report is expected to be received before the planned date of the fi
nal voucher evaluation or final CACWS on the prime contract. The requesting au
dit office should have a system to (i) monitor receipt of subcontract assist audit 
reports, (ii) follow-up on those audits not promptly received, (iii) compare sub
contractor costs included in the assist audit report with those included in the upper 
tier contractor incurred cost proposal, and (iv) issue any needed supplemental au
dit reports, if they will serve a useful purpose. 

•	 There are no significant deficiencies in the contractor’s business systems (DFARS 
252.242-7005), that could materially impact the claimed subcontract costs. 

•	 The subcontract or intracompany costs do not have a material impact on the indi
rect cost allocation bases. 

d. The audit report should state that a CACWS will be provided within 60 days of 
settlement of the rates, if applicable to that contractor (see 6-711.3). 

e. After the audit report is issued, the contracting officer will attempt to reach a set
tlement with the contractor as promptly as possible. The auditor should be invited to 
attend all meetings between the contracting officer and contractor during which open 
items are formally discussed. 

6-710 Indirect Costs Advance Agreements 

a. The contracting officer may enter into advance agreements with the contractor con
cerning the allowability of special cost elements, ceilings for IR&D/B&P, etc. The auditor 
shall abide by properly executed advance agreements that are in effect for the fiscal year 
when determining final rates. Should the auditor find that an advance agreement is not in the 
best interest of the Government, he/she will follow established procedures for recommending 
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to the contracting officer, in writing, that the advance agreement be rescinded. Any steps 
taken to recommend rescinding the advance agreement will be thoroughly documented in the 
working papers. 

b. A recommendation to rescind the advance agreement should not unduly delay issu
ing the audit report. If the ACO does not provide a timely response, the auditor will pro
ceed with the formal exit conference and present the audit results to the contractor. The 
audit recommendations will incorporate the terms of the advance agreement. The report 
exhibit(s) will indicate that the auditor relied on the terms of the advance agreement. The 
circumstances involving the advance agreement, including the auditor's actions with re
spect to the advance agreement, shall be included in Appendix 2 of the audit report as 
provided in 10-505.1. 

6-711 Expediting Settlement of Indirect Costs 

6-711.1 Expediting Settlement of Indirect Costs on Completed Contracts 

a. The final period of performance under a contract is generally less than a full fiscal 
year, and some contracts will in fact, be completed early in the year. The indirect cost 
rate determination for the contractor's fiscal year in which a contract is physically com
pleted may not occur for a considerable period of time thereafter, since the contractor's 
indirect cost proposal may not be submitted up until six months after the end of its fiscal 
year. It is recognized, therefore, that in many cases the expeditious settlement of indi
rect costs and the prompt close out of physically completed contracts have considerable 
administrative advantage to both the Government and the contractor. 

b. Accordingly, FAR 42.708 provides for quick-closeout procedures. These proce
dures allow the contracting officer to negotiate a settlement of indirect costs for a spe
cific contract, in advance of the determination of final indirect rates. Use of the quick-
closeout procedures for a specific contract will be binding on that contract and no ad
justment will be made to other contracts for the over- or under recovery of costs that 
may result from the agreement. Likewise, using the quick-closeout procedures will not 
be considered as a precedent when establishing final indirect rates for other contracts. 

c. Use of these closeout procedures is discretionary. The auditor should, therefore, 
obtain the approval of the cognizant negotiating contracting officer before applying 
these procedures to an individual contractor. The contracting officer will normally ap
prove their use since it is the Government's policy to encourage contractors to close 
completed contracts promptly. (See 6-1010 for further information on use of quick-
closeout procedures.) 

d. Where a cost reimbursement type contract is to be so closed, an agreement should 
be reached by the contractor, the auditor, and the contracting officer as to the indirect 
cost to be allocated for the final period. Audit guidance for the allocation of indirect 
cost in these situations is stated in 6-605a. The agreement should be reached prior to 
contractor's submission of its final voucher so that this voucher can be processed with
out requiring any further adjustment. 

6-711.2 Expediting Settlement of Indirect Costs on Terminated Contracts 

As discussed in 12-407, settlement of a terminated contract may be unduly delayed if 
settlement is held until final indirect rates are established. Accordingly, FAR 49.303-4 
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permits negotiation or use of the billing rates as final rates to expedite closing a termi
nated contract. Aside from ensuring that allocated indirect costs to the terminated con
tract are reasonable (12-304.15), the other main concern when using this closeout pro
cedure is to ensure that the subsequent final rate proposal is consistent with the amounts 
used to closeout the terminated contract (e.g., items included as settlement expenses 
which would normally be part of indirect costs, like salaries related to preparing the 
settlement proposal, are eliminated from the proposed indirect cost pools). 

6-711.3 Cumulative Allowable Cost Worksheet (CACWS) 

a. The Cumulative Allowable Cost Worksheet (CACWS) is a summary schedule of 
cumulative allowable contractor costs for each open flexibly priced contract through the 
last contractor fiscal year for which indirect cost rates have been settled. The CACWS 
also notes which contracts are physically complete, provides the status of requested 
assist audits, and other key information needed for closing contracts. The worksheet 
should contain sufficient detail to allow the ACO  to close contracts using this work
sheet in lieu of requesting individual final voucher evaluations. An electronic CACWS 
or comparable summary report should be prepared by the contractor based primarily on 
their incurred cost submission Schedules H, I, K, and O which are required schedules in 
accordance with FAR 52.216-7(d)(2)(iii). The contractor should include a CACWS with 
its indirect cost rate proposal using claimed rates. FAR 52.216-7(d)(2)(v) requires the 
contractor to update the billings on all contracts to reflect the final settled rates and up
date Schedule I within 60 days after settlement of final indirect cost rates. In addition to 
the updates to the billings and Schedule I, the contractor should update CACWS, after 
settlement of rates, or agree to provide the updated CACWS within 60 days after rate 
agreement. The auditor may update the CACWS as more current information becomes 
available (e.g., results of received assist audit reports). A current copy of the CACWS 
containing the allowable inception-to-date costs for each open contract as of the end of 
each contractor fiscal year must be maintained in the FAO’s permanent audit file. 

b. The auditor should verify the data contained in the contractor prepared CACWS. 
To facilitate the verification of the CACWS, the auditor should perform the following 
steps: 

(1) Upon receipt of the incurred cost proposal, verify that the cumulative cost and 
closing data contained in Schedules H, I, K and O are provided as part of the incurred 
cost proposal. This data should be provided in the same level used for billing costs (e.g. 
by delivery order, task order, CLIN, etc.). Lack of availability of the data contained in 
Schedules H, I, K and O would render the proposal inadequate for audit. If the contrac
tor provides a proposal that is inadequate for audit, the auditor should inform the con
tracting officer of his/her concerns and pursue an appropriate course of action (6
707.1(b)). 

(2) The auditor should adjust the scope of audit and verification of the contractor 
data on Schedules I and O to reflect the strengths/weaknesses of the contractor’s billing 
system. The contractor’s billing system should be capable of providing cumulative cost 
data by contract. Cumulative costs are necessary to assure that the cumulative amounts 
billed do not exceed the total estimated ceiling costs on the contract and/or the current con
tract maximum funding levels (5-1107.5). If the contractor’s billing system is unable to pro
duce cumulative cost data, this should be viewed as a significant billing system internal 
control deficiency and reported on, in accordance with 5-110. 

DCAA Contract Audit Manual 

http:12-304.15


   
 

  

    
   

     
         

    
        

        
          

   
     

    
    

    
           

  
      

     
      

       
       

         
     

              
           

      
     

    
       

         
   

  
   

       
    

    
      

    
  

     
           

     
      

   
 

   
        

      
     

6158 February 3, 2016 
87B6-711 

(3) Contractors who have not been providing CACWS may agree to provide the in
formation prospectively, but may be unwilling or unable to provide it retroactively. Auditors 
should work with their contractors in these cases to establish a mutually agreeable process 
for closing old contracts for which prior years’ CACWS has not been provided. 

(4) FAOs should be flexible regarding the format of the CACWS. CAM Figure 6-7-3 
is an example of the cost data required, and the columns have been annotated to show the 
source of the data. Strict adherence to that format is not required, as long as all the required 
information is included. In most instances, the CACWS should be acceptable to the ACO to 
close contracts, provided this arrangement has been coordinated with the ACO in advance. 

(5) The CACWS should be included as an attachment to the rate agreement letter for 
auditor-determined rates. It should be made clear to the contractor that signing the rate 
agreement letter also indicates concurrence with cumulative costs and other information 
(e.g., contract limitations, fee) shown on the attachment and that the data on the CACWS 
will be used to close out contracts. The contractor and the auditor should adequately review 
the CACWS to eliminate errors. 

(6) The signed rate agreement letter with the CACWS should be an attachment to the 
incurred cost audit report (see 10-504.5d and .5e(8)). If there is not full agreement on the 
audit exceptions or the rates are contracting officer determined, the audit report should state 
that the CACWS will be provided within 60 days of the settlement of the indirect rates. Once 
the CACWS has been updated to incorporate the final rates, it should be transmitted by 
memorandum to the cognizant ACO, with a copy provided to the contractor. 
(7) In the event the contractor agrees with the indirect rate exceptions, but does not agree 
with the direct cost questioned, the auditor should issue a DCAA Form 1 for the direct cost 
in dispute to suspend or disallow the cost on the appropriate contract(s). The auditor should 
issue the rate letter with CACWS as an attachment excluding the contract(s) that has the cost 
in dispute from the CACWS since the cost has not been resolved. When the direct cost in 
question is resolved, the auditor should update the CACWS to include the contract(s) that 
was eliminated earlier due to unresolved cost. The updated CACWS should be transmitted 
by memorandum, to the cognizant ACO, with a copy provided to the contractor. 

c. The CACWS should be updated on at least an annual basis (except when using multi-
year auditing techniques), in conjunction with the incurred cost audit. If the contractor’s rates 
are audit determined and the contractor concurs with the audit exceptions, the contractor 
should use the Schedule H, I, K and O information and the results of audit to prepare the 
CACWS. The CACWS may be updated more frequently (e.g., upon receipt of subcontract 
assist audits) if it will expedite significant contract closing actions. The auditor should per
form the following steps to update the CACWS: 

(1) When assist audits of subcontracts have been requested (see 6-802.5b), infor
mation should be included in Section II of the CACWS that identifies the prime contract 
number, subcontract number, subcontractor name and address, and claimed subcontract costs 
(as provided in the prime contractor’s Schedule J, for each prime contractor’s fiscal year. 

(2) Cumulative claimed costs on subcontracts, where assist audits have been request
ed, should be provided in the column on the CACWS Section I (Figure 6-7-3) entitled Assist 
Audit Amounts Included in Total and updated in conjunction with each year’s incurred cost 
audit. 

(3) Subcontract assist audit reports received should be included in the files for the 
applicable fiscal year incurred cost audit of the prime contractor. 

(4) Update Section II of the CACWS to reflect the amount of subcontract costs allow
able per the assist audit report(s). Perform a comparison of the cumulative allowable 
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amounts from the assist audit(s) to the amounts claimed by the prime contractor. Significant 
differences should be investigated further. 

(5) When the subcontractor CACWS or assist audit report identifies a subcontract as 
physically complete and ready to close: (i) reconcile the final cumulative allowable costs 
from all assist audit report(s) or associated CACWS to the cumulative amount claimed by 
the prime contractor for that subcontract, (ii) ensure the allowable subcontract amount is 
reflected in the Total Direct & Indirect Costs Using Settled Rates column in Section I, and 
(iii) exclude those subcontract costs from the Assist Audit Amounts Included in Total col
umn. 

(6) When the assist audits of all subcontracts associated with a particular prime 
contract indicate the subcontracts have been completed, and the prime contractor’s sub
mission reflects the final billings, there should be no amount remaining in the Assist Audit 
Amounts Included in Total column of that contract and the prime contract should be anno
tated as ready to close on the prime contractor’s CACWS. 

(7) On contracts identified as ready to close, ensure that final contract ceil
ings/limitations, fee, and actual level-of-effort (LOE) hours, if applicable, are identified in 
Section I of the CACWS. 

d. The CACWS or its equivalent should be prepared for all incurred cost audit reports 
used to establish indirect rates. If completion/final vouchers and the accompanying closing 
documents are received by the FAO, they should be handled in accordance with 6-1009.1, 
Receipt-Completion/Final Vouchers. When a CACWS has been prepared that covers the 
entire period of performance, this information should be provided to the contracting officer 
to assist them in closing the contract. If no CACWS has been prepared, auditors should 
provide copies of audit reports covering the period of the contract and any other infor
mation that can assist the contracting officer in closing the contract. Final voucher evalua
tions should be performed only when requested by the ACO. 
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Figure 6-7-1
 
Notification of Contractor Withdrawal
 

of Indirect Expense Rate Proposal
 

[Date] 

MEMORANDUM FOR THE ADMINISTRATIVE CONTRACTING OFFICER, 
[insert the cognizant ACO organization] 

Attention: Mr./Ms. [insert name] 

Subject: Contractor Withdrawal of Indirect Expense Rate 
Proposal for FY 20XX, [insert the contractor name] 

We are in the process of auditing [or plan to audit] the [insert the contractor name]'s 
final indirect expense rate proposal for FY 20XX. On [month/day 20XX] the contractor 
notified our office that the submission for FY 20XX is being withdrawn. [Describe the 
reasons for contractor withdrawal; e.g., We understand the contractor's withdrawal is due 
to recent stories in the press regarding possible changes to the current law on penalties 
for unallowable costs.] As you know the FY 20XX claim was already submitted [insert # 
of months] months late based on contract requirements. 

We are concerned that the contractor's withdrawal of the indirect expense rate pro
posal(s) is unduly delaying the settlement of rates and could have adverse funding conse
quences. If contracts cannot be closed before cancellation of the appropriations under the 
terms of the FY 1991 Authorization Act amendment on appropriated funds, any subse
quent payments would have to be made with current year funds. 

Your assistance is requested to establish a firm date for the contractor's resubmittal of 
the proposal(s). This will enable us to plan to have the necessary audit staffing in place to 
complete the audit(s) as expeditiously as possible. If the contractor is not responsive, we 
would encourage consideration of the available remedies including unilaterally established 
rates (FAR 42.703-2). 

We appreciate your continued support of our joint objective to establish final rates and 
close out contracts in a timely manner. If you would like to discuss this matter further, 
please contact Mr./Ms. [insert name], Supervisory Auditor, at [insert the telephone num
ber] at your convenience. 

John A. Smith 
FAO Manager 
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Figure 6-7-2 Pro Forma Final Indirect Cost Rate Agreement 

XYZ Company, ABC Division 
1985 Main Street 
Any City, State 00000 

Gentlemen: 

This letter sets forth the agreed upon final indirect cost rates established by auditor determination in accord
ance with FAR 42.705-2(b)(2)(ii) [insert if the contractor has DoD contracts entered into before November 9, 
1999, "and DoD FAR Supplement 242.705-2(b)(2)(ii)."] (DFARS 242.705-2(b)(ii) was removed November 9, 1999 
because that language was incorporated into FAR 42.705-2(b)(ii).) 

The final annual indirect cost rates for fiscal year ended December 31, 20XX are as follows: 

Allocation Base 
Cost Center Rate (%) Amount Description 
Material Burden 5.5 $2,569,400 (a) 
Manufacturing Overhead 146.4 5,156,300 (b) 
Engineering Liaison 95.2 1,207,900 (c) 
G&A Expense 12.1 18,056,300 (d) 

(a) Total direct manufacturing costs, exclusive of materials drop shipped to offsite locations. 
(b) Total direct manufacturing labor dollars exclusive of overtime premium pay. 
(c) Total direct engineering labor dollars. 
(d) Total incurred cost exclusive G&A expense. 
These rates are applicable to the base costs specified for each of the contracts performed during your fiscal 

year ended December 31, 20XX. The allowable costs by contract for the indicated fiscal year and from inception 
are shown in Attachment 1, Schedule of Cumulative Allowable Cost by Contract. 

This indirect rate understanding shall not change any monetary ceiling, contract obligation, or specific cost 
allowance or disallowance provided for in the contracts listed in Attachment 1. This understanding is incorporated 
into each of the affected contracts upon execution. 

Specific indirect cost items treated as direct costs in the settlement of the subject rates are discussed in At
tachment 2. (The subject rates do not include any specific indirect cost items which were treated as direct costs in 
the settlement of the subject rates.) Contracts containing advance agreements or special provisions rendering these 
rates inapplicable, in part or whole are identified in Attachment 3, with the applicable special rate(s) noted. 

Please confirm your acceptance of the terms of the indirect cost rate agreement by signing and returning this 
letter to me. A duplicate of this letter is enclosed for your records. 

In accordance with FAR 52.216-7, you are directed to promptly submit adjustment vouchers or final vouchers 
for all flexibly priced contracts. Audit adjustments should be clearly delineated so as to be readily identifiable for 
verification by this office. Care should be taken that amounts claimed do not exceed contract limitations or con
tract indirect cost rate ceilings. 

Sincerely, 

Encls 
Attachment 1 — Schedule of Cumulative Allowable Cost by Contract 
Attachment 2 — Schedule of Specific Indirect Cost Items Treated as Direct in the Settlement of CFY 20XX 

Rates 
Attachment 3 — Schedule of Special Indirect Cost Rates for Contracts Containing Advance Agreements or 

Special Provisions 

The XYZ Company accepts the above stated final indirect cost rates.
 
NAME: James E. Contractor SIGNATURE_______________________________
 
TITLE: Vice-President DATE_______________________________
 
CONTRACTOR XYZ COMPANY, ABC DIVISION
 

FOR OFFICIAL USE ONLY 
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Figure 6-7-3 
ACC, Inc. 

Cumulative Allowable Costs/Amounts 
Through 12/31/2009 

For Flexibly Priced Contracts and Subcontracts
 
SECTION I
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Figure 6-7-3 
ACC, Inc. 

Cumulative Allowable Costs/Amounts 
Through 12/31/2009 

For Flexibly Priced Contracts and Subcontracts
 
SECTION II
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6-800 Section 8 --- Assist Audits of Incurred Costs 

6-801 Introduction 

This section presents audit policy for the performance of assist audits of incurred costs 
on subcontracts, interplant billings, corporate/home office expenses, at offsite locations, 
and Washington D.C. area offices. For purposes of this section, assist audits refer to the 
situation where a contract auditor at one location is furnished assistance by a contract au
ditor at another location. 

6-802 Subcontract or Intercompany Incurred Costs 

6-802.1 Definitions 

a. For the purpose of this section, the term "subcontract" means an auditable subcontract, 
purchase order, or other form of agreement under which materials or services are to be fur
nished on a flexibly priced basis to a prime contractor under a flexibly priced contract sub
ject to DCAA audit. Flexibly priced contracts include all cost-type, fixed-price-incentive, 
and fixed-price-redeterminable contracts, orders issued under indefinite delivery contracts 
where final payment is based on actual costs incurred, and portions of time-and-material and 
labor-hour contracts. 

b. The terms "prime contractor" and "subcontractor" as used in this section also relate to a 
higher-tier subcontractor and the next lower-tier subcontractor, respectively. 

6-802.2 Basic Responsibilities 

a. The responsibility of the prime contractor for managing its subcontracts is stated in 
FAR 42.202(e)(2). The prime contractor is primarily responsible for subcontract award, 
technical and financial performance monitoring, ensuring that indirect rate proposals and 
annual rate adjustments are submitted on a timely basis, and payment to the subcontractor 
for the work accomplished under subcontract terms. To accomplish this responsibility, the 
prime contractor should have adequate internal controls to identify and notify the Gov
ernment of auditable type subcontracts and intracompany orders under auditable type 
Government contracts, and to assure that subcontract/intracompany costs are allowable, 
allocable, and reasonable. 

b. The contractor's notification to the Government of awards of subcontracts and intra-
company orders should be made as soon as practicable after award, and as part of the 
prime contractor’s annual incurred cost proposal submission. The schedule of subcon
tracts/ intracompany orders submitted with the proposal should include the prime contract 
number, subcontract/intracompany order number, subcontract/intracompany order amount, 
subcontract/ intracompany order type (CPFF, T&M, etc), subcontractor/intracompany 
name and address, and subcontract/intracompany costs recorded by the prime for that year. 

c. The contractor's internal control system over subcontracts and intracompany orders 
should also provide for including appropriate flow down clauses into the subcon
tract/intracompany order, such as clauses that: 

(1) provide either the Government or the contractor access to the subcontrac
tor's/intracompany books and records for the purposes of performing the annual incurred 
cost audit, 
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(2) require that billings include only allowable costs pursuant to FAR 52.216-7, and 
(3) require the subcontractor/intracompany entity to submit annual incurred cost 

proposals pursuant to FAR 42.7. 
If the contractor does not have adequate controls over its subcontracts/intracompany or
ders, and has no plans to establish adequate controls, consideration should be given to 
excluding the prime contractor from the direct billing program, and an internal control 
deficiency report should be issued (see 5-110c.). 

d. DCAA policy is to examine auditable subcontracts and intracompany orders issued 
by the contractor under auditable Government contracts and subcontracts, and to request 
or perform assist audits of incurred costs whenever such audits are of potential benefit to 
the Government and necessary to assure adequate and effective audit coverage of a con-
tractor's operations or cost representations. Assist audits of incurred costs can be used to 
satisfy mandatory annual audit requirements related to auditable subcontracts/assist audit 
requirements (MAAR 12). 

e. Under certain conditions, it is desirable that DCAA audit the subcontractor. Exam
ples of these conditions are: 

(1) the subcontract dollar value is significant in amount and in relation to the prime 
contract dollar value, 

(2) a subcontractor objects, for competitive reasons, to an upper-tier contractor au
diting its records, 

(3) a DCAA auditor is currently performing audit work at the subcontractor's plant 
or can perform the audit more economically or efficiently, 

(4) DCAA audit is necessary for consistent audit treatment and orderly administra
tion, or 

(5) the contractor or subcontractor has a substantial financial interest in the other. 
f. An assist audit may be requested by the ACO or initiated by the DCAA prime con

tract auditor. In determining whether the Government should examine a subcontractor's 
records, the auditor should consider the potential benefits to the Government from the 
audit, previous audit experience and results at the subcontractor, and the costs of perform
ing the audit. 

g. The Government's interest and good auditing practice require that assist audits of 
incurred costs be accomplished primarily while the contract is physically being performed. 

h. Requests for assist audits of incurred costs will be processed through audit channels 
(see 6-802.5) and documented in the FAO control system to provide visibility of assist audits 
in process. 

i. The auditor should coordinate the assist audit plans with the upper tier contractor 
to preclude duplicate audits and provide for contractor audits if DCAA does not plan on 
performing the assist audit. 

j. Mandatory annual audit requirements related to auditable subcontracts/assist audits 
(MAAR 12) are satisfied at the higher-tier location by requesting annual audits of the sub
contractor’s incurred costs and incorporating the subcontract assist audit results into the 
final voucher evaluation or CACWS. However, each subcontract assist audit is requested 
only upon initial notification of the subcontract award (see 6-802.5b). 

6-802.3 Preparation of Subcontractors' Cost Proposal 

a. In most cases, subcontractors also perform as the prime contractor on other flexibly 
priced Government contracts. Therefore, the subcontractor is already required to provide 
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an incurred cost proposal in accordance with the Allowable Cost and Payment clause 
(FAR 52.216-7). A subcontractor generally submits its costs on commercial invoices direct
ly to the prime contractor. In cases where DCAA will perform the audit, the auditor cogni
zant of the subcontractor will arrange with the subcontractor to make available file copies of 
invoices submitted to the prime contractor. The subcontract auditor should determine that 
the subcontractor has an adequate billing system that ensures the accurate billing of costs 
and timely submission of adjustment vouchers to the prime contractor. The scope of audit 
and extent of testing of the subcontractor’s billing system will be based on risk and auditor 
judgment. 

b. The subcontractor should prepare its invoices and incurred cost proposal in the same 
detail and manner as required of the prime contractor. 

6-802.4 Prime Contractor Audits of Subcontractors' Claims 

a. When the DCAA prime contract auditor requests an assist audit of subcontract costs, 
the prime contractor should be advised of these assist audit plans so that duplicative audits 
can be avoided. On those low risk subcontracts where the prime contractor performs the 
audit, the DCAA auditor shall review the prime contractor's audit working papers to 
ascertain whether the scope and extent of audit was sufficient to establish the validity of 
the subcontractor's claims, and that appropriate deductions were made in the prime con-
tractor's claims to the Government for unallowable or unallocable subcontract costs. If 
the DCAA auditor considers the audit to be deficient or inconclusive and believes there 
is a need for further evaluation of subcontract costs, the prime auditor should discuss the 
matter with both the contractor and the ACO to determine if it is feasible for the con
tractor to correct the deficiencies or if a Government audit is necessary. 

b. Regardless of whether the prime contractor or DCAA performs the annual in
curred cost audit of the subcontractor, it is the responsibility of the prime contractor to 
ensure that the subcontractor provides the incurred cost proposal and makes annual bill
ing rate adjustments on a timely basis. 

6-802.5 DCAA Audit of Subcontractors' Costs 

a. The DCAA auditor cognizant of the prime contractor or higher-tier subcontractor 
will initiate timely requests for assist audits of subcontract incurred costs. Upon notifi
cation of a subcontract award, the prime auditor will notify the subcontract auditor of 
the award and inform them that annual incurred cost audits will be required throughout 
the life of the subcontract. The DCAA auditor cognizant of the subcontractor or lower-
tier subcontractor has a mutual responsibility to assure concurrent and coordinated audit 
effort. The prime auditor's timely notification of awarded subcontracts or information as 
to anticipated subcontract volume to the subcontract auditor is essential to sound audit 
planning and performance of the assist audits. Both prime and subcontract auditors 
should maintain adequate controls for identifying auditable subcontracts. These respon
sibilities include satisfying applicable portions of the mandatory annual audit require
ment related to auditable subcontracts/assist audits (MAAR 12). 

b. The requests for assist audits should be made upon initial notification of the sub
contract award. The amount of detail included with assist audit requests will vary ac
cording to the respective audit offices involved, but should normally include a copy of 
the subcontract or agreement that includes the subcontract value and related period of 
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performance, and a contractor identified point of contact for the subcontractor, to in
clude mailing address and phone number. The request should specify that annual in
curred cost audits will be required during subcontract performance, and final cumulative 
allowable subcontract costs should be submitted upon subcontract completion. A pro 
forma assist audit request is provided as Figure 6-8-1. The prime auditor should com
municate to the subcontractor auditor any special prime contract terms (e.g., ceiling 
rates, or specific unallowable costs) that should be considered in the audit of the sub
contract. The subcontract auditor should promptly acknowledge the request for assist 
audit. Any potential access to records problem at the subcontractor location should be 
elevated quickly to the prime auditor and the ACO (see 1-504.) 

c. The subcontract auditor should submit the final total cumulative allowable costs to 
the prime contractor auditor after subcontract completion and settlement of the subcon
tractor’s rates. The final reporting may be in the form of a final voucher evaluation or 
Cumulative Allowable Cost Worksheet. 

d. Some flexibly priced contracts, such as price redeterminable and incentive types, 
require the submission of price adjustment proposals after completion of a portion or all 
of the contract. Process requests for audits of these proposals under the field pricing 
support procedures of FAR 15.404.2 (i.e., through ACO channels). 

e. The prime and subcontract auditor should coordinate planned audit effort. The sub
contract auditor should discuss the plans with the subcontract ACO, where applicable, to 
assure coverage in specific areas of mutual interest. Depending on the materiality of the 
subcontract and the strengths of the prime contractor's subcontract cost internal control 
system, the assist audit request can range from a full scope audit to an agreed-upon proce
dures evaluation encompassing verification of indirect expense rates and direct costs, and 
the adequacy of the subcontractor's accounting and billing systems. The requesting auditor 
will also coordinate these matters with the ACO at his/her location. 

f. The subcontract auditor will arrange for necessary technical assistance with the sub
contract ACO. Guidance on requesting and evaluating technical assistance is in Appendix 
D. 

g. Although subcontractor invoices will not be audited on an individual billing basis, 
the subcontract auditor will immediately notify the prime auditor of any major cost items 
which should be suspended or disapproved or of any financial matters adversely affecting 
subcontract performance. 

h. In most circumstances, questioned costs based on the assist audit will be recov
ered through the annual billing rate adjustment after the subcontractor’s settlement of 
final rates for the year under audit. The subcontract auditor should verify that rate ad
justment invoices are submitted to the prime contractor on a timely basis. 

i. When agreement on the questioned costs cannot be reached with the subcontractor, 
the subcontract auditor should advise the prime contract auditor of a suspension or dis
approval of a subcontractor cost. Upon receipt of advice of a suspension or a disapprov
al of a subcontract cost, the prime auditor will immediately discuss the matter with the 
prime contractor's designated representative. The purpose of this discussion is to alert 
the prime contractor to the need for reaching an agreement with the subcontractor re
garding disapproval or suspension of the questioned costs, or recoupment thereof if al
ready paid. On cost-type prime contracts, the prime auditor will also prepare a DCAA 
Form 1 to effect the necessary deduction from the prime contractor's reimbursement 
claims. On flexible fixed price contracts, the prime auditor will notify the ACO by letter 
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of the need to suspend the subcontract costs on progress payment requests, if based on 
costs incurred (see 14-200). 

j. Since the Government has no contractual relationship with subcontractors, it is not 
bound by any agreement between prime and subcontractors as to payment or disposition 
of any subcontract costs determined to be unallowable by the DCAA auditor. Therefore, 
the cognizant auditor will disapprove any such amounts that may be included in the 
prime contractor's claims under flexibly priced contracts, regardless of the prime con-
tractor's disposition thereof with the subcontractor. 

6-802.6 Special Considerations - Release of Subcontractor Data to the Higher-Tier 
Contractor 

When a DCAA subcontract assist audit is contemplated, the higher-tier contractor 
normally will have made satisfactory arrangements for its unrestricted access to the 
subcontract audit results so that it will be able to fulfill its responsibilities for settling 
any audit exceptions. In rare cases, this may be impracticable. The following procedures 
are required to protect subcontractor data when special circumstances warrant such pro
tection. 

a. Before beginning a subcontract audit, determine whether the subcontractor will 
have any restrictions or reservations on release of the resulting audit report(s) to the 
higher-tier contractor. A significant reservation exists if the subcontractor desires to 
withhold its decision on release of an audit report pending review of the audit results or 
report contents. If the subcontractor does not assure unrestricted report release at the 
outset, refer the matter to the requesting higher-tier contract auditor. The latter will re
assess the assist audit request, consulting with the higher-tier contractor and/or ACO as 
appropriate. 

b. In most cases, the higher-tier contractor should be able to remove the subcontrac
tor's objections to unrestricted release of the audit results. This may be necessary to 
avoid Government suspensions or disapprovals of subcontract costs billed by the high
er-tier contractor. If the prime contractor's diligent efforts are unsuccessful, request the 
ACO to advise whether the subcontract costs should be audited by the Government, 
even though some or all of the audit report information may have to be kept within 
Government channels. 

c. There may be rare cases when the higher-tier contract auditor and ACO decide 
that an audit should proceed without the subcontractor's advance concurrence on report 
release of the subcontractor’s data. In such cases, the subcontract auditor should attempt 
during the exit conference to obtain the subcontractor's concurrence in unrestricted re
lease of the report to the higher-tier contractor. If this fails, the subcontract auditor 
should modify the Restrictions section of the audit report per 10-206.3. If practicable, 
obtain the subcontractor's written statement as to what information may be released, and 
provide this to the report addressee either as a report appendix or by separate corre
spondence. 

d. At subcontractor locations where recurring cost audits are made on subcontracts 
issued by the same higher-tier contractor, try to expedite the process by developing a 
working arrangement for unrestricted audit report release. The subcontractor's repre
sentative should document the arrangement, with a copy to the auditor. 
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6-803 Interplant Billings 

As used in this section, interplant billings are invoices (or credit memorandums) for 
work or services performed at a contractor's plant or division and charged to flexibly 
priced contracts at another plant or division. For purposes of this section, the auditor at 
the plant or division billed for services is referred to as the prime auditor and the auditor 
at the location where the work is performed is referred to as the lower-tier auditor. 

6-803.1 General 

a. A contractor may use more than one of its plants or divisions to perform required work 
or services. It may issue interplant work orders, purchase orders, or requisitions for the ser
vices or work to be performed. Where plants or divisions involved are separate entities for 
accounting purposes, the contractor generally will use interplant billings or invoices to bill 
costs or charges applicable to the work or services performed. Except as provided in FAR 
31.205-26(e), the allowable costs for such work or services will be the actual costs of the 
performing organizational unit (6-313). 

b. The provisions of this section are not applicable to monthly or periodic billings which 
cover solely estimated indirect expense allocations, such as distributions of home office ex
penses to various benefiting plants. Ordinarily, the contractor will adjust these allocations to 
actual at its fiscal year end. The cognizant auditor will review charges of this nature as part 
of the normal overhead audit at the benefiting plants through the assist audit procedures (6
804). 

6-803.2 Audit Procedures 

a. The prime auditor will initiate requests for assist audits of interplant billings pursuant 
to the criteria stated in 6-306.3b.(2) and 6-313 and should normally include copies of the 
related work orders, purchase orders, or subcontracts and billing documents to help the low
er-tier auditor identify the costs to be audited. However, the lower-tier auditor has a mutual 
responsibility to assure concurrent and coordinated audit effort similar to that envisioned in 
subcontract audits (6-802). In addition, these responsibilities include satisfying applicable 
portions of the mandatory annual audit requirement related to auditable subcontracts/assist 
audits (MAAR 12). The prime auditor's timely identification of auditable interplant work 
authorizations and information as to anticipated volume of auditable work is essential to 
sound audit planning and performance of the assist audits. 

b. The lower-tier auditor should coordinate planned audit effort with the prime auditor 
and the lower-tier Plant Representative/ACO to assure coverage in specific areas of mutual 
interest. Based on this coordination, the lower-tier auditor will furnish the prime auditor with 
the anticipated issuance date of the assist audit report. The prime auditor will also coordinate 
these matters with the Plant Representative/ACO at his or her location. 

c. The lower-tier auditor will arrange for necessary technical assistance with the lower-
tier Plant Representative/ACO. Guidance on technical assistance is in Appendix D. 

d. Requirements in 6-1005b. will govern the scope of the incurred interplant costs audit. 
The audit will normally be comprehensive and include a reconciliation of the cost records to 
the total interplant billings for each fiscal year during the contract performance. Do not per
form audits of individual interplant billings except in unusual circumstances as required by 
6-1003f. 
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6-803.3 Audit Reports 

a. The lower-tier auditor will issue timely audit reports, prepared under the general re
quirements of Chapter 10, to the prime auditor according to the reporting schedule. The re
port will cover the acceptability of the total transferred costs, together with specific com
ments on the indirect expense rates. When circumstances warrant, the lower-tier auditor 
should issue a special report to advise the prime auditor on a timely basis of newly noted 
matters which affect the allowability or allocability of interplant costs. 

b. Comments on indirect expense rates should indicate whether or not final rates have 
been established. If final indirect expense rates have not been established, the lower-tier au
ditor will provide comments regarding claimed billing rates and the effect of questioned 
costs on the billing rates. The lower-tier auditor will issue a supplemental audit report when 
indirect expense rates have been finalized. 

c. The lower-tier auditor will also provide comments on any transferred costs not covered 
by an interplant work order. 

d. The lower-tier auditor will explain all suspended or disapproved costs in sufficient 
detail to enable the prime auditor to prepare necessary DCAA Form 1s. 

6-804 Corporate, Home Office or Service Center Audits 

The contractor's home or group office comprises the general corporate or divisional 
headquarters responsible for the management of business carried out at various plants, 
branches, divisions, or subsidiaries of the organization. 

a. The home office is responsible for the overall administration and management of the 
operations performed under its general guidance and incurs expenses that are allocable to the 
operations carried out at the various plants, branches, divisions, or subsidiaries. 

b. Some home or group office services may not be of a general nature but are performed 
for a particular plant or division. Under such conditions, the associated costs may be directly 
charged to the plant or division. Treat these transactions as intracompany billings covered by 
the audit procedures outlined for interdivisional transactions (6-313). 

6-804.1 Audit Responsibility – Home Office Audits 

a. The home office auditor is responsible for the audit of all corporate or home office 
expenses distributed to the various segments of the corporation irrespective of how such 
expenses may be charged to the segments. 

b. There is, however, a significant corollary responsibility placed on lower-tier auditors. 
They must develop sufficient information and necessary visibility to permit effective evalua
tion by the home office auditor. For example, lower-tier auditors, in cooperation with the 
contract audit coordinator (CAC) and home office auditors, may identify overlapping or 
duplicative effort between the home office and operating entities. The CAC program (15
200) was established, in part, to improve communication and visibility in this important area. 
Accordingly, take appropriate measures to assure that effective coordination is accomplished 
among the home office auditor, the plant auditor, and the CAC. 

c. The audit scope will depend to a large extent on the overall value and percentage of 
Government contracts the contractor is performing and the amount of home office expenses 
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allocated and assigned to Government contracts. When appropriate, the corporate auditor 
should perform the audit during the contractor's fiscal year. 

d. The corporate auditor should resolve audit problems, such as inequitable allocation 
methods or corporate policies, as soon as possible to prevent undue delays of overhead audits 
at the various segments. In this connection, refer to 15-200 for the CAC program procedures. 
Plant level auditors should specify dates by which home office reports are needed in the au
dit request. 

6-804.2 Audit Procedures 

a. Guidance in Chapters 4 and 6 are applicable to the audit of home office expenses. In 
reviewing home office expense pools, pay particular attention to the expense types which 
may not be applicable to the business as a whole, such as those applicable only to a particular 
group of products, group of plants, or only to those products sold through certain channels or 
to certain customers. 

b. The corporate auditor should review accounts not included in the expense pool for the 
possibility that they are applicable to Government contracts. These accounts include other 
(or miscellaneous) income and expense accounts, reserves for contingencies, surplus, and 
others. (See 6-500.) 

c. The corporate auditor should review tax returns, corporate minutes, reports filed with 
regulatory bodies (such as SEC filings), and financial statements for their impact on the con-
tractor's organization, operations, and claimed costs. (see 3-2S1.) The results of this review 
should be coordinated with, and written confirmation provided to, cognizant lower-tier audi
tors to help comply with mandatory annual audit requirement relating to the review of tax 
returns and financial statements (MAAR 4). 

d. The corporate auditor should furnish copies of consolidated financial statements, in
cluding notes thereto, to cognizant lower-tier auditors. 

6-804.3 Cost Accounting Standards (CAS) -- Home Office 

Cost Accounting Standard 403 (Allocation of Home Office Expenses to Segments) is 
particularly important in reviewing the allocability of home or group office expenses. The 
need for assuring compliance imposes special requirements on both the home office auditor 
and lower-tier auditors, and close coordination and interface between these auditors is essen
tial. All auditors involved in the review and analysis of home or group office expenses will 
observe the specific guidance contained in Chapter 8. 

6-804.4 Audit Reports 

a. The higher-tier auditor normally should issue audit reports annually, but also report 
significant findings when discovered. The narrative section of the report should contain 
summary comments on unsatisfactory contractor policies and procedures affecting contract 
costs at the plant level to alert those auditors to conditions that may require special emphasis. 

b. Audit reports should provide sufficient detail and information for the plant level audi
tors to identify and evaluate cost allocations considering the circumstances or specific provi
sions of their contracts. 

c. Reports distributed to plant or division level auditors should not divulge "contractor 
confidential" information which the contractor itself does not release to the plant or division 
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level. A factor representing the percentage of questioned or disapproved allocated home or 
group office expenses may be all that is required at the plant or division level. 

6-805 Offsite Locations (including overseas locations) 

The contractor may maintain books and records at locations different from the site of 
physical work performance. For purposes of this section, auditors at locations where contrac
tors' books and records are maintained are referred to as prime auditors and those where the 
work is physically performed as offsite auditors. Both prime and offsite auditors must estab
lish adequate communication to assure effective interface. 

6-805.1 Audit Responsibility – Offsite Locations 

a. The prime auditor retains responsibility for the audit of the primary accounting records 
and approval of costs under Government contracts. In this connection, the prime auditor will 
coordinate the overall plan or program, including assist audit requests, with the offsite audi
tor to assure proper integration of audit efforts at the respective locations. The assist audit 
request should include, as a minimum, a listing of current employees at the offsite location, 
the name, title, and telephone number of the offsite contractor representative, a listing of 
contractor project numbers active at the offsite location, a cross-reference to active Govern
ment contract numbers and types, a copy of a current payroll distribution, and DMIS con
tractor DUNS ID for the offsite auditor to use when setting up the assignment. It is especially 
important that the prime auditor notify the offsite auditor of special provisions or sensitive 
areas concerning contract performance. The offsite auditor has a corollary responsibility to 
apprise the prime auditor of any auditable work or additional areas of audit coverage at the 
offsite location which have not otherwise been identified. 

b. The offsite auditor will time-phase general areas of audit coverage at the offsite loca
tion to coincide with the prime location's overall plan. The offsite auditor should initiate 
physical observations and coordination with offsite contract administration officials. 

c. Where warranted, the prime auditor(s) should make periodic visits to offsite locations 
to coordinate audit activity. The prime and offsite auditors should discuss any unresolved 
problems between them through regional channels. (See 6-807.) 

d. These responsibilities also include satisfying the applicable portions of the mandatory 
annual audit requirement related to auditable subcontract/assist audits (MAAR 12). 

6-805.2 Audit Reports 

a. The format and content of the assist audit report will conform with the general re
quirements of Chapter 10. 

b. The offsite auditor will address assist audit reports to the prime auditor. All assist audit 
reports with positive findings shall contain a recommendation for a followup assist audit 
whenever one is considered necessary. When audit results involve questioned costs or re
quire further action at the prime location, the prime auditor will advise the offsite auditor of 
the disposition of the audit findings. 

c. The offsite auditor will issue reports to local contract administration officials concern
ing matters of local interest or in response to requests from the local officials. The offsite 
auditor will furnish copies of reports to the prime auditor. 
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6-806 Washington Area Offices 

a. Many large contractors maintain offsite offices in the Washington, D.C. area. Histori
cally, contractors’ Washington, D.C. area offices (hereinafter referred to as Washington Of
fice) have incurred significant expressly unallowable costs; e.g., lobbying and entertainment. 
Contractors should identify and exclude these unallowable costs from any billing, claim or 
proposal applicable to a Government contract. 

b. A Washington Office is defined as office space that is leased, rented, or owned in the 
Washington, D.C. metropolitan area by a Government contractor. The space is used, at least 
partially, for the purpose of Legislative/Executive Branch lobbying, public relations, and/or 
marketing the contractor's products. 

c. To be successful, Washington Office audits require a coordinated audit approach 
between the cognizant auditor and the Washington Office auditor. The decision to re
quest a Washington Office audit is usually made by the cognizant field audit office. 
Corporate or home office auditors should contact divisional auditors to determine the 
extent of divisional employee involvement at the Washington Office. Many contractors 
staff their Washington Office with both corporate and divisional employees. 

6-806.1 Audit Risk Assessment 

a. FAOs should perform a risk assessment of the Washington Office before requesting 
an assist audit. The risk assessment should focus on: the significance and sensitivity of the 
proposed Washington Office costs, the amount of Washington Office costs being identi
fied and excluded from the proposal, and the adequacy of the contractor’s accounting poli
cies and procedures and internal controls for Washington Office costs. The following are 
examples of conditions that may require an assist audit: 

(1) The proposed Washington Office costs are significant. 
(2) The contractor does not eliminate any (or very small amounts of) costs for unal

lowable activities, such as lobbying, from its proposed Washington Office costs (FAR 
31.205-22). 

(3) The contractor excludes little or no directly associated unallowable costs from 
its proposed costs for the Washington Office. 

(4) The contractor’s accounting policies and procedures for Washington Office costs 
are not documented, especially the policies and procedures for identifying and segregating 
unallowable costs. 

(5) The contractor has made major changes to the accounting policies and proce
dures for Washington Office costs. 

(6) Major Washington Office management changes have occurred. 
(7) A compliance audit of the Washington Office accounting policies and proce

dures has not been performed in the last three to five years (either by the contractor’s 
internal audit department or DCAA). 

b. The results of the risk assessment should be included in the assist audit request. If a 
contractor is eliminating as unallowable costs the entire Washington Office - both corporate 
and division - an assist audit is normally not needed. 
6-806.2 Assist Audit Request 

a. The offsite Washington Office assist audit will be performed by the designated 
audit office for that geographic area. The designated audit office will treat all Washing-
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ton Office audits as customer requested assignments. It will also initiate coordination 
with the cognizant FAO if a Washington Office assist audit has not been requested in a 
three year period. 

b. Washington Office assist audits are most efficient and effective when coordinated 
with FAO corporate or division audits. The designated audit office will tailor their audit 
program with the FAO requesting the assist audit before performing any field work. 

6-807 Differences of Opinion Between DCAA Offices 

In the exchange of information and ideas in the performance of assist audits, it is 
possible that significant differences of opinion on administrative procedures or technical 
accounting matters may develop. Auditors encountering such differences in performing 
audit assignments will forward the information to their respective regional offices. If the 
directors of the respective regions cannot resolve the differences, or if the differences 
are resolved, but the matters involved would be of interest to Headquarters, either or 
both regional directors will forward promptly to Headquarters, Attention PAC, a report 
containing sufficient details regarding the differences involved including, where appro
priate, the conclusions reached. Reporting to Headquarters on problem areas encoun
tered in the administration of the CAC program is covered in 15-210.2. 
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Figure 6-8-1 

Figure 6-8-1 
Pro Forma Assist Audit Request 

[Date] 

MEMORANDUM FOR FAO MANAGER, [insert the cognizant FAO name] 

SUBJECT: Notification of Subcontract Award [Intracompany Order] and Assist Au
dit Request 

As part of our incurred cost audit of [contractor name], we request that you include 
the following subcontract(s)/intracompany order(s) in your incurred cost audit of 
[subcontractor name]. Enclosed are copies of subcontract(s)/intracompany order(s) 
awarded by [contractor name] to the subcontractor under your audit cognizance. We 
are also providing the [contractor name] identified point of contact for [subcontractor 
name], along with their mailing address and phone number to assist you in coordinat
ing with the identified subcontractor. 

Con
tract No. 

Type Subcon
tract No. 

Period of 
Performance 

FY In
curred 
Cost 

Subcon
tract Value 

Annual incurred cost audits are required that cover the period of performance of 
the subcontract(s). Please acknowledge this request. We request that you furnish our 
office with a Cumulative Allowable Cost Worksheet (CACWS) on an annual basis, 
and a final CACWS or final voucher evaluation memorandum when audits of costs 
incurred covering the entire period of performance are completed. 

In addition, we request that you inform our office if either of the following condi
tions occurs during subcontract performance: 

•	 Annual incurred cost audits disclose significant questioned costs. If so, 
please provide the amount applicable to the subcontract so we can prevent 
the prime contractor from over billing the Government. 

•	 The subcontractor no longer has an adequate accounting and/or billing sys
tem. 

If you have any questions pertaining to this memorandum, please contact Mr./Ms. 
[insert name], Supervisory Auditor, at [insert the telephone number] at your conven
ience. 

John A. Smith
 
FAO Manager
 

Enclosures: a/s 
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6-900 Section 9 --- Notices of Cost Suspensions and Disapprovals under Cost-
Reimbursement Contracts 

6-901 Introduction 

This section states the audit guidance and procedures to be followed for effecting sus
pensions and disapprovals of costs under cost reimbursement contracts and the issuance of 
DCAA Form 1, Notice of Costs Suspended and/or Disapproved under Cost Reimburse
ment Contracts. 

6-902 General Guidance for Suspensions and Disapprovals 

a. In general, an item of cost, either direct or indirect, which lacks adequate explana
tion or documentary support for definitive audit approval or disapproval should be sus
pended until the required data are received and a determination can be made as to the al
lowability of the item. Suspensions may also be used to: 

(1) Reduce the fixed-fee when the interim amount claimed for payment is in excess 
of the amount authorized by the contract. 

(2) Establish the necessary withholding reserves required by the contract terms 
when the contractor fails to do so. 

(3) Provide for the correct amount of current reimbursements of costs in accordance 
with contract billing requirements (e.g., suspend costs that are otherwise allowable but 
which have not met the contract billing requirements (see 6-1005c and 6-1006)). 

b. Costs claimed by the contractor for which audit action has been completed, and 
which are not considered allowable, will be disapproved. Disapproved cost may comprise 
any of the following: 

(1) Items specifically limited or excluded by FAR Part 31 or other terms of the con
tract. 

(2) Items which, although not specifically unallowable under (1) above, are deter
mined, in accordance with FAR Part 31, to be unreasonable in amount, contrary to gener
ally accepted accounting principles, or not properly allocable to the contract in accordance 
with the relative benefit received or other equitable relationship. 

(3) Items disapproved at the direction of the ACO (DFARS 242.803(b)(ii)(B)). 
c. Costs which the auditor determines should be suspended or disapproved should be 

discussed with the contractor to ensure that the auditor's conclusion is based upon a proper 
understanding of the facts and to inform the contractor of the auditor's determination. If 
the contractor agrees that the costs in question should be suspended or disapproved, one of 
the following actions will be taken: 

(1) Where the costs have not yet been submitted on a reimbursement voucher, ar
rangements will be made to ensure exclusion of the costs from any future reimbursement 
claims. The auditor shall maintain a record of improper contract costs which the contractor 
has agreed to deduct or exclude from its claims on public vouchers. 

(2) Where the costs have already been included in provisionally approved reim
bursement vouchers, the auditor may issue a DCAA Form 1, or as an alternative the con
tractor may deduct the amount on the next voucher submitted. For indirect costs, this may 
be accomplished by the contractor making the appropriate reduction to the billing rates. 
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d. The issuance of a DCAA Form 1 should not be delayed until the auditor is prepared 
to issue an audit report if the cost to be disapproved has been reimbursed through interim 
billings. If an audit finding has been presented to the contractor and the contractor does 
not agree with the questioned costs, the auditor may prepare and issue a DCAA Form 1 
even though the audit report will not be issued until other portions of the audit are com
pleted. 

e. The auditor is responsible for keeping the ACO advised of issues which have the 
potential for becoming the subject of a DCAA Form 1. This will permit the auditor to 
ascertain whether the ACO has any additional data which would either support or modi
fy the audit findings. The auditor may also refer the matter to the regional office for 
guidance, particularly in those cases where the ACO indicates nonconcurrence with the 
proposed audit action. The regional office, in turn, may consider it desirable to consult 
Headquarters before reaching a decision. The consultations and discussions held with 
the ACO and higher level audit personnel should be expedited so that audit action can 
be completed on a timely basis. The issuance of a DCAA Form 1 triggers the ACO's 
involvement in the audit determination process (6-708). 

f. If the contractor does not agree that the costs in question should be suspended or 
disapproved, and the auditor has taken the action prescribed in e. above, the auditor will 
issue a DCAA Form 1 (6-903) to effect suspensions and disapprovals of costs or fees 
claimed for payment on contractors' reimbursement vouchers. 

g. Occasionally a contractor may underbill and wait until the final indirect rates are 
settled before billing the Government. Where such an underbilling has occurred and the 
auditor and the contractor do not agree on the allowability of the amounts contained in the 
contractor's claim, the auditor should still issue a DCAA Form 1. The amount of ques
tioned costs with which the contractor did not agree will be shown in the designated block 
on the DCAA Form 1. After the explanatory paragraph(s), a statement shall be provided 
explaining that no action is necessary to recoup the questioned amount as the contractor 
has not been reimbursed for it. The following statement is suggested and may be modified 
and/or expanded to suit particular circumstances: 

The purpose of this DCAA Form 1 is to initiate ACO action in rendering a final deci
sion on the questioned costs associated with the issue described herein with which the 
contractor does not agree. At the present time, no action is required to recoup the ques
tioned amount as the interim billing rate used by the contractor during FY 20XX was 
low enough to preclude reimbursement of the questioned costs on an interim basis. 
However, should the contractor bill these costs before this issue is resolved, this 
DCAA Form 1 will be attached to the request for payment for the purpose of disap
proving the costs. 

h. A DCAA Form 1 should be issued even though there will be no future billings under 
a contract. Auditors should reference the contract and the amount of the disapproved costs 
in the designated blocks on the DCAA Form 1. Following the explanatory paragraph de
scribing the reason for the DCAA Form 1 (6-904.1a(8)), the auditor should provide a 
statement explaining that: 

(1) ACO action is necessary to recoup the disapproved costs because there are no 
future billings under the contract to which to apply the DCAA Form 1, and 

(2) the ACO should issue the demand for payment as part of the final decision, if a 
final decision is required (FAR 32.604 and FAR 32.605(a)). 
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If the ACO issues a demand for payment and the contractor does not make payment 
within 30 days, the ACO may authorize DCAA to disapprove the costs under another 
contract with future billings. The courts have ruled that the Government has a common-
law right to offset contract debts against payments due the contractor under other con
tracts. The following statement is suggested and may be modified and/or expanded to 
suit particular circumstances: 

The purpose of this DCAA Form 1 is to initiate ACO action in rendering a final de
cision on the disapproved costs associated with the issue described herein with 
which the contractor does not agree. Currently, there are no future billings under 
Contract No. [Complete applicable contract number]. The ACO, therefore, should 
take immediate action to recoup the disapproved cost, i.e., issue a final decision and 
a demand for payment (see FAR Subpart 32.6). If the contractor does not make pay
ment within 30 days following the issuance of the demand for payment, the ACO 
should coordinate with DCAA when initiating procedures to recoup the disapproved 
amount through an intercontractual offset. 

i. A DCAA Form 1 can be issued to effect a cost suspension or disallowance on one 
delivery order in order to recover an overpayment under another delivery order on the 
same contract if it is funded by the same appropriation. 

j. When the auditor cognizant of a home office determines that certain amounts 
should be suspended or disapproved, he/she is responsible for: 

(1) discussing the costs with the appropriate home office representatives; 
(2) consulting with the CACO, if appropriate; 
(3) preparing computations to show the allocation of the suspended/disapproved 

costs to each receiving entity; and 
(4) advising the auditor cognizant of the receiving entity as to the description of 

the cost element to be suspended or disapproved, the amount allocable to the entity, and 
the reasons for the action. 
A copy of this advisory notice should also be sent to the cognizant CACO and the con-
tractor's home office representative. The auditor cognizant of the entity receiving the 
costs to be suspended or disapproved should prepare a regular or blanket DCAA Form 
1, as appropriate, listing all affected contracts, and showing the computations to the 
contract level. 

k. When the auditor cognizant of a subcontractor determines that certain amounts 
should be suspended or disapproved, he/she is responsible for immediately notifying the 
prime contract auditor of the suspension or disapproval (see 6-802.5h.) 

l. For special administrative procedures to be followed in processing suspensions and 
disapprovals related to non-DoD contracts refer to 15-100. 

m. Should it be necessary, a previously issued DCAA Form 1, including those issued 
at the direction of the ACO, may be rescinded by the auditor. 

6-903 Types of DCAA Form 1 

Suspensions and disapprovals affecting DoD contracts, and contracts of non-DoD organi
zations where the auditor has been granted the authority (15-103), will be accomplished by 
means of one of the following types of DCAA Form 1. Costs suspended or disapproved 
on NASA contracts are accomplished by means of a NASA Form 456 (15-105). 
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6-903.1 Regular 

Where the cost element to be suspended or disapproved is applicable to only one con
tract, a regular DCAA Form 1 will be prepared and issued as prescribed in 6-904.1. 

6-903.2 Blanket 

Where the cost element to be suspended or disapproved is applicable to more than one 
contract, a blanket DCAA Form 1 will be prepared and issued as prescribed in 6-904.2. The 
blanket DCAA Form 1 will contain a description of the issue involved and will list all affect
ed contracts, showing the computation to the contract level. Although all affected contracts 
are listed on the blanket DCAA Form 1, the auditor may elect to process the DCAA Form 1 
against interim billings for only those contracts containing the major portion of the costs to 
be suspended or disapproved when the amounts on the remaining contracts are relatively 
immaterial. Once the issue is settled, the other contracts should be adjusted as necessary. 
Final voucher evaluations should reflect reductions for all outstanding DCAA Form 1 sus
pensions and disapprovals applicable to the contract even though the Form 1 has not been 
previously processed against interim billings under the contract due to materiality considera
tions. 

6-904 DCAA Form 1 Preparation 

The auditor is the authorized representative of the contracting officer for the purpose of 
issuing a DCAA Form 1. Only the auditor shall prepare the form. The auditor should prepare 
a separate DCAA Form 1 for each major issue. This procedure facilitates tracking the status 
of the issue should the contractor appeal the DCAA Form 1. Instructions for the preparation 
of authorized types of DCAA Forms 1 are presented in the following paragraphs. Regional 
review is required prior to issuance of all Forms 1, as well as all related rebuttals and re
sponse letters. 

6-904.1 Regular 

a. The information to be shown on DCAA Forms 1 should conform with the following 
instructions. (see Figure 6-9-1) DCAA Forms 1 can be found in the DCAA Intranet Library 
under Forms. 

(1) Contract Number. Insert the number of the contract, and, if appropriate, the job, 
task, or project order thereunder. 

(2) Notice Number. Insert the sequence number of this DCAA Form 1. A separate 
series of consecutive numbers of DCAA Forms 1 beginning with number 1 will be used for 
each contract, job, task, or project order for which a separate voucher series of numbers is 
used. (See DCAAP 7641.90.) 

(3) Disbursing Office. Show the name and address of the applicable disbursing office. 
(4) Contract Administration Office. Show the name and address of the applicable 

office. 
(5) Signature and Date of Notice. In accordance with the provisions of DCAAR 

5600.1, the FAO manager responsible for issuing the DCAA Form 1 will digitally sign the 
electronic form or manually sign the hard copy original and insert the date signed. 

(6) DCAA Auditor Address. Insert the name and address of the FAO. 
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(7) Contractor's Acknowledgment of Receipt. Do not fill in these three blocks when 
the form is prepared. Obtain the contractor's acknowledgment per 6-905b. 

(8) Description of Items and Reasons for Action. The auditor shall insert in this space 
a clear and concise description and identification of each item suspended or disapproved. 
The reasons for action must clearly and specifically state the grounds for suspension, or dis
approval. Since the DCAA Form 1 is, in essence, an audit report, the reporting standards in 
2-400 will be complied with in its preparation. If there are numerous items, they should be 
briefly itemized and totaled before the detailed explanations begin, so that the total amounts 
of costs suspended and/or disapproved appear no later than the first or second page of the 
form. 

b. The amount suspended and/or disapproved will be deducted on a current public 
voucher in the manner provided by 6-906. 

6-904.2 Blanket 

a. Where use of a blanket form is appropriate (see 6-903.2), a DCAA Form 1 will be 
prepared in accordance with the following instructions. 

(1) The contractor's name and address will be shown in the space provided. 
(2) Insert “see enclosed contract list” in the Contract Number field. 
(3) A description of the cost element to be suspended or disapproved, the amount 

applicable to each affected contract, and the reasons for the action will be shown in the 
space provided. If the information cannot be conveniently shown in such space, a brief, 
introductory statement will be furnished, generally describing the items and reasons for 
the audit action. Amounts suspended or disapproved applicable to each affected contract 
and detailed explanations will be stated in exhibits or other attachments, and appropriate 
reference will be made to such data in the introductory statement. For example, in the case 
of indirect costs disapproved based on the auditor's determination of final indirect cost 
rates, the foregoing may be shown on the blanket DCAA Form 1 as follows, modified as 
appropriate in the circumstance: 

"For the Fiscal Year ended 20XX, Factory, Engineering, and General & Adminis
trative expense reimbursed to the Company under this contract in excess of 
amounts determined allowable are disapproved. The disapproved amounts allocat
ed to this contract are indicated by check mark on Exhibit A." 

(4) Clearly identify on the DCAA Form 1 the amount suspended or disapproved ap
plicable to a specific contract when attaching the DCAA Form 1 to the voucher. 

b. The blanket DCAA Form 1 will be distributed in accordance with 6-905. The 
amount suspended or disapproved applicable to each contract will be deducted from the 
reimbursement claimed on a public voucher for each contract in the manner provided by 
6-906. 

6-905 Acknowledgement and Distribution of DCAA Forms 1 

a. The auditor should obtain the contractor's acknowledgment of receipt of the DCAA 
Form 1. Where the auditor personally presents the DCAA Form 1 to the contractor, he/she 
should obtain the required acknowledgment, provide the contractor an acknowledged copy, 
and retain the original in the audit file. Where the DCAA Form 1 is mailed to the contractor, 
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rather than personally presented, it should be sent by certified mail, return receipt requested, 
and the contractor shall be advised to forward the acknowledged original of the DCAA 
Form 1 to the auditor. This procedure shall be used in any case where the contractor refuses 
to acknowledge receipt of the DCAA Form 1. 

b. Immediately upon receipt, the auditor should distribute a copy of the acknowledged 
DCAA Form 1 to the ACO. In the case of issues having corporate-wide impact, the CACO 
should also be provided a copy. 

c. Also see 15-100 for distribution requirements pertaining to non-DoD agencies. 

6-906 Deductions on Public Vouchers for Suspensions and Disapprovals 

a. If it appears that the full immediate deduction of a cost suspension or disapproval 
might seriously impair the contractor's ability to continue contract performance, the auditor 
should consult with the contracting officer concerning the Government's possible use of 
FAR 32.607 procedures regarding deferred payments of contract debts. 

. 
b. When effecting a DCAA Form 1 deduction to a cost voucher, the auditor will need 

to determine the billing process used by the contractor on the impacted contract(s). The 
acquisition regulations clearly establish electronic billings as the preferred method. How
ever auditors may encounter traditional hardcopy SF 1034/1035 billings in addition to 
electronic billings using DoD's Wide Area Workflow (WAWF). 

(1) When processing a paper based billing, insert in the differences block of the public 
voucher, SF 1034, the total amount suspended and/or disapproved as shown on the DCAA 
Form 1, and the net amount provisionally approved, as follows: 

DCAA Form 1 
[or NASA Form 456]  $ ( ) 
Net Amount Approved $ 

(2) When processing an electronic billing through WAWF, complete the following 
process: 

(a) Under the auditor actions section, select the Recommend Cost Suspension or 
Disallowance action box. 

i. If the contract is administered by Defense Contract Management Agency 
(DCMA), a single input box titled Disallowed will be displayed. Enter the DCAA Form 1 
disallowed or suspended cost amount in the Disallowed box. If there are multiple DCAA 
Forms 1 containing both suspended and disallowed costs, enter the sum of all items in the 
Disallowed input box. 

ii. If the contract is not administered by DCMA, two input boxes will be 
displayed, one for the Suspended amount and one for the Disallowed amount. Enter the 
appropriate amount in each individual box. 

(b) Include the DCAA Form 1 document(s) as an attachment to the electronic 
billing within the Miscellaneous Information tab. 

(c) Delineate the specific amount suspended and/or disallowed and the sum total 
of all adjustments in the Approver Information comments section of the electronic voucher 
within the Miscellaneous Information tab. An example comment may read: 
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"Suspended cost total $5,000 and Disapproved cost total $5,000. The total reduction to 
voucher is $10,000. The detailed explanation for each reduction is provided for in the at
tached DCAA Form(s) 1." 

(d) Electronically sign and submit voucher. 

c. Ensure that the DCAA Form 1 amount is shown as an offset to cumulative billings in 
the "Contract Reserves and Adjustments" section of the SF 1035 (or equivalent) attached to 
the next public voucher (see DCAAP 7641.90). 

c. If the amount of the deduction is more than the amount of the public voucher, the audi
tor shall apply the installment method of deductions to this and subsequent public vouchers 
against the contract(s) involved until the amount is fully liquidated against the contractor's 
claims. Public vouchers with zero amounts must be forwarded to the disbursing office for 
appropriate action. 

e. Auditors may disapprove costs submitted for payment no matter what cost elements 
are currently being billed. FAR 52.216-7(g), Allowable Cost and Payment, allows adjust
ments to be made against current billings for any prior overpayments. 

6-907 Follow-up Action on Suspensions and Disapprovals 

a. It is expected that within a reasonable time after issuance of a suspension, the contrac
tor will submit the required explanations, documentation, data, or justification in support of 
the suspended costs. At that time, the auditor will complete the evaluation and determine the 
allowability of the items involved. Auditors will make all reasonable efforts to obtain the 
additional information required for an audit determination as promptly as possible. When 
such efforts are not successful, the auditor, after the lapse of a reasonable period of time, 
may process a DCAA Form 1 to effect the disapproval of the suspended item. If the contrac
tor disagrees with this determination, it may elect to assert a claim with the contracting of
ficer pursuant to the "Disputes" clause of the contract(s). 

b. If a reimbursement voucher contains a resubmission of items of cost or fee that were 
previously suspended by DCAA Form 1, the contractor will show each such item as a sepa
rate line item on its SF 1035 (or equivalent) in the current period column of the section enti
tled "Contract Reserves and Adjustments" (see DCAAP 7641.90). A final audit determina
tion on all suspended items will be made by the auditor prior to or at the time the completion 
voucher under the contract or subcontract is processed and the contract closing statement is 
issued. 

6-908 Contractor's Request for Reconsideration or Claims of Disapproved Costs 

a. Following the issuance of a DCAA Form 1, the contractor may: 
(1) request the cognizant ACO in writing to consider whether the unreimbursed costs 

should be paid and to discuss the findings with the contractor; and/or 
(2) submit to the ACO a claim for disapproved costs in accordance with FAR 33.2 

(Disputes and Appeals). 
Arrangements should be made for ACOs to notify the auditor promptly of any claims they 
may receive. The ACO will normally make a written determination as promptly as practica
ble on contractor written requests for reconsideration, but when a formal claim is filed, the 
ACO should make a final decision within 60 days. If a contractor disagrees with the ACO’s 
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final decision regarding a claim, the contractor may appeal the decision to the ASBCA or the 
Court of Federal Claims. 

b. Written determinations or final decisions may sometimes involve complex issues and 
significant dollar amounts. Moreover, they may have an impact far wider than the particular 
transaction at issue. Generally, the ACO will seek legal counsel and advice from others, in
cluding the auditor. In these cases, the auditor shall cooperate with the ACO by furnishing 
any additional information and audit explanations necessary to permit him or her to reach a 
conclusion. In the event the ACO does not sustain the contract auditor's cost disapproval, 
DoD Instruction 7640.02 requires the ACO to comply with the documentation and review 
procedures prescribed by his/her DoD component prior to final disposition of the disap
proved cost (see 15-603). In this connection, DCMA procedures are stated in Chapter 6.6 of 
DLAD 5000.4. 

c. When a claim of disapproved costs is decided, in whole or in part, in the contractor's 
favor, the ACO may advise the contractor to resubmit on its next public voucher the amount 
determined acceptable by the ACO. The amount of the resubmission shall be shown as a 
separate item in the section on the SF 1035 headed "Contract Reserves and Adjustments" 
(see DCAAP 7641.90). The ACO's decision sustaining the contractor's claim will be retained 
in the audit file with the auditor's copy of the resubmission voucher as supporting documen
tation. 
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Figure 6-9-1 

DCAA Form 1
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Figure 6-9-1 
DCAA Form 1 (cont.) 
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Figure 6-9-1 

DCAA Form 1 Instructions
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6-1000 Section 10 --- Responsibilities for Processing and Approval of Interim and 
Completion/Final Cost-Reimbursement Vouchers 

6-1001 Introduction 

This section provides information on the audit responsibilities for the processing and 
approval of the contractor's interim and completion reimbursement vouchers. Additional 
guidance on terminated cost-type contracts and processing of non-DoD reimbursement 
vouchers is contained in 12-400 and 15-100, respectively. 

6-1002 General 

a. Contractors submit reimbursement vouchers or invoices (herein referred to as vouch
ers) to obtain interim and final payment under cost-reimbursement, time-and-materials and 
labor-hour contracts and the cost-reimbursement portions of fixed price contracts. A cost-
reimbursement type contract provides for payment to the contractor of the allowable costs 
incurred in performing the work or services prescribed in the contract. This type of contract 
specifies an estimate of total cost for the purposes of: 

(1) obligating funds and 
(2) establishing a cost ceiling which the contractor may not exceed, except at its own 

risk, without the approval of the contracting officer. 
b. The contract may also provide for the payment to the contractor of a fixed fee, or a 

target fee subject to subsequent incentive adjustment dependent upon prescribed contract 
performance or cost factors. Conversely, a cost-sharing contract may limit reimbursement to 
the contractor to an agreed portion of the total allowable costs, and provide for the remaining 
portion to be absorbed by the contractor in consideration of expected compensating benefits. 
A time-and-materials contract provides for acquiring supplies or services on the basis of: 

(1) direct labor hours at specified fixed hourly rates that include wages, indirect ex
penses, and profit; and 

(2) materials at cost, including material handling costs, if appropriate. 
A labor-hour contract is a variant of the time-and-materials contract, differing in that materi
als are not supplied by the contractor. The various types of contracts described above are 
hereafter referred to as cost-reimbursement type contracts for purposes of this section and are 
more fully explained in FAR Part 16, Subparts 3, 4, and 6, plus applicable supplements. 

c. A fixed price contract obligates the contractor to complete physical performance of the 
contract at the stipulated price(s). The failure to complete performance subjects the contrac
tor to possible Government termination for default. Under a cost-reimbursement type con
tract, however, although the contractor is expected to use its best efforts to complete perfor
mance, the contractor is not obligated to continue performance under the contract if it 
involves the incurrence of costs in excess of the estimated total cost stated in the contract. 

6-1003 Responsibility for Examination and Approval of Reimbursement Vouchers 

a. The authority and responsibility for audit examination and approval for payment of 
contractors' claims (public vouchers) under cost-reimbursement type contracts are set forth 
in Department of Defense Directive No. 5105.36, subject: Defense Contract Audit Agency 
(see 1-1S1) as implemented in FAR 42.803(b), DFARS 242.803(b) and other applicable 
supplements. 
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b. Under cost-reimbursement contracts, the cost-reimbursement portion of fixed 
price contracts, letter contracts that provide for reimbursement of costs, time-materials 
contracts, and labor-hour contracts, the contract auditor is the authorized representative 
of the contracting officer to: 

(1) receive reimbursement vouchers, interim rate adjustment vouchers, and final 
rate adjustment vouchers directly from contractors, 

(2) approve for payment vouchers found acceptable, 
(3) reject vouchers found not acceptable for payment, and 
(4) authorize direct submission of vouchers to Government disbursing offices for 

contractors with adequate billing systems (see 6-1007) and (4) suspend payment of 
questionable costs (see 6-905). 
When required, the auditor will assure that completed vouchers are forwarded to the 
cognizant disbursing officer for payment. 

c. If the evaluation of a voucher raises a question regarding the allowability of a cost 
under the contract terms, the auditor, after informal discussion as appropriate, will issue 
a DCAA Form 1, "Notice of Contract Costs Suspended and/or Disapproved". Guidance 
on the preparation and submission of DCAA Form 1 is contained in 6-900. The Form 1 
will be submitted simultaneously to the contractor and the disbursing officer, with a 
copy to the cognizant contracting officer, for deduction from current payments with 
respect to costs claimed but not considered reimbursable. If the contractor disagrees 
with the deduction, it may (1) submit a written request to the cognizant contracting of
ficer to consider whether the unreimbursed costs should be paid, (2) file a claim under 
the Disputes clause, or (3) do both. The contracting officer may direct the auditor to 
issue a Form 1 for any cost that he or she believes should be suspended or disapproved. 
The preparation of a DCAA Form 1 may also result in the auditor rescinding the con
tractor’s authority to submit vouchers directly to Government disbursing offices (see 6
1007). 

d. The auditor will approve separate fee vouchers and fee portions of vouchers for 
provisional payment in accordance with the contract schedule and any instructions from 
the administrative contracting officer (ACO). 

e. Completion vouchers will be forwarded to the ACO for approval after audit as 
prescribed in 6-1009.1b. 

f. The primary purpose of the examination and approval of interim public vouchers 
is to provide reasonable assurance that the amounts claimed are not in excess of that 
which is properly due the contractor in accordance with the terms of the contract. The 
extent of audits of individual interim vouchers should be based upon the contractor's 
integrity, its financial condition and the adequacy of its internal management controls 
and procedures. It is not intended that interim public vouchers submitted by contractors 
under cost-reimbursement type contracts be individually audited except in those very 
unusual instances where the auditor has concluded that he or she cannot place reasona
ble reliance upon the contractor's cost representations or billing procedure (maximum 
control risk). Guidance pertaining to the auditor's examination of the internal control 
structure is provided in Chapter 5 and 6-1006, guidance pertaining to audits of interim 
public vouchers is provided in 6-1008 and guidance regarding completion vouchers is in 
6-1009. 
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6-1004 Preparation and Submission of Reimbursement Claims by Contractors 

a. Cost-reimbursement type contracts provide that the contractor may submit periodic 
claims for reimbursement of costs and fee on Government public voucher forms SF 1034 
and SF 1035 or their equivalent. Detailed information concerning the preparation, submis
sion and processing of these forms is presented in DCAAP 7641.90. This pamphlet is 
available on the Defense Contract Audit Agency’s public web site at http://www.dcaa.mil. 
For contractors utilizing Wide Area Workflow for the submission of interim payment re
quests on cost-type, T&M and labor hour contracts, the “Cost Voucher” is the equivalent 
of the SF 1034. Data equivalent to the SF 1035 must be included in a separate electronic 
file and attached to the cost voucher in WAWF, unless the contractor has been authorized 
to submit interim vouchers directly to the payment office under the direct bill program. 

b. Audit offices receiving requests from contractors for public voucher forms will advise 
contractors that they may be obtained from the appropriate ACO or from the Government 
Printing Office at nominal cost. 

c. Contractors' interim reimbursement claims will be forwarded for payment to the dis
bursing officer after appropriate review and approval by the auditor to insure that such pay
ments are consistent with the terms of the contract. However see 6-1007 for contractor direct 
submission of interim vouchers to Government paying offices. These interim payments are 
provisional in nature and are subject to retroactive adjustment upon the determination of the 
allowability of costs claimed. The allowable cost and payment clause at FAR 52.216-7 con
tained in each cost-reimbursement type contract states in part: "At any time or times before 
final payment, the Contracting Officer may have the Contractor's invoices or vouchers and 
statements of cost audited. Any payment may be: 

(1) reduced by amounts found by the Contracting Officer not to constitute allowa
ble costs or 

(2) adjusted for prior overpayments or underpayments." A similar clause is con
tained in time-and-materials and labor-hour contracts (FAR 52.232-7). 
Guidance concerning the review and processing of interim vouchers is provided in 6-1007 
and 6-1008. 

d. Upon completion of the contract, the contractor is required to submit a voucher des
ignated as "completion voucher" together with such other documents as are prescribed by 
the contract. Approval and payment by the Government of the contractor's completion 
vouchers constitutes complete and final payment to the contractor, except for any items 
reserved by qualification of the contractor's Release of Claims. Detailed instructions rela
tive to submission and processing of these documents are included in DCAAP 7641.90 
and 6-1009. 

6-1005 Determination of Allowable Costs Under Cost-Reimbursement Vouchers 

a. Each cost-reimbursement type contract provides that the allowable costs of perform
ing the contract will be determined in accordance with the contract cost principles and 
procedures stated in that part of FAR Part 31 and applicable supplements which is appro
priate for the type of contractor organization and work to be performed. Advance agree
ments or other provisions relating to the allowability or allocability of special or unusual 
items or categories of costs may also be incorporated into the contract when determined to 
be in the Government's interest. This is to avoid possible subsequent disagreements re
garding the reasonableness or allocability of allowable costs. Therefore, it is important that 
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each contract be reviewed to determine its specific requirements and contractual terms and 
conditions. (See guidance on reviewing contract provisions in 3-300.) 

b. Audits of contractors performing substantial Government business will normally be 
made on a comprehensive basis, as contrasted with a contract by contract approach. The 
auditor will thus evaluate whether an audit of the contractor's internal control structure 
would be more efficient or economical than transaction testing to reach an opinion on the 
accuracy and reliability of the contractor's records and cost representations. This decision 
should be documented in the permanent file. Accordingly, the guidance throughout CAM, 
particularly Chapters 5 through 8, will be used to perform the audit of contract costs. The 
nature and extent of audit effort required when the comprehensive approach is not taken 
will be influenced by such factors as the contract amount, the cost elements involved, the 
nature of the work performed, the contractor's financial position, prior audit experience 
with the contractor, and the extent of any probable cost disapprovals. See 6-1006 for guid
ance regarding minimum steps required when audit experience with the contractor is lim
ited. The extent of audit effort performed on individual vouchers under the comprehensive 
approach will depend upon the adequacy of the internal control structure, assessed control 
risk and the internal control weaknesses as identified in the permanent file. Guidance on 
internal control system audits, assessing control risk and designing substantive testing is 
provided in Chapter 5. 

c. The requirements for preparing reimbursement claims are included in each cost-
reimbursement, T&M or Labor-Hour contract, by the clause(s) FAR 52.216-7, Allowable 
Cost and Payment and/or 52.232-7, Payments under Time-and-Materials and Labor-Hour 
Contracts and by other special clauses such as withholding clauses, precontract clauses 
and overtime premium clauses as explained in 3-300. 

d. When the contractor's billing system is not adequate for audit reliance upon reim
bursement claims, the auditor will discuss the deficiencies with the contractor. If the con
tractor does not take corrective action promptly, the auditor will conduct sufficient trans
action testing to quantify the Government's exposure to premature or excessive payments 
and issue a DCAA Form 1 to suspend such costs until the contractor establishes accepta
ble billing procedures. Guidance pertaining to the preparation and issuance of Form 1s is 
contained in 6-900. There may be cases when the procedures are adequate except for cer
tain types of cost, such as inadequate procedures for the billing of items or services pur
chased directly for contracts. If the auditor cannot determine whether all of the billed costs 
are eligible for reimbursement without the expenditure of undue time and effort, the sus
pension should be confined to only those costs affected by the inadequate procedures. On 
contracts awarded by a Government agency outside of the DoD, the auditor will follow the 
procedures prescribed by that agency (see 15-100). 

6-1006 Evaluation of Contractor's Procedures for Preparing Reimbursement Claims 

a. Chapter 5 discusses the controls that should be in place in an adequate system. These 
include management review and approval, controls over reconciliation of recorded and 
billed costs, adjustment of cost and rates, exclusion of nonbillable costs, timely payments, 
subcontractor's financing payments (progress payments, performance-based payments and 
commercial financing payments), preparation of estimates to complete, loss contract pro
cedures and calculation of fixed fee and time-and-materials withholds. Normally, these 
controls will be tested, after considering the contractor's monitoring and testing, to the 
extent necessary to assure the system is adequate, during the audit of the billing system 
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and related internal controls. (See Chapter 5 for guidance on the audit of the internal con
trol structure, assessing control risk and designing substantive testing.) In evaluating the 
acceptability of a contractor's procedures for preparation of reimbursement claims, as a 
minimum perform the following audit steps, especially when audit experience with the 
contractor is limited. Additional effort may be required if the contractor has a preponder
ance of high-risk contract types. 

(1) Determine whether a billing record, cost subledger, or other auditable billing 
system is maintained for all contracts providing for reimbursement of cost. Ascertain 
whether the record is reconciled for each accounting period by elements of cost with the 
applicable contract job order in the work-in-process ledger. 

(2) Determine whether the billing procedures provide for the costs of items or ser
vices purchased directly for the contracts to be claimed for reimbursement only if the costs 
will be paid in accordance with the terms and conditions of the subcontract or invoice and 
ordinarily will be paid within 30 days of the contractor’s payment request to the Govern
ment. Evaluate whether the contractor adheres to the requirement that accrued costs of 
items or services purchased directly for the contract claimed for reimbursement, are ordi
narily paid within 30 days of the submission of the contractor’s payment request. For this 
purpose, canceled checks may be examined on a limited basis for indications of recurring 
instances where the dates for payment of accrued costs claimed for reimbursement are 
within 30 days of the payment request. However, this procedure should be performed only 
when the auditor cannot satisfy himself or herself by a systems audit or by other means 
that such payments are made ordinarily within 30 days of the payment request to the Gov
ernment. In the case of claims for progress payments made to subcontractors, verify that 
the subcontracts require computation of progress payment amounts on the basis of cost 
standards similar to those stated in 6-1005c. 

(3) Determine that overhead and G&A expenses are calculated on the basis of bill
ing rates acceptable to the cognizant auditor or contracting officer. As stated in FAR 
42.704, the contracting officer or auditor responsible for determining the final indirect cost 
rates ordinarily shall also be responsible for determining the billing rates. If there are no 
current established billing rates, follow the procedures contained in 6-700 to determine 
billing rates. 

(4) Verify that the contractor has procedures established to ensure costs incurred in 
the performance of the contracts which it is delinquent in payment for, are not included in 
interim vouchers. The contractor’s aging of accounts payable may be used as part of its 
procedures. 

(5) Verify that the contractor has procedures established for interim vouchers 
under cost-reimbursement contracts that include fixed-fee withholds as required by the 
contracts. (See FAR 52.216-8 for typical fee withhold clauses that may be used.) 

(6) Verify that the contractor has procedures established to ensure that 5 percent of 
the billable labor costs, not to exceed a total of $50,000 per contract, are withheld from 
interim vouchers for time-and-materials or labor-hour contracts, if contractually required 
(FAR 52.232-7). 

b. As discussed in 5-1105.b(4), the results of audits of other systems impact the scope 
of the billing system audit. If the following steps have not been performed in the material 
and labor system audits, the auditor should perform them, considering the contractor's 
monitoring efforts, during the billing system audit: 

(1) Verify that charges for material issued from the contractor's inventory for use on 
the contracts are identifiable on the billing record and are supported by journal vouchers 
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recording issuance of contractor-owned material. Determine whether individual items of 
material can be traced to the issue document and whether item pricing conforms to ac
ceptable practice and the contractor's established policy. Verify that the material is issued 
for current use on the contract and not merely issued to an intermediate holding area for 
the purpose of obtaining reimbursement. 

(2) Verify that weekly and/or biweekly direct labor entries in the billing record are 
based on the source documents for the journal vouchers distributing salaries and wages for 
the accounting period. Verify that any labor adjustments appearing in the billing record are 
supported by correction or reclassification journal vouchers. Verify, in a similar manner, 
incurred cost entries for direct travel and other direct in-house cost. 

6-1007 Direct Submission of Interim Public Vouchers to Disbursing Offices (Direct 
Billing) 

DFARS 242.803(b)(i)(C) and NASA FAR Supplement 1842.803(b)(1)(D) allow the 
contract auditor, acting as the representative of the contracting officer, to authorize contrac
tors that maintain adequate billing systems to submit interim public vouchers directly to 
Government disbursing (paying) offices. Contractors that maintain billing systems which 
meet the criteria in 6-1007.2 will be eligible to submit interim vouchers directly to Defense 
Finance and Accounting Service (DFAS), National Aeronautics and Space Administration 
(NASA), Maryland Procurement Office (MPO) and U.S. Army Corps of Engineers 
(USACE) paying offices. Contractors will continue to submit final vouchers on each contract 
to cognizant FAOs to assist in closing out contracts. In WAWF, when a contractor submits a 
final voucher, the voucher is routed directly to the ACO for action and a copy is placed in the 
DCAA “History” folder within WAWF. It is Agency policy to obtain the maximum contrac
tor participation in the direct submission (direct billing) of interim vouchers program. FAOs 
should actively work with contractors to eliminate billing system deficiencies and encourage 
contractor participation in the direct billing program. The direct billing program will reduce 
the administrative effort (both Government and contractor) related to interim public vouchers 
processing for contractors with adequate billing systems. 

6-1007.1 Coordination with Contracting Officers and Paying Offices 

Close coordination among FAOs, contracting officers and paying offices is neces
sary to effectively implement and operate the direct billing program. Contracting offic
ers and paying offices should be notified when FAOs authorize contractors to partici
pate in the direct billing program. If the authorization to direct bill is rescinded, 
immediately notify the cognizant contracting officer and paying office and update the 
DMIS CAGE Code(s) Table to reflect the current direct billing initiative code. In 
WAWF, contractor cost vouchers are routed directly to the payment office (under the 
direct billing program) based on the contractor’s CAGE Code(s) and related direct bill
ing data obtained daily from DMIS. See 6-1007.8 for supplemental requirements regard
ing MPO contracts. 
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6-1007.2 Criteria for Adequate Billing Systems – Major Contractors 

A contractor may be authorized for direct submission of interim vouchers when an 
audit of its billing system and related internal controls (see 5-1100) find the system to 
be adequate and the contractor meets the following criteria. The contractor must: 

a. Submit timely indirect incurred cost proposals in compliance with FAR 52.216-7, 
Allowable Cost and Payment contract clause. The requirement to submit indirect incurred 
cost proposals in a timely manner also includes all corporate or intermediate level submis
sions used to allocate costs to divisions for establishment of final indirect rates (see 6
706.3). FAR 52.216-7(d) requires the contractor to submit its incurred cost proposal with
in the six-month period following the expiration of the contractor’s fiscal year. Reasonable 
extensions may be requested in writing by the contractor and granted in writing by the 
contracting officer. The auditor does not have the authority to grant an extension even in 
cases where the indirect rates are audit determined. 

b. Submit final vouchers for physically complete cost-type contracts within 120 days 
(or longer if approved in writing by the Contracting Officer) after settlement of the final 
annual indirect cost rates for all years of a physically complete contract in compliance 
with FAR 52.216-7(d)(5). 

6-1007.3 Criteria for Adequate Billing Systems – Nonmajor Contractors 

When the ICAPS process is not used to evaluate a contractor’s billing system internal 
controls (see 5-111, Auditing Internal Controls at Nonmajor Contractors), the auditor may 
authorize direct submission of interim vouchers if the contractor meets the following crite
ria. The contractor must: 

a. Maintain an accounting system acceptable for Government contract costing. The 
suitability of a new contractor’s accounting system for Government contract costing is 
normally evaluated as part of an overall “Preaward Survey” conducted by the contracting 
officer in accordance with FAR 9.106. For billing purposes, the billed costs must be rec
oncilable to the cost accounting records. 

b. Establish billing rates in accordance with FAR 42.704. FAR 42.704(b) requires 
the contracting officer or auditor to establish billing rates based on information resulting 
from recent audits, previous audits or experience, or similar reliable data or experience 
of other contracting activities. 

c. Maintain cumulative allowable costs by contract to support the preparation of inter
im and final vouchers. Cumulative costs are necessary to assure that the cumulative 
amount billed does not exceed the total estimated ceiling costs on the contract and/or the 
current contract maximum funding levels. 

d. Adjust billing rates, in accordance with FAR 42.704(c), to reflect actual year-end 
allowable costs. At the end of the fiscal year, the contractor should compare the recorded 
allowable rates to the billing rates to determine if the billing rates should be adjusted. If 
there is a significant difference between billing and actual rates, billings should be adjust
ed as soon as possible to reflect either: 

(1) the additional amount due the contractor (if the billing rates are lower than actu
als), or 

(2) credit due the Government (if the actual rates are lower). 
The adjustment to billings can be submitted on a separate voucher(s) or if appropriate on 
the next voucher(s) submitted for ongoing contracts. 
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e. Brief contracts to assure that billings accurately reflect special cost limitations con
tained in contracts. Each contract brief should contain the specific billing requirements 
and limitations contained in the contract. 

f. Submit final year-end indirect incurred cost proposals in accordance with the Allow
able Cost and Payment clause (FAR 52.216-7) contained in cost type contracts. 
FAR 52.216-7 requires these incurred cost proposals to be submitted within 6 months after 
the expiration of the contractor’s fiscal year. Reasonable extensions may be requested in 
writing by the contractor and granted in writing by the contracting officer (FAR 52.216
7(d)). The auditor does not have the authority to grant an extension even in cases where 
the indirect rates are audit determined. 

g. Submit final vouchers for physically complete cost-type contracts within 120 days 
(or longer if approved in writing by the Contracting Officer) after settlement of the final 
annual indirect cost rates for all years of a physically complete contract in compliance 
with FAR 52.216-7(d)(5). 

6-1007.4 Determining Eligible Contractors. 

FAOs generally should not initiate separate audits to determine contractors’ eligibility 
to directly submit vouchers. Information necessary to make this determination should 
normally be contained in the contractor’s permanent files. For major contractors, the 
ICAPS forms summarize the assessment of contractors’ billing system internal controls 
and are included in the permanent files. Similarly, the permanent files should contain the 
information necessary for FAOs to identify eligible nonmajor contractors. 

6-1007.5 Notification Procedures 

a. When an FAO determines that a contractor is eligible to participate in the direct bill
ing program, the FAO will send a letter to the contractor explaining the program and re
questing the contractor’s participation. A copy of the pro forma letter requesting a contrac
tor’s participation is available on the DCAA Intranet and the APPS under Direct Billing 
Letters – Letter Requesting Contractor Participation. A copy of the letter should be sent to 
the cognizant ACO to keep him/her advised of the contractor’s direct billing status. Upon 
receipt of a response from the contractor, the FAO will notify the contractor of its ac
ceptance in the program. A pro forma notification letter is available on the DCAA Intranet 
and the APPS under Direct Billing Letters – Notification Letter to Eligible Contractor. 
The notification letter will include a signed copy of the DCAA authorization memoran
dum, which is explained below. Copies of the notification letter, along with the authoriza
tion memorandum, will be sent to the cognizant ACO and appropriate Government paying 
office(s) identified in the contractor’s response. However, see 6-1007.8 for supplemental 
requirements regarding Maryland Procurement Office (MPO) contracts. Also, see 6
1007.9 for supplemental requirements regarding DFAS – Columbus Paying Offices. 

b. An eligible contractor will be authorized to submit interim vouchers directly to pay
ing offices based on the DCAA authorization memorandum. The memorandum to the 
paying office will be signed by the cognizant FAO manager and state that the contractor: 

(1) has adequate internal controls over its billing system, 
(2) submits its incurred cost proposals in accordance with FAR 52.216-7, and 
(3) submits final vouchers in accordance with FAR 52.216-7(d)(5). 
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Therefore, the contractor is permitted to submit interim public vouchers directly without 
advance DCAA approval. When submitting interim vouchers, the contractor should for
ward one copy of the DCAA authorization memorandum with the voucher, and indicate in 
the signature block on the voucher “Direct Submission Authorized.” A pro forma copy of 
the DCAA authorization memorandum is available on the DCAA Intranet and the APPS 
under Direct Billing Letters – DCAA Authorization Memorandum. 

c. When an eligible contractor does not respond to the FAO letter requesting contractor 
participation in the direct billing program or chooses not to participate in the direct billing 
program, the FAO should contact the contractor in writing and reemphasize the benefits of 
participating in the direct billing program. The FAO should specifically emphasize that 
direct billing results in faster payment, improved contractor cash flow, and eligibility to 
submit interim vouchers via Electronic Data Interchange and/or web invoicing. The letter 
to the contractor should also request that the contractor provide a written response by a 
definite due date as to whether or not it will participate in the direct billing program. A pro 
forma notification letter to contractors that choose not to participate in the direct billing 
program is available on the DCAA Intranet and the APPS under Direct Billing Letters – 
Letter to Eligible Contractors That Choose Not to Participate In The Direct Billing Pro
gram. For those contractors that provide a positive response (i.e., agree to participate in the 
direct billing program), the FAO should send the contractor a notification letter with the 
enclosed DCAA authorization memorandum as outlined in 6-1007.5a. Copies of the noti
fication letter, along with the authorization memorandum, will be sent to the cognizant 
ACO and appropriate Government paying office(s). 

d. If the contractor formally states that it does not want to participate in the direct bill
ing program or does not provide a written response by the requested due date, the FAO 
should discontinue audit procedures to provisionally approve interim vouchers submitted 
by the contractor. The FAO should begin to forward all vouchers to the appropriate 
DFAS, NASA, MPO and/or USACE disbursing office(s) without DCAA signature. The 
FAO administrative voucher clerk should forward with each voucher a DCAA authoriza
tion memorandum for nonparticipating contractors instructing the appropriate disbursing 
office(s) to pay the forwarded vouchers without DCAA signature. A pro forma copy of the 
DCAA authorization memorandum for a contractor that chooses not to participate in the 
direct billing program is available on the DCAA Intranet and the APPS under Direct Bill
ing Letters – DCAA Authorization Memorandum For Eligible Contractors That Choose 
Not To Participate In the Direct Billing Program. Final vouchers will continue to be pro
cessed in accordance with 6-1009. 

e. When the information in the contractor permanent files is not sufficient to determine 
a contractor’s eligibility for direct submission, e.g., a new Government contractor or the 
permanent files clearly indicate that the contractor does not meet certain criteria, the FAO 
will write to the contractor, explain the direct submission program, and provide the con
tractor with a list of the criteria. The FAO will also explain what information is needed 
and/or which criteria the contractor did not meet. The contractor will be given the oppor
tunity to provide the FAO with the additional information needed to demonstrate that it 
meets the criteria, or explain what it plans to do to meet the criteria. An example of a letter 
to a contractor covering these situations is available on the DCAA Intranet and the APPS 
under Direct Billing Letters – Notification Letter to Ineligible Contractor. Upon receipt of 
additional information from the contractor, the FAO will determine if the contractor is 
eligible to participate. If additional audit procedures are necessary to verify provided in
formation, the audit procedures should normally require minimal audit effort. 
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6-1007.6 Contractor Continued Participation in the Direct Billing Program 

a. A contractor’s continued participation in the direct billing program will be based on 
the results of our ongoing surveillance of contractors’ billing systems. Auditors will con
tinue to audit major contractors’ billing system internal controls based on documented risk 
assessments (see 5-103, General Audit Policy). For those nonmajor contractors’ internal 
controls that are evaluated using the guidance contained in 5-111, Auditing Internal Con
trols at Nonmajor Contractors, audits to determine whether the contractor’s billing system 
internal controls continues to meet the direct submission criteria should normally be in
cluded as part of the annual incurred cost audit. 

b. FAOs will perform annual testing of the contractor’s eligibility for direct bill program. 
As part of that audit program the testing of paid vouchers should use the audit procedures 
outlined in 6-1006, Evaluation of Contractor’s Procedures for Preparing Reimbursement 
Claims, to ascertain whether continued reliance can be placed on contractors’ internal con
trols for the preparation of public vouchers. The sampling plan used to test paid vouchers 
should be documented and updated annually. The procedures reviewed and number of 
vouchers selected will be based on the results of internal control audits. An FAO with nu
merous nonmajor contractors may select and test paid vouchers from several of its contrac
tors. The FAO is not required to annually test the contractor’s eligibility for direct bill pro
gram for all of its nonmajor contractors. 

c. FAOs have the option of performing the annual testing of the contractor’s eligibility 
for direct bill program as part of another audit or as a separate assignment. When the an
nual testing of the contractor’s eligibility for direct bill program is performed as part of 
another audit, the auditor should prepare a memorandum for record (MFR) specifically 
identifying the audit assignment number and specific working papers where the required 
audit procedures were performed, thereby documenting the decision to allow the contrac
tor to continue to direct bill. When the annual testing of the contractor‘s eligibility for 
direct bill program is performed as a separate assignment, the auditor should use the 
standard audit program and establish a separate assignment under DMIS activity code 
11015. 

6-1007.7 Rescinding the Authority to Direct Bill 

a. The FAO may rescind the contractor’s authorization to direct bill if: 
(1) The contractor fails to submit its indirect incurred cost proposals in compli

ance with FAR 52.216-7, Allowable Cost and Payment clause; 
(2) An audit report is issued to the ACO citing significant internal control defi

ciencies; 
(3) A DCAA Form 1 or NASA Form 456, Notice of Contract Costs Suspended 

and/or Disapproved, has been prepared for issuance; 
(4) The contractor fails to apply approved billing system procedures in preparing 

invoices or vouchers for direct submission resulting in a deficiency report ; or 
(5) The contractor fails to submit final vouchers in accordance with FAR 52.216

7(d)(5). 
b. Even if one of the foregoing criteria is met, the FAO may not be required to re

scind the authority to direct bill depending upon the circumstances. For example, the 
FAO may prepare a DCAA Form 1 that applies to only one contract (see 6-903.1). In 
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this instance, the FAO may decide to require the contractor to submit only vouchers for 
the affected contract to DCAA for approval. The contractor may continue to submit 
vouchers on its remaining contracts directly to the disbursing office. However, the prep
aration of a Blanket DCAA Form 1 (see 6-903.2) affecting multiple contracts would 
normally require the rescission of the contractor’s authority to direct bill for all of its 
contracts. 

c. The FAO is required to provide the contractor with a written notice of direct sub
mission rescission. An example of a written notice rescinding the contractor’s authority 
to direct bill is available on the DCAA Intranet and the APPS under Direct Billing Let
ters – Letter Rescinding Authorization to Direct Bill. The FAO will send a copy of the 
written notice to rescind the direct submission authorization to the ACO and the FLA(s), 
if applicable. The FAO will also notify the disbursing office(s) by fax or e-mail within 
24 hours that the contractor’s authority to directly submit interim vouchers is rescinded. 
An example of the message to be sent to disbursing offices is available on the DCAA 
Intranet and the APPS under Direct Billing Letters – Letter to Disbursing Office Re
scinding Authorization to Direct Bill. The contractor’s authorization to direct bill may 
be reinstated whenever the condition causing rescission is resolved. The FAO can rein
state the contractor’s authorization to direct bill by issuing a new DCAA authorization 
memorandum (see 6-1007.5b). 

6-1007.8 Supplemental Requirements for Maryland Procurement Office (MPO) Con
tracts 

a. Because MPO has several contracting officers dealing with the same contractor and 
only one paying office, MPO has requested that FAOs notify only the MPO point of contact 
regarding contractors’ direct billing status. The MPO point of contact will be responsible 
for notifying MPO contracting officers and the MPO paying office regarding the direct 
billing status of contractors. The mailing and e-mail address of the MPO point of contact 
are shown below: 

Maryland Procurement Office 
Attn: Direct Billing 
Suite 6509 
Ft. Meade, MD 20755-6509 
E-mail Address: 

mpo_direct_billing@nsa.gov 
b. The MPO point of contact should be notified when FAOs conclude that contractors are 

eligible to participate in the direct billing program. If the authorization to directly submit 
vouchers is rescinded, immediately notify the MPO point of contact. Close coordination 
between FAOs and the MPO point of contact is necessary to assure the effective implemen
tation and operation of the direct billing program. 

c. MPO procedures require the contractor to send the original interim voucher to the 
MPO paying office with a copy of the voucher to the Contracting Officer’s Representative 
(COR) for each contract. Thus, the notification letter to contractors submitting vouchers 
directly to the MPO paying office should instruct the contractor that a copy of the interim 
voucher should be sent to the paying office with a copy to the COR for each MPO con
tract. 
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6-1007.9 Supplemental Requirements for DFAS – Columbus Center 

DFAS has requested that copies of all direct billing notification letters for paying of
fices under the DFAS – Columbus Center be sent to the following address: 

Defense Finance and Accounting Service 
DFAS Columbus Center 
3990 E. Broad Street, Building 21 
Columbus, Ohio 43213 
Attn: DFAS-CO-JAIQaBb (MAF) 
E-mail Address: CCO-APS-MAF@dfas.mil 

This procedure applies only to the paying offices located at the DFAS – Columbus Center. 
Copies of notifications letters to DFAS paying offices not located at the DFAS – Colum
bus Center should be sent to their respective addresses. 

6-1008 Review and Approval of Interim Public Vouchers Submitted to the Auditor 

a. When contractors are not authorized to submit interim vouchers directly to Gov
ernment disbursing offices (see 6-1007), contractors must submit each voucher to the 
contract auditor for approval. FAOs may receive vouchers from the contractor either in 
paper format or electronically through Wide Area Workflow (WAWF). The directives 
and regulations which establish the authority and responsibility of the auditor relative to 
the processing and approval of public vouchers are discussed in 6-1003. Guidance per
taining to the determination of allowable costs claimed by the contractor in public 
vouchers is contained in 3-3S1, and guidance regarding the clauses in cost reimburse
ment type contracts is contained in 3-300. Contractors are generally dependent upon 
prompt receipt of interim payments under cost-reimbursement type contracts to main
tain a satisfactory financial position. Therefore, as an objective, interim vouchers will be 
reviewed and either: 

(1) approved for payment and forwarded to the disbursing officer or 
(2) returned to the contractor for correction as quickly as possible, but not later 

than five working days after receipt. The auditor’s review of the interim public voucher 
does not constitute an audit. Rather, it is a review of the voucher to verify that the amounts 
claimed are not in excess of that which is properly due the contractor in accordance with 
the terms of the contract prior to approval of provisional payment. Payments on interim 
public vouchers under cost-reimbursement service contracts are subject to the interest 
payment provisions as implemented in the Office of Management and Budget’s regula
tions (5 CFR Part 1315), if they are paid more than 30 days after receipt of a proper 
invoice. Therefore, FAOs should process and send approved interim vouchers to dis
bursing offices for payments as soon as possible. FAOs must also annotate (date-stamp) 
all vouchers with the date the interim vouchers are received by the FAO. The Govern
ment disbursing office will use the FAO annotation date, if necessary, to determine the 
start of the 30-day period used to compute the interest penalty. FAOs should expedite 
reviews of interim vouchers to assist Government disbursing offices in minimizing the 
necessity of paying the interest penalty on interim vouchers submitted under cost-
reimbursement service contracts. 

b. Sampling techniques should be used to select specific vouchers for review. The 
sampling plan and techniques to be used should be documented and updated annually. The 
elements reviewed and number of vouchers sampled will be based on the results of the 
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internal control audits or a decision to transaction test based on identified risk factors as 
documented in the permanent file annually. The selective review of vouchers should be 
considered in cases of financially sound contractors where audit experience indicates their 
internal controls and procedures for accumulating costs and preparing public vouchers are 
acceptable (low to moderate control risk). Audit guidance for determining the adequacy of 
the contractor's procedures for preparing reimbursement claims is in 6-1006 and in Chap
ter 5. The sampling techniques to be used should be approved by the auditor responsible 
for approval of the vouchers. At a minimum, the review of sampled vouchers will include 
the following steps: 

(1) Comparison of the information shown on the voucher with the related infor
mation on the FAO-prepared briefing cards or the contractor-prepared briefing cards if 
reliance can be placed on the contractor's work (see 3-302). 

(2) Verification that amounts claimed for reimbursement of indirect costs are com
puted using the billing rates acceptable to the cognizant auditor or contracting officer. (See 
6-1006a(3)) 

(3) Verification that interim fees claimed are computed by the formula or basis in 
the contract. When the interim fee claim is related to the percentage of physical comple
tion, a statement from the ACO covering this matter should have been submitted with the 
voucher. 

(4) Verification that billable labor costs on time-and-materials or labor-hour con
tracts have been reduced by 5 percent until the maximum withheld amount of $50,000 is 
reached, if contractually required per FAR 52.232-7(a)(7). 

(5) Determination that the voucher has been properly prepared and that payment 
for the items listed on the voucher is not precluded by any contractual provisions. See 6
202 for guidance and special considerations on the reimbursement of selected contract 
terms. 

(6) Test of the mathematical accuracy of extensions and footings. This will nor
mally be done only if past experience with the contractor has revealed weaknesses in its 
billing procedures or if mathematical errors have been otherwise noted. 

(7) If the auditor has not previously verified that the contractor is not delinquent 
in the payment of costs incurred in the performance of its contracts during other as
signments (e.g. 11010, 11015, or 17741), and there are significant material or subcon
tract costs included in the current billings, the auditor should trace selected current costs 
on the voucher (e.g., material, subcontract, or ODC, etc) to cancelled checks or other 
evidence that identifies the date that the payment was made, or is planned to be made 
and the risk that the contractor will not make the payment in the normal course of busi
ness is low. If the contractor is delinquent in paying accrued costs in the ordinary course 
of business, those costs are not reimbursable in accordance with FAR 52.216-7 and the 
voucher should be rejected. If the contractor does not agree to revise the voucher to 
deduct the cost not paid from the current billing, the auditor should issue a DCAA Form 
1 in accordance with CAM 6-900 to suspend the costs and eliminate any overpayments. 

(8) Reconciliation of billed costs to the contractor’s accounting records. [For 
nonmajor contractors, auditors may perform this step on the auditor’s next visit to the 
contractor (after provisional approval of interim voucher(s)) and any adjustments will 
impact subsequent vouchers. For vouchers selected from Time-and-Materials and La-
bor-Hour contracts, auditors should ensure that labor hours and material cost reconcile 
to the contractor’s accounting records.] 
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(9) Contact the Contracting Officer (PCO and/or ACO) and the Contracting Of
ficer’s Representative (COR) to ascertain any known concerns or unusual circumstances 
or risk associated with the COR’s contract performance surveillance responsibilities. 

c. Interim public vouchers shall be provisionally approved by authorized auditors by 
signing the voucher in the space provided. As illustrated in DCAAP 7641.90, the signa
ture, printed name, mailing address, and telephone number of the approving supervisory 
auditor should be typed on the voucher by the contractor. For applicable signature au
thorization policy, see DCAAR 5600.1. For vouchers submitted through WAWF, the 
supervisory auditor provisionally approves the voucher by electronically signing the 
document. 

d. After provisional approval, interim public vouchers shall be forwarded to the 
disbursing officer for payment and subsequent distribution, as annotated on the 
vouchers. In WAWF, vouchers are electronically routed to the disbursing office after 
provisional approval by the supervisory auditor. Amounts provisionally approved on 
public vouchers are subject to the audit of the contractor's records prior to the final 
settlement under the contract. 

e. In the event that the contractor's public voucher contains an error, it should be 
returned to the contractor with a written explanation regarding the error that was found. 
In WAWF, a voucher is returned to the contractor by (i) selecting “Reject to Initiator” 
in the approval section of the voucher and (ii) typing the reason for the rejection in the 
“Comment” field on the “Misc. Info” tab. The auditor can also use the DCAA Form 1 
(see 6-905) to correct errors in public vouchers which involve downward adjustments 
with which the contractor is in disagreement. 

f. By arrangements made with disbursing officers, public vouchers to be returned to 
contractors for correction will be transmitted to the contractor via the cognizant auditor. 
Returned public vouchers should be reviewed to determine the reason for rejection to 
assure that any systemic problems are corrected or if not corrected are used to adjust 
control risk and substantive testing. 

g. Special procedures for processing cost-reimbursement vouchers for non-DoD 
agencies are contained in 15-100. 

6-1009 Processing of Completion/Final Vouchers 

This paragraph provides guidance for the evaluation and processing of comple
tion/final vouchers on completed or terminated cost-reimbursement type contracts and 
subcontracts (see 6-706.1 for additional comments on final rates). When processing 
completion/final vouchers on subcontracts the auditor should also review the guidance 
on assist audits for other contract auditors in 6-802. 

6-1009.1 Receipt-Completion/Final Vouchers 

a. Upon receipt of a completion/final voucher and the accompanying closing documents, 
the auditor will ascertain whether the contract closing data has been forwarded to the ACO in 
a CACWS. In most instances, the CACWS should be acceptable to the ACO to close con
tracts provided the auditor has coordinated this arrangement with the ACO (see 6-711.3). If 
so, the auditor will send the original completion/final voucher and the accompanying closing 
documents to the ACO, by transmittal letter, to expedite settlement procedures. 
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b. If any of the received completion/final vouchers pertain to contracts that have not 
been finalized in a CACWS, the auditor should determine if an evaluation of final voucher 
is required. DFARS 242.803(b)(i)(D) authorizes the contract auditor to review final 
vouchers and send them to the contracting officer. 

c. In WAWF, when a contractor submits a final voucher, it is routed directly to the 
ACO for action and a copy is placed in the DCAA “History” folder within WAWF. 

d. For terminated contracts, the advance copy of the completion voucher will be sub
mitted to the termination contracting officer (TCO) rather than to the ACO. 

6-1009.2 Evaluate-Completion/Final Vouchers 

a. The review of a completion voucher generally constitutes the final audit on the con
tract, since all the costs incurred on the contract should have been audited and cost issues 
resolved through final overhead and direct cost audits. Therefore, if the contractor's inter
nal controls are adequate, the auditor's review of a completion voucher prior to the issu
ance of a contract audit closing statement is primarily administrative in nature. See Chap
ter 5 and 6-1006 above for guidance on the audit of internal controls. The extent and kind 
of testing required based on the audit of internal controls should be available from the 
permanent file and should be documented in the working papers. When transaction testing 
would be more efficient or economical than an audit of the internal control structure, make 
sure this decision is documented in the permanent file and working papers. The following 
procedures should be performed prior to the issuance of the contract audit closing state
ment: 

(1) Complete the audit of the contractor's operations and costs related to the con
tract for final overhead years not completed, including a review of contract provisions for 
any special cost considerations (see 3-302 for information on contract briefing). 

(2) Reach a final audit determination on the allowability of all direct costs claimed 
under the contract by: reconciling the cumulative allowable cost by year to the final over
heads; verifying that exceptions to the direct cost taken during the final overhead audits 
have been deleted from the claim; verifying that exceptions noted in audits in (1) above 
have been deleted from the claim; and, making sure that all auditable subcontracts and 
interdivisional transactions for which assist audits have been requested have been re
ceived, and that the amounts billed by the prime contractor do not exceed the costs accept
ed in the assist audit reports. 

(3) Reach a final audit determination on the allowability of all indirect costs 
claimed by verifying the rates claimed to the audit determined final overhead rates, nego
tiated final overhead rates or approved quick-closeout rates. 

(4) For cost-sharing contracts, ascertain that only the Government percentage of 
allowable costs is recovered. 

(5) Verify the incurred labor hours by category for contracts with level-of-effort 
clauses. Compare the incurred hours to the estimated hours specified in the contract to 
determine if the specified level-of-effort was met. 

(6) For time-and-materials (T&M) and labor-hour contracts, multiply the total labor 
hours incurred by the contractual hourly billing rates and compare to the total labor 
amounts claimed. Compare hours incurred by labor category to those specified in the con
tract. Reconcile claimed to booked material and/or other direct costs and determine that 
the appropriate material handling or G&A rate has been applied to the claimed costs. 
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(7) Review the disposition of ending inventory, if any, keeping in mind that cost-
type ending inventory belongs to the Government, whereas ending inventory from fixed 
price incentive contracts belongs to the contractor. When residual inventory exists, the 
final costs calculated under fixed price incentive and fixed price redeterminable ar
rangements should be net of the fair market value of such inventory. 

(8) Determine that the total costs and fee billed do not exceed the allowable 
amounts and/or funding limitations in the contract. 

(9) Determine that the amount of fixed, award, or incentive fee payable is calculat
ed in accordance with the terms of the contract. Where the contract provides for an incen
tive fee based in part upon performance or quality objectives, the auditor should coordi
nate with the ACO to obtain the information necessary to determine the contract fee. 
Prepare recommendations on incentive fee, if applicable. 

(10) Determine the basic form---completion or term---of the cost-plus-fixed-fee 
contract. A term form cost-plus-fixed-fee contract per FAR 16.306(d)(2), requires the 
contractor to provide a specific level of effort within a definite period of time. The con
tract audit closing statement will state the level of effort expended by the contractor so the 
contracting officer may determine whether an adjustment should be made in the fixed fee 
payable under the contract. 

b. The auditor's signature will not be shown on the completion voucher, since the con
tract audit closing statement expresses the auditor's opinion on the contract as a whole. 

c. The contract audit closing statement will be prepared following the guidance con
tained in 10-900. 

6-1009.3 Timeliness of the Receipt and Evaluation-Completion/Final Vouchers 

As indicated in FAR 4.804-1(a)(3) and applicable supplements, the standard time for 
the closeout of physically completed, cost-reimbursement type contracts by contract ad
ministration and purchasing offices for contracts requiring settlement of indirect cost rates 
is 36 months. The auditor should evaluate the completion/final voucher and issue the final 
voucher evaluation memorandum in sufficient time to permit the ACO and PCO to close 
out such contracts within this time. While a written request for evaluation is not required, 
coordination with the contracting officer is mandatory (6-1009.1b). Where circumstances 
are encountered which delay timely finalization of the evaluation, the auditor should try to 
resolve the condition causing the delay. If the reason for the delay appears to be a systems 
problem, the auditor should report the deficiency to the contractor and the ACO for cor
rective action. Some factors causing delay and guidance to resolve them are discussed in 
the following paragraphs. 

a. Where indirect cost rates are to be settled by audit determination, the auditor should 
assure that issues in contention do not extend over protracted periods of time because of 
discussions with and/or rebuttals from the contractor. If the contractor does not concur in 
the auditor's determination of rates, a DCAA Form 1 should be issued, as provided by 6
900. 

b. Consideration should be given to those circumstances under which it is permissible 
to close out a physically completed contract. Even though the indirect cost rates may not 
have been negotiated or settled by audit determination for the period covering the final 
stage of contract performance, the contract may be closed using the quick-closeout proce
dures described in 6-1010. 
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c. Where the contractor fails to submit the completion/final voucher timely, its respon
sibility to do so should be pointed out by referring to FAR 52.216-7(d)(5), which states: 
"Within 120 days after settlement of the final indirect cost rates covering the year in which 
this contract is physically complete (or longer, if approved in writing by the Contracting 
Officer), the Contractor shall submit a completion/final invoice or voucher to reflect the 
settled amounts and rates." If the contractor continues to be delinquent in submitting the 
completion voucher, the auditor should consider recommending to the ACO that the con
tract be closed out unilaterally. 

d. In those cases where final assist audit reports on interplant billings or cost-
reimbursement type subcontracts have not been issued, the auditor should formally contact 
the assist auditor stressing the urgency of final audit action. If the contractor is responsible 
for the audits, determine the reason for the delay, and if necessary, request the ACO's as
sistance in seeking timely contractor performance. If the audit issuance cannot be expedit
ed, consider requesting assist audits. 

e. Issuance of final voucher evaluation memorandum should not be delayed pending 
receipt of final patent and royalty reports by the contract administration office. It is the 
responsibility of the ACO, as part of the contract close-out process, to ensure that such 
reports are received and cleared. 

f. Special attention is also needed when: 
(1) the contractor does not submit the completion/final voucher after being remind

ed to do so and 
(2) the ACO requests an evaluation in order to unilaterally close out the contract. 

Using 6-1009.2 as a guide, the auditor should determine from the information in the files 
the proper amount payable to the contractor for the contract performance and prepare a 
final voucher evaluation memorandum. The memorandum should be tailored for the spe
cific circumstances and should not refer to the completion/final voucher since there was 
not one. 

6-1009.4 Supplemental Requirements for Maryland Procurement Office Contract 
Closeouts 

a. The Maryland Procurement Office (MPO) has engaged the services of a private firm, 
Omen Inc., Idaho Falls, ID, to effect the closeout and physical retirement of MPO contracts. 
Responses to inquiries from this private firm for contractor information needed to support 
MPO’s closeout effort must be submitted in writing to MPO by e-mail at con
tract_closeout@nsa.gov or fax to (310) 688-2185. MPO will make the determination of what 
material can be released outside of the Government. In order to minimize the risk of disclo
sure of contractor proprietary data to anyone outside of MPO, no potentially privileged in
formation will be furnished orally. This prohibition includes information such as settled 
rates, which may appear to be in the public domain. 

b. A pro forma transmittal, which may be completed manually if desired, is set forth at 
Figure 6-10-1. 

6-1010 Quick-Closeout Procedures 

a. The final fiscal year of the period of performance under a contract is generally less 
than a full fiscal year. The direct and indirect costs incurred on an individual contract, task 
order, or delivery order in the last fiscal year of its performance may be relatively small in 

DCAA Contract Audit Manual 

mailto:contract_closeout@nsa.gov
mailto:contract_closeout@nsa.gov


   
 

  

    
    

     
             

          
        

       
     

   
       

    
   

    
 

       
     

  
 

     
     

   
   

  
  
    

    
 

       
         
         

         
     

        
          

    
   

 
 

            
 

         
     

  
           

6204 February 3, 2016 
116B6-1010 

amount, particularly if the contract, task order, or delivery order is physically completed 
early in the year. In such cases it is generally mutually advantageous to the Government and 
the contractor to close such contracts, task orders, or delivery orders as soon as possible 
without waiting until after the end of the fiscal year and the subsequent final determination 
or negotiation of the indirect expense rates for the entire period. 

b. FAR 42.708 provides quick-closeout procedures which allow the contracting officer 
to negotiate a settlement of direct and indirect costs for a specific contract, task order, or 
delivery order, to be closed in advance of the determination of final direct and indirect 
costs under specified circumstances. The provision for quick-closeout procedures can be 
applied not only to the final fiscal year of a contract, task order, or delivery order but also 
to all other open fiscal years with unsettled direct and indirect costs if the criteria con
tained in FAR 42.708 are met. 

c. To enhance the contract closeout process, FAR 42.708 was revised effective June 
30, 2011. The revised procedures require that the contracting officer negotiate the settle
ment of direct and indirect costs for a specific contract, task order, or delivery order to be 
closed, in advance of the determination of the final direct and indirect costs if the criteria 
in FAR 42.708 are met. The FAR 42.708 criteria for applying quick-closeout procedures 
are: 

(1) the contract, task order, or delivery order is physically complete; 
(2) the total unsettled direct and indirect cost allocable to that contract, task order, 

or delivery order is relatively insignificant. The cost is considered relatively insignificant 
when the total unsettled direct and indirect cost to be allocated to any one contract, task 
order, or delivery order does not exceed the lesser of 
$1 million; or 
10 percent of the total contract, task order, or delivery order amount; 

(3) The contracting officer performs a risk assessment and determines that the use 
of the quick-closeout procedures is appropriate. The risk assessment should include 
• consideration of the contractor’s accounting, estimating, and purchasing systems; 
• other concerns of the cognizant contract auditors; and 
•	 any other pertinent information, such as documented history of Federal Govern

ment approved indirect cost rate agreements, changes to contractor’s rate structure, 
volatility of rate fluctuations during affected periods, mergers or acquisitions, spe
cial contract provisions limiting contractor’s recovery of otherwise allowable indi
rect costs under cost reimbursement or time and material contracts; and 

(4) Agreement can be reached on a reasonable estimate of allocable dollars. 
d. Effective February 1998, FAR 42.703-1(c) was revised to make it clear that quick-

closeout procedures could be used to establish the final price of fixed-price incentive, 
fixed-price redeterminable, and like contracts and awards that: 
•	 require the settlement of indirect costs before final contract prices are established; 

and 
•	 meet the criteria in FAR 42.708 for use of quick-closeout procedures. 

e. Although a written request for an evaluation is not required when the contracting 
officer exercises quick-closeout procedures, the auditor should provide comments regard
ing any contract, task order, or delivery order being considered for quick-closeout if the 
auditor has specific concerns related to the criteria in c. above (e.g. the 10 percent ceiling 
is being approached). The rates recommended should be representative of conditions dur-
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ing the final fiscal year of contract, task order, or delivery order performance. Some alter
native rate sources are: 

(1) the final indirect cost rates agreed upon for the immediately preceding fiscal 
year; 

(2) the provisional billing rates for the current fiscal year; or 
(3) estimated rates for the final fiscal year of contract, task order, or delivery order 

performance based on the contractor's actual data adjusted for any historical disallowances 
found in prior years’ certified final incurred cost proposals. 

f. Because of the small amount of contract costs involved, the use of the quick-closeout 
procedures should result in only an insignificant difference in the amount of direct and 
indirect costs applied to the contract, task order, or delivery order for the closeout period 
as compared with the amount which would be applied if the contract, task order, or deliv
ery order was closed after the final indirect cost rates were established. In addition, the 
chargeback of gains or losses to other contracts is not in compliance with generally ac
cepted accounting principles. Consequently, except for terminated contracts discussed in 
12-407, no adjustment to compensate for any such difference should be made in compu
ting the periodic indirect cost rates to be applied to other contracts performed during the 
period. 

6-1011 Distribution of Public Vouchers 

After provisional approval, interim public vouchers shall be forwarded to the disburs
ing officer for payment and subsequent distribution, as annotated on the vouchers. In 
WAWF, the interim voucher is electronically routed to the disbursing office after provisional 
approval by the supervisory auditor. See 10-905 for distribution of completion vouchers. 
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Figure 6-10-1
 
Pro Forma Transmittal of Contractor Closeout Data to 


Maryland Procurement Office
 

MEMORANDUM FOR	 MARYLAND PROCUREMENT OFFICE, 9800 SAVAGE 
ROAD, FORT GEORGE G. MEADE, MARYLAND 20755 

SUBJECT: Request for Data Concerning Maryland Procurement Office Contract(s) 

The enclosed materials were requested in support of the Maryland Procurement Of
fice’s ongoing process of closeout and retirement of contract actions issued by MPO. The 
request was made by (name and telephone or fax) on (date), and relates to the following 
contractors and contracts: 

Contractor Contract no. 

Inquiries may be directed to (auditor name and telephone) . 

Name 
Title 

Enclosures (# each enclosure) 
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6-10S1 Supplement --- Billing System Examination Considerations for Contract 
Types 

1. General Considerations 
a. Government contracts may arise from negotiation or from formal advertising. Con

tracts resulting from formal advertising must be either firm-fixed-price (FFP) or fixed-
price contracts with economic adjustment and interim payments to the contractor, if any, 
are not based on cost. Audits of contractor billing systems ordinarily do not address poli
cies and procedures for billings on commercial and formally advertised Government con
tracts. 

b. Negotiated contracts are grouped into two broad categories: fixed price contracts and 
cost reimbursement contracts. Fixed price contracts may be firm-fixed-price, fixed-price 
with economic adjustment or fixed price with incentive provisions. Fixed price contracts 
may be eligible for progress payments, which are invoiced on SF 1443, "Contractor's Re
quest for Progress Payment." Progress payments under fixed price contracts are limited to a 
predetermined percentage (the "progress payment percentage" specified in the progress 
payment clause) of the total contract price and do not include profit. Firm-fixed-price level 
of effort (FFP/LOE) contracts are classified as fixed price, but the data submitted on billings 
under such contracts closely resembles that submitted on time-and-materials (T&M) con
tracts in that profit is included in the direct labor billing rates. 

c. Cost-type contracts include cost sharing, cost reimbursement and cost plus fixed fee, 
award fee or incentive fee contracts. Interim payment requests under cost-type contracts 
are submitted on SF 1034, "Public Voucher for Purchases and Services Other Than Per
sonal" and SF 1035, the continuation sheet. Fee may be billed with cost or may be sepa
rately vouchered according to the contract terms, and includes a percentage of the fee up 
to a predetermined limit. T&M and labor hours contracts are also invoiced on SF 1034 and 
1035, but profit is included in the price of a labor hour. Contract types are discussed in 
detail in FAR Part 16. Standard forms are illustrated in FAR Part 53. For contractors uti
lizing Wide Area Workflow for the submission of interim payment requests on cost-type, 
T&M and labor hour contracts, the “Cost Voucher” is the equivalent of the SF 1034. Data 
equivalent to the SF 1035 must be included in a separate electronic file and attached to the 
cost voucher in WAWF. 

2. Special Considerations --- Fixed Price Contracts 
a. It is important to review the contract clauses affecting the contractor's right to receive 

interim payments based on cost. A fixed price contract may require first article approval 
(FAR 52.209-3 or -4) before the contract is eligible for progress payments. Progress pay
ments must be liquidated against deliveries or other billable milestones under the contract 
before any amounts other than progress payments may be paid (FAR 52.232-16(b)). The 
progress payment and liquidation rates are specified on the SF 1443 in items 6a and 6b re
spectively. 

b. The following example will illustrate the computation of allowable interim pay
ments under a fixed price contract which is not in an overrun status. Assume that the con
tract requires the delivery of 5 widgets over a two-year period at a unit price of $10,000; a 
total contract value of $50,000 (5 x $10,000); that the liquidation rate is 80% and the pro
gress payment rate is 80%. The contractor invoices the widgets as they are delivered. 
There is no standard form for invoicing deliveries. If at the time the first article is deliv
ered the contractor has incurred $12,000 of eligible progress payment costs and invoiced 
them on SF 1443s, it will have received $9,600 (80% x $12,000) of unliquidated progress 
payments. The Government liquidates $8,000 (80% x $10,000) of this against the first 
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article, leaving an unliquidated balance of $1,600. The contractor will bill the Government 
and receive a payment of $2,000 ($10,000 - $8,000). 

c. The contractor is required to report an estimate to complete on SF 1443, item 12b. 
The instructions to SF 1443 require that this estimate shall be made not less frequently 
than every six months. FAR 32.503-6(g) requires that if the estimated costs are likely to 
exceed the contract price, the contracting officer shall calculate a loss ratio factor and ad
just future progress payments to exclude the element of loss. Audit steps for evaluation of 
the contractor's estimate to complete and a matrix for computation of the loss ratio factor 
appear in the standard audit program for progress payment audits. 

d. In addition to verifying that billed costs include only amounts properly recorded 
and, where required, paid in accordance with an approved cost accounting system, a bill
ing system survey at a location having significant progress payment billings must include 
a review of the policies, procedures and controls for: 

(1) Identifying requisite billing data (progress payment and liquidation percentages, 
first article approval, billing frequency, etc.). 

(2) Assuring compliance with contractual billing conditions. 
(3) Preparing and updating estimates to complete. 
(4) Timely computation of loss ratio and progress payment reduction when appro

priate. 
3. Special Considerations --- Flexible Fixed Price and Fixed Price-Level of Effort Con

tracts 
As with FFP contracts, progress payments under fixed price incentive (FPI) contracts 

are made in accordance with FAR 52.232-16. From an interim billing standpoint, FPI con
tracts differ from FFP only in the profit computation. They must be audited prior to final 
payment because the incentive profit is based on a comparison of the actual to the target 
cost. In an FFP/LOE contract, the deliverable product is the labor hour. Accordingly, such 
contracts rarely provide for progress payments based on cost. In reviewing billing systems 
at contractor locations having a significant volume of FFP/LOE work, treat these contracts 
as if they were T&M. 

4. Special Considerations --- Cost-type Contracts 
a. Because the Government assumes a higher percentage of risk under cost reimburse

ment type contracts and because such contracts may contain any number of special provi
sions affecting billings (ceiling rates, unallowable or unallocable cost elements, key per
sonnel, fee billing and retention, etc.), the accounting and billing system requirements for 
such contracts are more stringent than for FFP and FPI contracts. Cost-type contracts per
mit inclusion in the periodic billing of all allowable and allocable paid costs and certain 
recorded but unpaid costs which do not exceed the contract ceiling or funding limitation, 
reduced by the contractor's percentage in the case of a cost-sharing contract; and such 
costs are provisionally reimbursed in full, subject to subsequent audit. Fee billings may be 
vouchered with cost or separately, depending on the contract terms which frequently pro
vide for a fee retention pending contract completion and closeout. 

b. In addition to verifying that billed costs include only amounts properly recorded 
and, where required, paid in accordance with an approved cost accounting system, a bill
ing system survey at a location having significant cost-reimbursable work must include a 
review of the policies, procedures and controls for: 

(1) Identifying requisite billing data (type of fee, billing procedures, including re
quired supplemental data, frequency etc.). 

DCAA Contract Audit Manual 



    
  

  

    
 

   
 

   
    

 
    

 
     
           

   
 
 

  
             

  
 

    
            

   
          

  
 

    
     

  
  

        

    
  

  
  

  
  

  
  

 

February 3, 2016 6209 
119B6-10S1 

(2) Assuring that appropriate controls for briefing contracts and adhering to con
tract provisions and contract ceilings are in place and functional. 

(3) Monitoring progress under the contract to provide the data required by FAR 
52.232-20b (the Limitation of Cost clause). 

(4) Promptly adjusting indirect billing rates for revised budgetary data. 
(5) Where applicable, promptly adjusting prior billings to reflect final rates and 

direct cost disallowances. 
(6) Including Form 1 suspensions on subsequent vouchers as an offset to cumula

tive billed cost. 
5. Special Considerations --- T&M and Labor Hours Contracts 
a. T&M and labor hours contract costs are vouchered on an SF 1034 (“Cost Voucher” 

in WAWF) and 1035 (or equivalent data submitted in WAWF). They are a mixed contract 
type, since labor is billed at price and other direct costs (ODCs) are billed at cost. T&M 
and labor hours contracts provide for billing direct labor hours at predetermined category 
rates which include all applicable burden and profit, and bill ODCs (and direct materials 
on T&M contracts) at cost plus applicable burden. These contracts permit billings up to a 
stated percentage of the contract value, and may or may not require that each invoice be 
adjusted to the limitation percentage. 

b. T&M and labor hours contracts contain an inherent risk so high that they may be 
used only after the contracting officer executes a determination that no other contract type 
is suitable. Nevertheless, at many locations this least favored contract type constitutes a 
substantial percentage of the workload. A billing system audit is not the best place to iden
tify and correct control weaknesses which arise under this contract type. Refer to 6-204. 

c. It is quite common for the contract to specify labor categories which do not coin
cide with the contractor's established labor classifications. Ideally, the contract itself 
will specify the required skills and experience for each billable labor category. When 
this is not the case, the contractor's proposed classifications determine the propriety of 
employee classifications to contract categories by operation of the Order of Precedence 
clause (FAR 52.215-8). The contractor's labor distribution system should input incurred 
labor hours by contract category to the billing system, and the controls preventing mis
classification of employees should be reviewed as a part of the labor controls. If these 
controls do not exist, or have not been evaluated, they must be evaluated as a part of the 
billing system audit. 

d. In addition to review of the controls affecting cost-reimbursable billings, review of a 
billing system which processes a significant volume of T&M, labor hour, or FFP/LOE 
contracts must verify that controls are in place which assure: that billings include only 
actual labor hours per the labor distribution; that each billed hour is assigned to its proper 
category; and that categories are billed at the correct contractual rate. 
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CHAPTER 8 

8-000 Cost Accounting Standards 

8-001 Scope of Chapter 

This chapter presents guidance for implementing DCAA responsibilities in connection 
with the Cost Accounting Standards Board (CASB) Rules, Regulations, and Standards. The 
CASB Rules, Regulations and Standards (48 CFR Chapter 99) are included in the FAR as 
Appendix, Cost Accounting Preambles and Regulations, and are available on the Defense 
Acquisition Portal web site at https://dap.dau.mil. 

8-100 Section 1 --- Overview - Cost Accounting Standards Board (CASB) Rules 
and Regulations 

8-101 Introduction 

This section provides the legal background and purposes of implementing the Cost 
Accounting Standards, including the rules and regulations, and audit responsibilities in 
implementing Section 26 of the Federal Procurement Policy Act, Public Law 100-679 
(41 U.S.C. 1501-1506, formerly 41 U.S.C. 422). 

8-102 Background 

8-102.1 Establishment of Cost Accounting Standards Board (CASB) 

a. The original CASB was established in 1970 as an agency of Congress in accord
ance with a provision of Public Law 91-379. It was authorized to (1) promulgate cost 
accounting standards designed to achieve uniformity and consistency in the cost ac
counting principles followed by defense contractors and subcontractors under Federal 
contracts in excess of $100,000 and (2) establish regulations to require defense contrac
tors and subcontractors, as a condition of contracting, to disclose in writing their cost 
accounting practices, to follow the disclosed practices consistently and to comply with 
duly promulgated cost accounting standards. 

b. The original CASB promulgated 19 standards and associated rules, regulations 
and interpretations. It went out of existence on September 30, 1980. 

c. On November 17, 1988, President Reagan signed Public Law 100-679 which 
reestablished the CASB. The new CASB is located within the Office of Federal Pro
curement Policy (OFPP) which is under the Office of Management and Budget (OMB). 
The CASB consists of five members: the Administrator of OFPP who is the Chairman 
and one member each from DoD, GSA, industry and the private sector (generally ex
pected to be from the accounting profession). 

8-102.2 CAS Working Group 

a. To interpret the CASB rules and regulations for implementing in DoD procure
ment practices, DoD established in 1976 a CAS Steering Committee and Working 
Group. During its existence, the CAS Working Group issued a number of Interim Guid-
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ance Papers on a variety of subjects, most of which are still effective and have been 
incorporated into this chapter. The Interim Guidance Papers were approved by the Of
fice of the Secretary of Defense (R&E) and given wide distribution. 

b. The papers issued by the CAS Working Group that are still in effect are listed 
below. The full text of the papers can be found as a link in the DCAA Intranet under 
Headquarters Organization Information, Policy & Plans, Accounting and Cost Princi
ples (PAC): 

No. Subject 
76-2 Administration of Cost Accounting Standards 
76-3 Policy for Application of CAS to Subcontracts 
76-4 Determining Increased Costs to the Government for CAS Covered FFP Contracts 
76-5 Treatment of Implementation Costs Related to Changes in Cost Accounting Practices 
76-6 Application of CAS Clause to Changes in Contractor’s Established Practices when a 

Disclosure Statement has been Submitted 
76-7 Significance of "Effective" and "Applicability" Dates Included in CAS 
76-9 Measurement of Cost Impact on FFP Contracts 
77-10 Retroactive Implementation of CAS When Timely Compliance is Not Feasible 
77-13 Applicability of CAS 405 to Costs Determined to be Unallowable on the Basis of Allo

cability 
77-15 Influence of CAS Regulations on Contract Terminations 
77-16 Applicability of CAS to Letter Contracts 
77-17 Identification of CAS Contract Universe at a Contractor’s Plant 
77-18 Implementation of CAS 414 - Cost of Money as an Element of the Cost of Facilities 

Capital; and DPC 76-3 
77-19 Administration of Leased Facilities Under CAS 414 
77-20 Policy for Withdrawing Adequacy Determination of Disclosure Statement 
78-21 Implementation of CAS 410, Allocation of Business Unit G&A Expenses to Final Cost 

Objectives 
78-22 CAS 409 and the Development of Asset Service Lives 
79-23 Administration of Equitable Adjustments for Accounting Changes not Required by 

New Cost Accounting Standards 
79-24 Allocation of Business Unit G&A Expense to Facilities Contracts 
81-25 Change in Cost Accounting Practice for State Income and Franchise Taxes as a Result 

of Change in Method of Reporting Income from Long Term Contracts 

8-102.3 Current Status of CAS - Recent Substantive CASB Promulgations 

a. On June 6, 1997, the CASB issued a final rule amending 9903.201-1(b)(6) to exempt 
from the requirements of CAS, firm-fixed-price and fixed-price with economic price ad
justments (provided that price adjustment is not based on actual costs incurred) contracts 
and subcontracts for the acquisition of commercial items. This exemption was effective 
July 29, 1996, with issuance of an interim rule. The exemption is a result of Section 4205 
of the Federal Acquisition Reform Act of 1996 which amends 41 U.S.C. 1502(b)(1)(C) 
(formerly 41 U.S.C. 422(f)(2)(B)). The final rule replaces the prior catalog and market 
price exemption at 48 CFR 9903.201-1(b)(6) and is applicable to all contracts and subcon
tracts awarded on or after July 29, 1996. The rule rescinds the CASB’s December 18, 
1995 Memorandum to Agency Senior Procurement Executives. 
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b. On June 9, 2000, the CASB issued a final rule affecting CAS applicability, thresh
olds and waiver of CAS coverage to implement provisions included in the National De
fense Authorization Act for FY 2000. An interim rule had previously been issued effective 
April 2, 2000. The main features of the rule are: 

	 Increases the threshold for full CAS coverage and Disclosure Statements from $25 
million to $50 million, 

	 Adds an exemption from CAS for contracts less than $7.5 million, provided the 
business unit is not currently performing any CAS-covered contracts valued at $7.5 
million or more, 

	 Replaces the previous exemption at 48 CFR 9903.201-1(b)(15) (firm-fixed-price 
(FFP) contracts awarded without any cost data) with an exemption for FFP con
tracts awarded based on adequate price competition without certified cost or pricing 
data, and 

	 Delegates CAS waiver authority to heads of executive agencies under certain cir
cumstances. 

The FAR implemented the CAS changes on waiver authority in an interim rule effective 
June 6, 2000 (subsequently issued as a final rule without change). The waiver authority is 
discussed in 8-103.10. 

c. On June 14, 2000, the CASB issued a final rule on Changes in Cost Accounting 
Practices. The CASB streamlined the final rule as a result of the expected decline in CAS-
covered contracts resulting from the recent changes in applicability and thresholds and as 
a result of a proposed FAR rule on cost impact administration. The following summarizes 
the key aspects of the rule: 

	 Clarifies the applicable interest rate to use when recovering increased cost paid as a 
result of a noncompliance, 

 Provides definitions of required, unilateral, and desirable changes to cost accounting 
practices, 

 Expands existing guidance regarding “findings” determinations by the contracting 
officer, 

 Clarifies the aggregate value of contract adjustments for unilateral changes and es
timating noncompliances, and 

 Includes an exemption from the cost impact process for cost accounting practice 
changes directly associated with external restructuring activities. 

8-103 CAS Coverage Requirements and CAS Exemptions 

The following subsections contain a summary of CAS coverage requirements (see 
Figure 8-1-1). 

8-103.1 Educational Institutions - CAS 

Contracts and subcontracts with educational institutions are subject to special CAS 
coverage (see 13-209). Contracts and subcontracts performed by federally funded research 
and development centers operated by educational institutions are subject to CAS coverage 
for commercial companies. 
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8-103.2 CAS Exemptions 

The following categories of contracts and subcontracts are exempt from all CAS re
quirements (48 CFR 9903.201-1): 

a. Sealed bid contracts. 
b. Negotiated contracts and subcontracts (including interdivisional work orders) less 

than the Truth in Negotiations Act (TINA) threshold. 
c. Contracts and subcontracts with small businesses. FAR Subpart 19.3 addresses de

termination of status as a small business. A small business (offeror) is one which repre
sents, through a written self-certification, that it is a small business concern in connection 
with a specific solicitation and has not been determined by the Small Business Admin
istration (SBA) to be other than a small business. The contracting officer accepts an offe
ror's representation unless that representation is challenged or questioned. If the status is 
challenged, the SBA will evaluate the status of the concern and make a determination. 
(Specific standards appear in Part 121 of Title 13 of the Code of Federal Regulations.) 

d. Contracts and subcontracts with foreign governments or their agents or instrumental
ities or, insofar as the requirements of CAS other than CAS 401 and 402 are concerned, 
any contract or subcontract awarded to a foreign concern. 

e. Contracts and subcontracts in which the price is set by law or regulation. 
f. Firm-fixed-price contracts and subcontracts for the acquisition of commercial items. 
g. Contracts or subcontracts less than $7.5 million, provided that, at the time of award, 

the business unit of the contractor or subcontractor is not currently performing any CAS-
covered contracts or subcontracts valued at $7.5 million or greater. “Currently perform
ing” is defined in 48 CFR 9903.301, Definitions. A contract is being currently performed 
if the contractor has not yet received notification of final acceptance of all supplies, ser
vices, and data deliverable under the contract (including options). “Currently performing” 
is intended to reflect the period of time when work is being performed on contractual ef
fort. The period ends when the Government notifies the contractor of final acceptance of 
all items under the contract. If a contractor is currently performing a CAS-covered con
tract of $7.5 million or greater, CAS coverage is triggered and new awards are subject to 
CAS (unless they meet another exemption under 9903.201-1(b)). 

h. Subcontracts under the NATO PHM Ship program to be performed outside the 
United States by a foreign concern. 

i. Firm-fixed-price contracts and subcontracts awarded on the basis of adequate price 
competition without submission of certified cost or pricing data. 

j. In cases where the prime contract is exempt from CAS under any of the exemptions 
at 9903.201-1 any subcontract under that prime is always exempt from CAS. 

8-103.3 Types of Coverage 

a. Full coverage requires that the business unit (as defined in CAS 410
30(a)(2))comply with all of the CAS in effect on the contract award date and with any 
CAS that become applicable because of new standards (CAS clause at FAR 52.230-2). 
Full coverage applies to contractor business units that: 

(1) Received a single CAS-covered contract award, including option amounts, of $50 
million or more; or 
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(2) Received $50 million or more in CAS-covered contract awards during the im
mediately preceding cost accounting period. 
The $50 million threshold became effective April 2, 2000. The previous $25 million 
threshold was effective from November 4, 1993 through April 1, 2000. Prior to November 
4, 1993 the threshold was $10 million. 

b. Modified CAS coverage (CAS clause at FAR 52.230-3) requires only that the con
tractor comply with CAS 401, 402, 405, and 406. Contracts with modified CAS coverage 
awarded prior to November 4, 1993 are subject to CAS 401 and 402 only. Modified CAS 
coverage applies to contractor business units that received less than $50 million in net 
CAS-covered awards in the immediately preceding cost accounting period. 

c. When any one contract is awarded with modified CAS coverage, all CAS-covered 
contracts awarded to that business unit during that cost accounting period are also subject 
to modified coverage, except that when a business unit receives a single CAS-covered 
contract award of $50 million or more, that contract is subject to full coverage. Thereafter, 
any covered contract awarded during that accounting period and the subsequent account
ing period is subject to full CAS coverage. 

d. The CAS status of a contract or subcontract (full coverage, modified coverage, or ex
empt from CAS), remains the same throughout its life regardless of changes in the business 
unit’s CAS status in the current or subsequent cost accounting periods (i.e., a contract 
awarded with modified coverage remains subject to such coverage throughout its life even if 
subsequent period contracts are awarded with full coverage). 

e. Subcontract coverage. (1) When a subcontract is awarded under a CAS-covered 
prime contract (and higher-tier subcontract), CAS coverage of the subcontract is deter
mined in the same manner as prime contracts awarded to the subcontractor's business unit; 
i.e., determine if any of the exemptions from CAS at 48 CFR 9903.201-1 apply to the 
subcontract (see 8-103.2). (2) Working Group Paper 76-3, Policy for Application of CAS 
to Subcontracts, states that the standards applicable to the prime contract at the time it was 
awarded are also applicable to the subcontract. One might interpret this to mean that if a 
prime contract is subject to full CAS coverage, the subcontract is also subject to full CAS 
coverage. This appears to conflict with the guidance at 8-103.3e(1) that states that CAS 
coverage for subcontracts is determined in the same manner as it is determined for prime 
contracts awarded to the subcontractor's business unit. There is no conflict, however, be
cause the Working Group Paper was issued before the category of modified coverage was 
created. When the Working Group Paper was issued, no distinction was made between full 
and modified coverage. As stated in 8-103.3e(1), CAS coverage at the subcontract level 
should continue to reflect the same CAS coverage as prime contracts awarded to the same 
business unit. 

8-103.4 Effect of Contract Modifications 

Contract modifications made under the terms and conditions of the contract do not 
affect its status with respect to CAS applicability. Therefore, if CAS was applicable to the 
basic contract, it will apply to the modification. Conversely, if the basic contract was ex
empt from CAS, the modification will also be exempt regardless of the amount of the 
modification. However, if the contract modification adds new work it must be treated for 
CAS purposes as if it were a new contract. In this case, if the modification exceeds the 
threshold, it will be CAS-covered (see CAS Working Group Paper 76-2). 
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8-103.5 Effect of Basic Ordering Agreements 

Basic agreements and basic ordering agreements (BOAs) are not considered contracts 
(FAR 16.702(a) and 16-703(a)). Since orders must be considered individually in determin
ing CAS applicability, only orders that exceed the threshold will be CAS-covered (see 
CAS Working Group Paper 76-2). 

8-103.6 Effect of Letter Contracts 

CAS is applicable to letter contracts exceeding the threshold as of the date of the 
award. Definitizing the contract will not activate any new standards since definitization is 
a contract modification rather than a new contract (see CAS Working Group Paper 77-16). 

8-103.7 CAS Flowdown Clause - FAR 52.230-2 

The CAS clauses at FAR 52.230-2(d) and FAR 52.230-3(d) (for full and modified 
coverage, respectively) require a contractor to include the substance of the CAS clause in 
all negotiated subcontracts (at any tier) into which the contractor enters. This is commonly 
referred to as the "CAS flow down clause." However, as discussed in 8-103.3e, if a sub
contract meets one of the CAS exemptions at 48 CFR 9903.201-1 (see 8-103.2), the sub
contract will not be subject to CAS. For example, a CAS-covered prime contractor could 
not place the requirement for CAS compliance on a subcontract with a small business 
because 9903.201-1(b)(3) specifically exempts contracts and subcontracts with small 
businesses from CAS requirements. 

8-103.8 Submission of Disclosure Statement 

The requirements for submission of a Disclosure Statement (48 CFR 9903.202-1(b)) 
are: 

a. Any business unit (as defined in CAS 410.30(a)(2)) that is selected to receive a 
CAS-covered contract or subcontract of $50 million or more, including option amounts, 
shall submit a Disclosure Statement before award. 

b. Any company which, together with its segments (as defined in CAS 410.30(a)(7)), 
received net CAS-covered awards totaling more than $50 million in its most recent cost 
accounting period shall submit a Disclosure Statement. When a Disclosure Statement is 
required under this criteria, it must be submitted before award of the first CAS-covered 
contract in the immediately following cost accounting period. However, if the first cov
ered award is made within 90 days of the start of the cost accounting period, the contractor 
is not required to file until the end of the 90 days. 

c. When required, a separate Disclosure Statement must be submitted for each segment 
having more than the Truth in Negotiations Act (TINA) threshold of costs included in the 
total price of any CAS-covered contract or subcontract, unless: 

(1) The contract or subcontract is of the type or value exempted by 48 CFR 
9903.201-1; or 
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(2) In the most recently completed accounting period, the segment's CAS-covered 
awards are less than 30 percent of total segment sales for the period and less than $10 mil
lion. 

d. Any home office (as defined in CAS 403.30(a)(2)) that allocates costs to one or 
more disclosing segments performing CAS-covered contracts must submit a part VIII of 
the Disclosure Statement. 

8-103.9 Additional Exemptions on a Particular Standard 

Subsection 62 of each cost accounting standard will provide for any additional exemp
tions associated with a particular standard. 

8-103.10 CAS Waivers 

a. The CAS statute (Pub. Law 100-679) authorizes the CAS Board to waive CAS re
quirements on individual contracts and subcontracts. CAS 9903.201-5 addresses CAS waiv
ers. 

b. Effective April 2, 2000, the CAS Board granted authority to waive CAS to heads of 
executive agencies. Implementing guidance is in FAR 30.201-5 and DFARS 230.201-5. 
FAR 2.101 defines “executive agency” as executive, military, and independent departments. 
Delegation of waiver authority may not be made lower than the senior contract policymaking 
level of the agency. 

c. Heads of executive agencies may waive CAS under the following two circumstances: 
	 The contract or subcontract is less than $15 million, and the segment performing the 

work is primarily engaged in the sale of commercial items and has no contracts or 
subcontracts subject to CAS, or 

	 “Exceptional circumstances” exist whereby a waiver of CAS is necessary to meet the 
needs of the agency. Exceptional circumstances are deemed to exist only when the 
benefits to be derived from waiving CAS outweigh the risk associated with the waiv
er. A waiver for exceptional circumstances must be in writing and include a statement 
of the specific circumstances that justify granting the waiver. The Defense Procure
ment and Acquisition Policy on January 31, 2003 issued guidance which provides that 
all three of the following criteria must be met for a waiver of CAS to be considered 
under “exceptional circumstances” for DOD contracts. 
(1) The property or services cannot reasonably be obtained under the contract, sub

contract, or modification, as the case may be, without the grant of the waiver; 
(2) The price can be determined to be fair and reasonable without the application of 

the Cost Accounting Standards; and 
(3) There are demonstrated benefits to granting the waiver. 

8-104 CAS Audit Responsibility 

8-104.1 Basic Functions 

FAR 30.202-6, 30.202-7, and 30.601 outline the basic functions of the contract auditor 
in the implementation of the standards. They provide that the contract auditor shall be 
responsible for making recommendations to the cognizant Federal agency official 
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(CFAO). The CFAO is the contracting officer assigned by the cognizant Federal agency to 
administer CAS. Within DoD, the CFAO is the cognizant ACO. The auditor’s recommen
dations to the CFAO include whether: 

	 a contractor's Disclosure Statement, submitted as a condition of contracting, adequate
ly describes the actual or proposed cost accounting practices as required by 41 U.S.C. 
1501-1506 (formerly 41 U.S.C. 422) as implemented by the CASB; 

	 a contractor's disclosed cost accounting practices are in compliance with FAR Part 31 
and applicable cost accounting standards; 

	 a contractor's or subcontractor's failure to comply with applicable cost accounting 
standards or to follow consistently its disclosed or established cost accounting practic
es has resulted, or may result, in any increased cost paid by the Government; and 

	 a contractor's or subcontractor's proposed price changes, submitted as a result of 
changes made to previously disclosed or established cost accounting practices, are fair 
and reasonable. 

8-104.2 Auditor's Function on Subcontracts Subject to CAS 

As specifically related to subcontracts subject to CAS, the auditor's functions tend to 
fall into the following areas: 

a. The auditor will audit the books and records of prime contractors and higher tier 
subcontractors to determine that appropriate CAS clauses are included (FAR 52.230-2 or 
52.230-3, and FAR 52.230-6) in awarded subcontracts. In addition, the auditor will deter
mine that, when applicable, subcontractor Disclosure Statements have been obtained. 

b. 48 CFR 9903.202-8(a) and FAR 42.202(e)(2) provide that the company awarding 
the CAS-covered subcontract is responsible, except as noted in c. and d. below, for se
curing subcontractor compliance with CASB rules, regulations, and standards. Notwith
standing these provisions, in most cases compliance audits of CAS-covered subcontracts 
will be performed by the auditor cognizant of the subcontractor in conjunction with the 
performance of other regularly scheduled audit assignments. When DCAA audits a 
prime contractor that also holds covered subcontracts, the auditor should routinely in
clude the subcontracts in the CAS-covered audits. Even though the audit responsibility 
may not have been formally assigned, the auditor, to protect the Government's interest, 
must consider all covered work held by the contractor when making CAS-related audits. 
At locations where no Government prime contracts exist, the auditor should attempt to 
identify the existence of CAS-covered subcontracts either during the performance of 
regular ongoing audits or through routine examinations of existing acquisition records. 
Once identified, these subcontracts will also be subject to audit tests for CAS compli
ance. 

c. Under the provisions of 48 CFR 9903.202-8(b) a subcontractor may satisfy disclo
sure requirements by identifying to the prime contractor the CFAO to whom its Disclosure 
Statement was previously submitted. 48 CFR 9903.202-8(c)(1) provides that the subcon
tractor may submit a Disclosure Statement that contains privileged and confidential infor
mation directly to the subcontractor's CFAO. In this case a preaward determination of 
adequacy is not required. Instead, the CFAO will advise the auditor to perform postaward 
audits of adequacy and compliance. 

d. In accordance with 48 CFR 9903.202-8(c)(2), subcontractors not subject to Disclo
sure Statement requirements may claim that other CAS-related audits by prime contractors 
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would jeopardize their proprietary data or competitive position. In such cases, the subcon
tractor may request the Government to perform the audits. 

8-104.3 Contract Audit Coordinator (CAC) 

The CAC will be responsible for assuring, for all organizational units of the assigned 
company, that consistent and compatible audit conclusions are reached by all FAOs in
volved. Specific responsibilities for all auditors in the coordination process are in subse
quent sections of this chapter. If a CAC has not been assigned to a multidivisional contrac
tor, the regional director cognizant of the corporate home office will designate a Corporate 
Home Office Auditor (CHOA) or Group Audit Coordinator (GAC), as applicable (see also 
8-204 for audit coordination within multiorganizational companies). 
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Figure 8-1-1 
CAS Coverage and Disclosure Statement Determination 
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8-200 Section 2 --- Audits of Disclosure Statement for Adequacy 

8-201 Introduction 

This section contains guidance on auditing the adequacy of Disclosure Statements. The 
audit for adequacy is to ascertain whether a Disclosure Statement adequately describes the 
cost accounting practices to be used by a contractor for estimating, accumulating and re
porting contract costs. Because an adequacy determination by the cognizant CFAO is a 
condition of contract award, the audit of the initial Disclosure Statement’s adequacy 
should be performed before compliance so that the audit report on adequacy will not be 
delayed. 

8-202 General 

a. Contractors and subcontractors meeting certain criteria are required, as a condition of 
contracting, to disclose in writing their cost accounting practices. The Disclosure Statement 
has been designed to provide an authoritative description of the contractor's cost accounting 
practices to be used on federal contracts for those contractors required to file. The more im
portant objectives of the disclosure requirement include: 

(1) establishing a clear understanding of the cost accounting practices the contractor 
intends to follow, 

(2) defining costs charged directly to contracts and disclosing the methods used to 
make such charges, and 

(3) delineating the contractor's methods of distinguishing direct costs from indirect 
costs and the basis for allocating indirect costs to contracts. 
An adequate Disclosure Statement should minimize future controversies between contracting 
parties regarding whether the contractor has consistently followed the disclosed practices. 

b. FAR 30.202-7 states that the auditor is to advise the cognizant Federal agency official 
(CFAO) on the adequacy of the contractor's Disclosure Statement. To meet this responsibil
ity, the auditor will audit the Disclosure Statement to ascertain if it adequately describes the 
cost accounting practices to be used for contracts containing the CAS clause. FAR 30.202
7(a) provides that a Disclosure Statement is adequate if it is current, accurate, and complete. 

c. When a CFAO determines that the contractor's Disclosure Statement is adequate, it 
does not necessarily indicate that the CFAO is certifying that all cost accounting practices 
have been disclosed. It does indicate that those practices disclosed have been adequately 
described and the CFAO currently is not aware of any additional practices that should have 
been disclosed. 

Subsequently, it may be discovered that a contractor had a cost accounting practice that 
was not required to be described in the Disclosure Statement. Such a practice will be consid
ered an "established cost accounting practice," for which appropriate guidance in 48 CFR 
9903.302-2 on changes and noncompliances will be followed. In addition, CFAOs do have 
authority to withdraw an adequacy determination previously given for a Disclosure State
ment. Action to withdraw the determination should not be taken unless the issue is material 
and the contractor will not make the revision. Contractors should be immediately advised in 
writing when a revision to the Disclosure Statement is necessary. (See 8-208g and CAS 
Working Group Papers 76-6 and 77-20.) 
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d. Unless permission is granted for a postaward submission, FAR 30.202-6(b) requires 
the CFAO to determine that the offeror has made an adequate disclosure before a covered 
contract can be awarded to a prime contractor. Consequently, the auditor shall expedite the 
issuance of the reports citing inadequate conditions. To be responsive to the requirements of 
the acquisition offices, audit report due dates and other planning considerations should be 
coordinated with the CFAO in accordance with 4-104. These due dates should allow the 
CFAO enough time before contract award to: 

(1) render a formal determination, 
(2) request a revised Disclosure Statement, if required, and 
(3) obtain audit assistance in evaluating the revised descriptions. 

When unforeseen circumstances delay the audit report, the CFAO should be advised imme
diately and a revised mutually acceptable due date established. 48 CFR 9903.202-8(c)(1) 
does permit postaward adequacy determinations of subcontractor Disclosure Statements (see 
8-104.2). 

e. The auditor should expedite the issuance of the audit report even when a contractor 
submits a Disclosure Statement well in advance of an award of a covered contract. The lack 
of an imminent procurement action should not be used as the basis for extending the report 
due date. 

f. The submission of a Disclosure Statement is required as a condition of contracting for 
all contractors meeting certain criteria. 48 CFR 9903.202-1(b) specifies the thresholds that 
contractors and subcontractors must meet to be required to file a Disclosure Statement. (See 
8-103.8) FAR 52.230-1 Part I(c)(3) provides for the submission of a certificate of monetary 
exemption for those contractors who do not meet the current filing thresholds. 

g. Contractors and subcontractors who are required to file Disclosure Statements must 
submit a separate disclosure statement for each segment that meets the criteria specified in 
48 CFR 9903.202-1(c). (See 8-103.8.c.) The previous CAS Board rule allowing the submis
sion of a single Disclosure Statement for segments that have identical cost accounting prac
tices has been deleted. General Instruction No. 3 of the revised CASB DS-1(Rev 2/96) pro
vides that each segment or business unit required to disclose its cost accounting practices 
should complete the Cover Sheet, the Certification, and Parts I through VII. Each corporate 
or group office is required to complete Part VIII of the Disclosure Statement if its costs are 
allocated to one or more disclosing segments performing CAS-covered contracts or subcon
tracts (48 CFR 9903.202-1(d)). 

h. Amendments to Disclosure Statements are required whenever the contractor changes 
any of its disclosed accounting practices (48 CFR 9903.202-3). For each revision of the Dis
closure Statement (addition, change, or deletion), only the pages containing such revision 
shall be resubmitted. Detailed procedures for submitting amended Disclosure Statements 
have been provided in the CASB regulations. These regulations also allow agencies to pre
scribe criteria under which submission of a complete, updated Disclosure Statement will be 
required. As stipulated in General Instruction No. 11 of the revised CASB DS-1 (Rev 2/96), 
each amendment, or set of amendments, should be accompanied by an amended cover sheet 
(indicating revision number and effective date of the change) and a signed certification. For 
all revised Disclosure Statement submissions, the contractor should mark each page “Revi
sion Number ” and “Effective Date ” in the Item Description block; and insert a revision 
mark (e.g., “R”) in the right hand margin of any line that is revised. It is important to note 
that the annual revision to Item 1.3.0 and column (3) of Item 8.1.0. are not changes to ac
counting practices. 
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i. Contractors are required to submit the Disclosure Statement and any changes directly to 
the CFAO and the cognizant auditor (48 CFR 9903.202-5). The responsibility of obtaining a 
proper resubmission rests with the CFAO. The auditor should not consider a statement inad
equate solely on questions concerning whether an amended or revised statement has been 
submitted in accordance with the requirements cited in paragraph h. above. However, the 
auditor should include in the adequacy report specific recommendations on the proper filing 
procedure. 

j. The auditor will not distribute Disclosure Statements outside DCAA. This prohibition 
does not apply to external reviewers such as the General Accountability Office (GAO), DoD 
Inspector General (DoDIG), or Comptroller General of the United States (Comptroller Gen
eral) (see 1-400). All requests for copies of Disclosure Statements by other components of 
DoD or other Government agencies should be referred to the CFAO. Strict adherence to this 
requirement is critical since the CASB regulations provide that a Disclosure Statement will 
not be made public if the contractor files it specifically conditioned on the Government's 
agreement to treat its contents as confidential information. Additionally, a subcontractor's 
Disclosure Statement will not be divulged to its prime contractor if the subcontractor makes 
a claim of privileged and confidential information and the prime contractor authorizes filing 
it directly with the Government. 

8-203 Proper Filing 

a. After receiving a Disclosure Statement or an amendment, the auditor should ascer
tain if the data were filed in accordance with 48 CFR 9903.202. If the contractor has filed 
incorrectly (e.g., a single Disclosure Statement submitted for more than one segment, the 
disclosure statement should be considered inadequate (see 8-202g), and the matter should 
be reported to the CFAO (see 8-208e). 

b. On February 28, 1996, the CASB issued a final rule revising the CASB DS-1. 
Contractors are to use the revised DS-1 for all initial Disclosure Statement submissions 
or significant revisions dated on or after February 28, 1996. All contractors subject to 
Disclosure Statement requirements must submit a complete Disclosure Statement using 
the revised DS-1 form by the beginning of the first fiscal year after December 31, 1998. 
For example, calendar year contractors with no revisions to their existing Disclosure 
Statement would have until January 1, 1999 to submit a complete Disclosure Statement 
using the revised DS-1. Initial or revised submissions made on or after February 28, 
1996 that are not submitted using the revised CASB DS-1 should be considered inade
quate and reported to the CFAO using the procedures set out in 8-208e. Auditors should 
follow the guidance in 8-208g for situations in which the contractor failed to provide a 
complete Disclosure Statement using the revised form by the required due date. 

c. Unless specifically requested by the CFAO, no audit effort will be expended veri
fying the contractor's basis for filing a certificate of monetary exemption. If such a re
quest is received, the CFAO should be asked to obtain the contractor's documentation or 
working papers supporting the claim for a monetary exemption. 

d. Obvious mistakes, such as a subsidiary filing a certificate of monetary exemption 
when the parent company is required to file a Disclosure Statement, should be reported to 
the CFAO immediately. 
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8-204 Audit Coordination within Multiorganizational Companies 

The specific responsibilities of the CAC, CHOA, GAC and the FAOs within multior
ganizational companies are as follows: 

a. CAC/CHOA/GAC 
(1) Determine the extent of the CAC network by obtaining a list from the contractor 

of all organizational units which will be submitting Disclosure Statements. 
(2) For all reporting organizational units, obtain from the contractor a list of the 

Disclosure Statement items which will be answered by the corporate office. When deter
mining which items are addressed by the corporate office, the CAC/CHOA/GAC should 
consider the requirements of General Instruction No. 4 of the February 28, 1996 revision 
to the DS-1. General Instruction No. 4 stipulates: 

(a) Each home office is required to disclose its cost accounting practices for 
measuring, assigning, and allocating its costs to segments performing Federal contracts or 
similar cost objectives, and shall complete the Cover Sheet, the Certification, Part I and 
Part VIII of the Disclosure Statement. 

(b) If a home office either establishes practices or procedures for the types of 
cost covered by Parts V, VI, and VII, or incurs and then allocates these types of cost to its 
segments, then the home office may complete Parts V, VI, and VII to be included in the 
Disclosure Statement submitted by its segments. Auditors should refer to item 8.2.0. of the 
home office Disclosure Statement to determine which parts were completed by the home 
office. Even though the corporate home office may complete Parts V, VI, and VII for the 
segment, the segment is still responsible for including these parts in its Disclosure State
ment submission. 

(c) While a home office may have more than one segment submitting a Disclo
sure Statement, only one statement described in subparagraph (a) above needs to be sub
mitted to cover home office operations. 

(3) Notify the auditors in the network of the items that will be prepared by the cor
porate office. 

(4) Notify the auditors in the network of the date on which the corporate office 
Disclosure Statement is expected and establish the due date of the adequacy report. 

(5) Obtain copies of all Disclosure Statements and evaluate and compare the appli
cable items to assure consistency in the items answered by the home office. 

(6) Distribute copies of the corporate and group office Disclosure Statements to 
the FAOs in the network. Notify the FAOs when changes are made to the corporate 
Disclosure Statement and establish the due date for the audit report on the revised 
statement. 

(7) Establish a system to receive and distribute information within the network 
concerning problem areas. 

(8) Conduct CAS workshops involving network auditors to assure consistency 
and uniformity among the various FAOs regarding the audit position for common or 
similar descriptions. 

(9) Obtain copies of reports on all the Disclosure Statements in the network and 
make comparisons to assure that auditors are consistent in the treatment of common dis
closures. This action should be accomplished before reports are issued. 
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b. FAOs 
(1) Establish a target date for the issuance of audit report covering the examina

tion of the Disclosure Statements submitted by the organizational units. 
(2) Inform the CAC, CHOA, or GAC of the target reporting date established in 

(1) above. This report due date should provide the CFAO with the time needed to take 
appropriate action before the award of the first covered contract. The earliest report due 
date for an organizational unit's Disclosure Statement should become the report due date 
for the corporate and group office Disclosure Statement reports. 

(3) Evaluate the items prepared by the corporate office to ascertain whether the 
corporate office items are compatible with the described practices of the reporting or
ganizational unit. The cognizant FAO should advise the CAC, CHOA, or GAC of any 
significant areas of incompatibility between the data reported by the corporate office 
(Part 8 of the Disclosure Statement) and the data provided by the organizational unit 
(Parts 1 through 7 of the Disclosure Statement). 

(4) Attend the CAS workshops. 
(5) Plan the audit so that the audit report can be furnished to the CAC, CHOA, or 

GAC before it is issued to the CFAO. 
(6) Request assist audits of the corporate office and all intermediate organizations 

that perform home office functions on behalf of the operating segment involved. The 
assist audits should include a review of the methods used by the home office organiza
tion(s) to identify, measure, and allocate costs to segments. In most instances such eval
uations will be made on an assist audit basis because the pertinent data are normally 
unavailable at the reporting segment level. 

8-205 Audit Programs and Working Papers for Disclosure Statement Adequacy 
Audits 

a. The auditor should observe generally accepted government auditing standards in 
preparing audit programs and working papers. Agency standard audit programs with 
appropriate modifications should be used where available. The audit program should be 
in sufficient detail to indicate the purpose of the audit step, the manner in which the 
work will be done, and the scope of the audit. Audit programs prepared for contractors 
who are subject to frequent or continuous audits should require an evaluation of data in 
existing files (e.g., permanent files, system audits, estimating system surveys, price pro
posal evaluations, indirect cost audits, etc.) as a major step in verifying the described 
cost accounting practices. For those contractors with whom DCAA has had limited or 
no audit experience, the potential dollar volume of covered contracts should be a major 
consideration in establishing the scope of the adequacy audit. 

b. Audit working papers should contain, at least: 
(1) the basis for accepting a description, 
(2) a record of discussions and written communications from the CFAO and contrac

tor, and 
(3) the auditor's rationale in resolving questionable items. 

The working papers should identify those descriptions accepted without audit verification. 
This identification is especially important for those described practices which may involve 
significant cost. In this way, the auditor will have a basis for identifying these practices and 
evaluating such items for compliance when future audits are performed. 
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8-206 Criteria for Adequacy Determination 

a. To be considered adequate, a Disclosure Statement must be current, accurate, and 
complete. 

(1) A Disclosure Statement is current if it describes the cost accounting practices 
which the contractor intends to follow for estimating, accumulating and reporting costs 
associated with covered contracts. The Disclosure Statement, therefore, could possibly 
include practices that are currently in use; will be instituted at some future date; will be 
followed with the incurrence of a new cost; or a combination of these. 

(a) Existing audit files should be reviewed to ascertain whether the cost account
ing practices identified in the Disclosure Statement are, in fact, the contractor's current 
practices. For example, data in the permanent file and in recent reports on pricing pro
posals, system audits, indirect cost rate proposals, and accounting system surveys cover 
many features of the contractor's cost accounting practices. When the adequacy audit dis
closes a difference between a described practice and an existing practice, the auditor 
should discuss it with the contractor to assure that a change is intended. Conversely, if the 
auditor is aware of an intended change in the contractor's practice and the practice has not 
been described, she or he should recommend the contractor describe the intended practice 
as well as the existing practice. 

(b) Where the contractor already has covered contracts, but was not previously 
required to file a Disclosure Statement, the practices subsequently described should be 
the same as those used to estimate and accumulate costs for the contracts entered into 
before the Disclosure Statement was required. If there are any known differences, an 
audit should be scheduled to ascertain if the contractor is consistently following its es
tablished cost accounting practices that were effective when the initial covered contract 
was awarded or has made a change to a cost accounting practice without notifying the 
CFAO. 

(2) A Disclosure Statement is accurate if it correctly, clearly, and distinctly de
scribes the actual method of accounting the prime contractor or subcontractor uses or in
tends to use on contracts subject to 41 U.S.C. 1501-1506 (formerly 41 U.S.C. 422). 
Vague, ambiguous, and contradictory descriptions of the contractor's cost accounting prac
tices may hinder subsequent compliance audits, cause disputes and litigation between con
tracting parties, and ultimately result in additional cost to the Government. Consequently, 
the auditor should carefully evaluate the described practices for specificity and clarity. 
Clerical accuracy is also a requirement for the Disclosure Statement. Therefore, the audi
tor should verify whether the contractor has checked the appropriate boxes, inserted the 
applicable code letters, omitted any questions, etc. 

(3) A Disclosure Statement is complete if it includes all significant cost accounting 
practices the contractor intends to use and provides enough information for the Govern
ment to fully understand the accounting system being described. Accordingly, auditors 
should be alert for vague, incomplete or ambiguous answers which could lead to alterna
tive accounting interpretations. Where such responses are noted, the auditor should discuss 
them with the contractor to ascertain the specific meaning. If the item is material and the 
meaning is not clarified, the auditor should recommend that the CFAO find the statement 
inadequate. 
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b. During the Disclosure Statement adequacy audit, auditors should keep in mind 
General Instruction No. 8 of the February 28, 1996 revision to the CASB DS-1. General 
Instruction No. 8 allows contractors to incorporate, by reference, existing written ac
counting policies and procedures when the cost accounting practice being disclosed is 
clearly set forth in the policies and procedures. As an alternative, the Instruction allows 
contractors to attach as appendixes to the pertinent part of the Disclosure Statement, 
copies of the relevant parts of existing written accounting policies and procedures. For 
instances where either the accounting policies and procedures are incorporated by refer
ence or attached as an appendix, the auditor should treat the description in these docu
ments the same as a description in the Disclosure Statement itself for the purpose of 
determining whether the Disclosure Statement is current, accurate, and complete. 

c. Materiality should be a major factor in deciding the level of detail required to be 
disclosed. A prime consideration should be whether a change in accounting procedure at 
the level of detail under consideration would have a material effect on the flow of costs, 
now or in the near future. 

d. The auditor need not audit or report to the ACO the validity of the statistical data 
submitted annually by the contractor to update sales and regulated information. 

8-207 Discussion with the Contractor 

Before issuing the report to the CFAO, discuss with the contractor all items considered 
inadequate (see 4-300). 

8-208 Reporting 

a. Since FAR 30.202-7(a) assigns the contract auditor responsibility for ascertaining 
the adequacy of the Disclosure Statement and its amendments, the required audits will be 
initiated and audit reports will be issued without the need for a request for audit services. 

b. Prepare reports on initial adequacy audits in accordance with 10-800. If the report 
identifies inadequate descriptions and the CFAO agrees the statement is inadequate, the 
CFAO will formally notify the contractor, identify the inadequate items, and request that 
the statement be revised. The auditor will audit the revised statement to ensure that the 
contractor has taken corrective actions. 

c. For each operating segment required to submit a Disclosure Statement, the cogni
zant auditor will be responsible for reporting the results of the adequacy audit of Parts 1 
through 7. Even though data relating to Parts 1 through 7 may have been audited by 
other auditors who have cognizance over home office organizations, the report covering 
the operating segment will also include the results of the assist audits. 

d. All reports on the adequacy of initial Disclosure Statements will be submitted sepa
rately from reports on compliance and other audit reports. When a Disclosure Statement is 
audited in connection with a pricing proposal, two reports will be required: one on the 
adequacy audit and the other on the evaluation of the pricing proposal. The report on the 
adequacy audit will not include recommendations concerning any actual or potential non
compliances. Noncompliance issues will be reported separately (see 10-808). Compliance 
of the initial disclosure statement will also be reported separately (see 10-805). 

e. When a company submits proposed revisions to the Disclosure Statement which has 
previously been determined to be adequate, the auditor is required to follow reporting 
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procedures that differ from those outlined in d. above. The auditor will audit the revisions 
for adequacy and compliance with CAS and FAR. The results of this audit will be includ
ed in a single report to the CFAO if there are no noncompliance issues. If there are non
compliance issues, there will be two reports because noncompliances found in Disclosure 
Statement adequacy and compliance audits will be treated in the same manner as noncom
pliances found in other types of audits. That is, in addition to issuing the report on the 
adequacy of the Disclosure Statement, a separate noncompliance report will also be issued 
(see 10-808). 

f. The auditor should always be aware of the importance of meeting the established 
due dates for adequacy reports. When unforeseen circumstances delay the issuance of 
the report, the CFAO should be notified immediately and arrangements made for a new 
report due date. The CFAO is responsible for determining the adequacy of the Disclo
sure Statement and a delay in submitting the audit report will delay the official notice to 
the contractor concerning the acceptability of the statement. 

g. If subsequent audits indicate that a previously accepted disclosure statement is 
inadequate, the contractor should be immediately advised in writing that a revision to 
the Disclosure Statement is necessary. For example, the contractor did not describe cost 
accounting practices related to a cost because it did not have a significant impact on the 
flow of costs to Government contracts. Subsequently the cost becomes material and 
significantly affects the flow of costs. The contractor should revise its disclosure state
ment to adequately describe the practices related to the previously immaterial cost. If 
the contractor will not make the revision, the auditor should issue an audit report rec
ommending that the CFAO withdraw the adequacy determination and request the con
tractor to submit a revised disclosure statement (see 8-202c). 

8-209 Maintenance of CFAO Letters of Adequacy Determination 

FAR 30.202-7(a) requires that the CFAO generally notify the contractor, within 30 
days after the receipt of the Disclosure Statement, whether or not the statement is ade
quate, and provide copies of letters of adequacy determination to the auditor and con
tracting officer. A copy of the most recent CFAO letter of adequacy determination 
should be included in FAO files. Auditors should follow up with CFAOs if a CFAO 
letter of adequacy determination has not been received within 60 days after an adequacy 
report has been issued. 
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8-300 Section 3 --- Audits of Compliance with Cost Accounting Standards Board 
(CASB) Rules, Regulations, and Standards, and with FAR 

8-301 Introduction 

a. This section provides audit guidance for the evaluation of the contractor's Disclosure 
Statement and the practices used for estimating, accumulating and reporting costs on con
tracts subject to 41 U.S.C. 1501-1506 (formerly 41 U.S.C. 422). The purpose of the audit 
is to ascertain whether the disclosed or established practices are in compliance with both 
the CASB rules, regulations, and standards and appropriate acquisition regulations. The 
initial audit of a Disclosure Statement’s compliance should be scheduled for completion 
within 60 days after the CFAO’s determination of adequacy of the Disclosure Statement. 
The aspects of compliance audits covered in this section are: 

(1) General requirements including audit considerations and reporting procedures. 
(2) Audit considerations involved in the initial audit of the Disclosure Statement for 

compliance. 
(3) Audit requirements associated with the audit of cost accounting practices for 

compliance during the proposal evaluation and contract performance. 
b. Not only should the audit and subsequent reporting cover those conditions that con

stitute actual noncompliances but should also include circumstances where the occurrence 
of a planned or pending action will result in a violation of CASB rules, regulations, or 
standards. A condition of potential noncompliance exists when: 

(1) a contractor with a covered contract proposes a practice that when implemented 
will violate a cost accounting standard or FAR cost principle (see 8-302.7f), or 

(2) a contractor who does not have a covered contract but currently has or proposes 
to implement a practice which, with the award of the initial covered contract, will result in 
a violation of the CASB rules, regulations, and standards or appropriate acquisition regu
lations. It is important to note that in each of the potential noncompliance conditions de
scribed above, some future action is required before the contractor is in violation of 41 
U.S.C. 1501-1506 (formerly 41 U.S.C. 422). For example, the offeror must be awarded a 
CAS-covered contract before it becomes subject to the rules and regulations of the CASB. 
Similarly, a covered contractor must implement an unacceptable practice to be in actual 
noncompliance. 

c. To facilitate the implementation process, each promulgated standard contains in 
subparagraph .63 an effective date and an applicability date. The CASB defers the ap
plicability date beyond the effective date in order to provide contractors adequate time to 
prepare for compliance and make any required accounting changes. Under the regulation, 
a contractor becomes subject to a new standard only after receiving the first CAS-covered 
contract following the effective date. 

(1) The distinction between the effective and applicability dates is important. The 
effective date designates when the pricing of future CAS-covered contracts must reflect 
the new standard. It also identifies those CAS-covered contracts eligible for an equitable 
adjustment, since only contracts in existence on the effective date can be equitably adjust
ed to reflect the prospective application of a new or revised standard. 

(2) The applicability date marks the beginning of the period when the contractor's 
accounting and reporting systems must comply with a new or revised standard. Proposals 
for contracts to be awarded after the effective date of a standard should be evaluated care-
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fully for compliance with the new or revised standard. The proposal need only reflect 
compliance with the standard from the applicability date forward. Therefore, it is im
portant that the auditor determine the applicability date of the particular Standard (includ
ing any revisions) under audit. Any change resulting from early implementation by the 
contractor is to be administered as a unilateral change. It will result in an equitable ad
justment under FAR 52.230-2(a)(4)(iii) for the period prior to the applicability if the 
CFAO determines that the unilateral change is a desirable change. 

(3) In unusual situations, the short lead time between the effective and applicability 
dates may create a difficult situation for the contractor. In such a case, the contractor may 
request the change be retroactive. The CFAO shall determine whether the contractor’s 
request is approved or not; however, the CFAO cannot approve a date for the retroactive 
change before the beginning of the year in which the request was made. Where a contrac
tor can demonstrate to the CFAO that it would be virtually impossible to comply with the 
effective or applicability dates of a standard, contracts can be negotiated after the effective 
date of the standard based on the accounting system used before the standard became ef
fective. 

(4) Contract terms should include provisions for price adjustments, retroactive to 
the applicability date, for significant cost impact resulting from the change in accounting 
practice to comply with the standard. In addition, the CFAO should establish a specific 
date for the contractor to complete the changes to its estimating, accounting, and reporting 
systems and Disclosure Statement to comply with the standard. When this procedure is 
followed, noncompliances will not be reported. Equitable adjustments computed as of the 
applicability date will be submitted as provided in FAR 30.604(h)(4). (See CAS Working 
Group Papers 76-7 and 77-10.) 

d. Questions have been raised regarding the CAS compliance of termination claims 
since: 

(1) costs in termination claims may be arranged differently than the cost presenta
tions in the original estimates, and 

(2) termination claims often include as direct costs such items as settlement costs or 
unexpired leases which would have been charged indirect if the contract had been com
pleted. Termination costing procedures as detailed in FAR 31.205-42 are still effective. 
DoD does not view these procedures as violating either CAS 401 or 402, since terminating 
a contract creates a situation that is totally unlike completing a contract. Therefore, these 
costs would not be considered costs incurred for the same purpose in like circumstances. 
Termination contracting officers should assure themselves that within the context of ter
mination situations, consistency is honored to the extent that the circumstances are similar. 
To that end, it would be advisable for a contractor to document its termination accounting 
procedures as part of its disclosed practices. Indirect cost rates used in termination claims 
must represent full accounting periods as required by CAS 406. (See CAS Working Group 
Paper 77-15.) 
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8-302 Noncompliance with CAS 

8-302.1 Requirements 

a. In accordance with FAR 30.605(b) when the CFAO determines a disclosed or an 
established practice is not in compliance, the CFAO shall notify the contractor and provide 
a copy of the notice to the auditor. The CFAO also makes a determination of materiality. 

(1) If the CFAO determines that the noncompliance is immaterial, the contractor 
must correct the noncompliance and the Government reserves the right to make contract 
adjustments if the contractor fails to correct the noncompliance and it becomes material. 

(2) If the CFAO determines that the noncompliance is material, the contractor is 
required to submit a description of any accounting practice change needed to bring the 
practices into compliance, which the auditor will review for adequacy and compliance. If 
the proposed change is both adequate and compliant, the contractor must submit a general 
dollar magnitude (GDM) proposal. In addition, adjustment of the prime contract price or 
cost allowance in accordance with FAR 30.605 may be required. (See 8-500) 

b. As in FAR 30.202-6 and 30.202-7, the contract auditor shall be responsible for con
ducting audits as necessary to advise the CFAO as to whether the contractor's disclosed or 
established practices comply with CAS and FAR Part 31. Because the audit responsibility 
is a continuous requirement, instances of noncompliance may be detected and reported at 
various stages of the procurement action. 

8-302.2 Types of Noncompliance 

a. Eight types of noncompliance can be identified based on CASB rules, regulations, 
and standards and FAR Part 31: 

(1) Disclosed practices not in compliance with CAS. 
(2) Disclosed practices not in compliance with FAR. 
(3) Actual practices of estimating costs not in compliance with CAS. 
(4) Actual practices of estimating costs not in compliance with FAR. 
(5) Actual practices of estimating costs not in compliance with Disclosure State

ment. 
(6) Actual practices of accumulating or reporting costs not in compliance with 

CAS. 
(7) Actual practices of accumulating or reporting costs not in compliance with 

FAR. 
(8) Actual practices of accumulating or reporting costs not in compliance with 

Disclosure Statement. 
b. The first two noncompliance situations may be detected either during the initial 

Disclosure Statement audit, during normal audits such as price proposal evaluations, or 
during audits of incurred cost, as discussed in 8-304. Conditions three through five 
would likely be detected during a proposal evaluation or an estimating system survey. 
Situations six through eight would generally be detected during normal or routine audits 
of actual costs. 

c. In some cases multiple noncompliance conditions may exist. For example, a con
tractor normally allocates the costs of preparing initial bid proposals to cost objectives 
on the basis of total cost input. This practice, which conforms with FAR 31.205-18 and 
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CAS 420, was previously disclosed to the Government. For a new proposal, however, 
the associated B&P expenses were charged to the engineering overhead which was sub
sequently allocated to the resulting contract on the basis of direct engineering labor dol
lars. Under the conditions described above, noncompliance types (6), (7), and (8) would 
apply. 

d. A new cost accounting standard could also result in instances of multiple non
compliance. For example, with the issuance of a new standard, a disclosed practice pre
viously considered to be in compliance could be rendered unacceptable in the following 
areas: 

(1) the described practice could be in noncompliance with CAS or FAR, and 
(2) the practices used to record costs, although in conformance with the Disclo

sure Statement, could be in noncompliance with CAS or FAR. 

8-302.3 Compliance Considerations 

In auditing the contractor's cost accounting practices to ascertain whether they are in 
compliance with the cost accounting standards and FAR Part 31, the auditor should fol
low the guidelines below: 

a. In evaluating price proposals and performing estimating system surveys, the audi
tor is required to describe inconsistencies between the contractor's estimating and cost 
accumulating practices. The auditor may, therefore, be in a position, based on past au
dits, to ascertain whether the contractor complies with the standard requiring consisten
cy in estimating, accumulating, and reporting costs. 

b. The standard prohibiting double counting (CAS 402) did not introduce an entirely 
new ground rule since acquisition regulations contained similar provisions. The prohibi
tion against double counting in the acquisition regulations, however, was narrower in 
scope since it basically applied to individual contracts. CAS 402 has extended the scope 
by adding the requirement that each type of cost incurred for the same purpose, in like 
circumstances, must be either direct or indirect for all final cost objectives. Prior audits 
of the contractor's incurred costs may provide information on whether the cost account
ing practices comply with this standard. 

c. With respect to noncompliance with FAR Part 31, if a cost accounting practice has 
been questioned by the auditor in the past and the CFAO has not made a final determi
nation, the practice should be questioned again. Once the CFAO makes a determination 
on the issue, the decisions will be followed. If the FAR is subsequently changed or a 
change in circumstance occurs, a practice should again be evaluated for compliance. 

d. If a cost accounting practice has been questioned because of noncompliance with 
FAR Part 31 and the CFAO supported the auditor's position, but the ASBCA or Court of 
Claims ruled against the Government, the auditor will not question the practice again 
unless there is a subsequent change in FAR or the cost accounting standards which 
would negate the decision. However, if the ASBCA or the Court of Claims ruled in fa
vor of the Government, the practice should be questioned at all other contractor loca
tions where circumstances are substantially the same. 
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8-302.4 Discussions with the CFAO and the Contractor 

a. The auditor should discuss noncompliance matters with the CFAO at the earliest 
possible opportunity. It is important to keep the CFAO informed of the auditor's actions 
and to identify areas where the auditor may need to provide further information regarding 
his or her recommendations. 

b. As an integral part of the audit, discuss the findings with the contractor. (See 4-300.) 

8-302.5 Coordination for Consistent Treatment 

a. Because of the consolidated contract audit function and the relationship of CASB 
rules, regulations, and standards to the DCAA mission, DCAA is in an advantageous posi
tion to ascertain whether the promulgated standards, rules, and regulations are applied 
consistently. To fulfill this responsibility, DCAA must effectively coordinate all phases of 
audits involving CAS. 

b. Consistency in implementing CASB rules, regulations, and standards should be one 
of the auditor's primary concerns. Contractors are justifiably sensitive to unwarranted var
iations in the audit treatment of similar situations. To assure the provisions of 41 U.S.C. 
1501-1506 (formerly 41 U.S.C. 422) are applied consistently, audit findings that are sig
nificant in amount or nature should ordinarily be coordinated with the region and CAC 
before the reports are issued. 

c. When coordination involves other DCAA regional offices, the cognizant auditor 
should refer to his or her region those matters that cannot be resolved by the FAOs in
volved. The region may forward the matter to Headquarters, Attention PAC, if agreement 
is not achievable at the regional level. (See 4-900.) 

d. Information on other significant problems or controversial situations will also be 
provided to Headquarters, Attention PAC. (See 4-900.) This information will assist in 
developing guidance to improve auditing and reporting techniques or in referring matters 
to the Office of the Secretary of Defense (OSD) when DoD-wide guidance is needed to 
achieve uniform and consistent implementation of CAS. 

8-302.6 CAS Coordination in CAC/CHOA/GAC Complexes 

a. The DCAA CAC program, for major multi-segment contractors and other specific 
groups of contractors, is described in 15-200. For multi-segment contractors outside a 
CAC complex, a CHOA or GAC will be designated in accordance with 8-104.3. The 
CAC, CHOA, and GAC complexes play a significant part in promoting consistent treat
ment of CAS compliance issues among related or similar contractor segments. 

b. Each CAC/CHOA/GAC will: 
(1) Obtain from the cognizant FAOs the necessary data to compile a listing of all 

known noncompliance issues at each of the segments that comprise the complex. The list
ing, along with information on resolution of the issues, should be distributed to all FAOs 
that have cognizance of any segment within the complex. 

(2) Review and update the listing for new instances of noncompliance and include 
information regarding noncompliance issues resolved. Circulate this data to the cognizant 
FAOs to keep them informed about current developments. 
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(3) Before issuing a noncompliance report, discuss the recommendations with the 
FAO. This should be done to assure consistent treatment of similar conditions at the vari
ous segments of the complex. 

(4) Recommend workshops if needed to evaluate mutual CAS problems, in accord
ance with 15-200. 

c. FAOs in the complex will: 
(1) Inform the CAC/CHOA/GAC of known problem areas. 
(2) Inform the CAC/CHOA/GAC immediately when new problem areas are en

countered. 
(3) Evaluate problem areas of other organizational units to determine if similar 

problems exist or could exist at your location. 
(4) Plan audits so findings can be coordinated before reports are issued. 

8-302.7 Reporting CAS Noncompliance 

a. In assigning responsibilities to the CFAO and the contract auditor, the regulations 
(FAR 42.302(a)(11)), FAR 30.601, and FAR 30.202-6), require the auditor to conduct 
audits of Disclosure Statements for adequacy and compliance and report practices that do 
not comply with CASB rules, regulations, and standards. The CFAO is to determine 
whether the reported practices actually do not comply with the CASB promulgations or 
FAR Part 31. Noncompliance reports should include only CAS violations that the auditor 
considers significant. The auditor should report: 

(1) Violations of major requirements of CAS regardless of their effect on contract 
costs. 

(2) Noncompliances having a significant cost effect on CAS-covered contracts. 
(3) Noncompliances that currently have no significant effect on contract costs but 

could eventually result in a significant adjustment because of changed circumstances. 
However, a noncompliance report will not be issued when the auditor determines the non
compliance will never result in a significant adjustment. 

(4) Noncompliances that are an inherent part of the contractor’s cost accounting 
system and that are of such a nature that the cost effect on CAS-covered contracts would 
be difficult or impossible to determine. (In ASBCA Case No. 20998, the Board upheld the 
Government's right to determine a contractor to be in noncompliance even though the 
Government was unable to determine that increased costs resulted from the noncompli
ance. This ASBCA decision should be referenced in all audit reports recommending non
compliance where the cost impact cannot be determined.) 

b. The following are examples of practices that deviate from CAS. Even if such prac
tices have not resulted in increased cost or no increased cost can be determined, the condi
tions described are reportable as noncompliances. 

(1) A contractor allocates home office expenses to divisions as fixed management 
charges. The charges are less than the amounts which would have been allocated had the 
contractor followed CAS 403. The auditor should recommend that the CFAO advise the 
contractor that costs will be disapproved when the method used by the contractor results in 
an amount exceeding that which would have been allocated under the standard. 

(2) Another contractor estimates labor cost by category, i.e., fabrication assembly, 
inspection, etc. The actual costs are accumulated in one undifferentiated account. Under 
these circumstances, the auditor would not be able to determine if there is any cost effect 
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since there are no records to compare. The auditor should report the noncompliance and 
recommend that the contractor be required to follow consistent practices in estimating and 
accumulating labor costs. 

c. The following guidance should be followed in reporting instances of noncompliance 
with CAS. 

(1) The auditor may discover instances of noncompliance while performing any of 
his or her other audit functions, i.e., price evaluations, audit of incurred costs, Disclosure 
Statement adequacy and CAS compliance audits, and system audits.Regardless of the cir
cumstances under which noncompliance items are found, the auditor will include non
compliance issues in a separate report (activity code 19200). To avoid unnecessary and 
duplicative reporting, the CAS noncompliance will be fully described in the noncompli
ance report and other reports may merely cross-reference that report. 

(2) Generally, when the audit discloses noncompliances with more than one cost 
accounting standard, a separate noncompliance audit report should be issued for each 
standard. However, noncompliances with two or more standards should be issued in the 
same report when the noncompliances are related or inseparable. Noncompliances are 
related or inseparable if the resolution of one resolves the other. Usually, auditors should 
not issue multiple audit reports for noncompliances with a single CAS. 

(3) Reports will be issued as the auditor discovers instances of noncompliance dur
ing normal audit functions. There is no requirement for final voucher evaluation memo
randums and audit reports on final pricing to include a "clearance" statement with respect 
to compliance with 41 U.S.C. 1501-1506 (formerly 41 U.S.C. 422). 

d. The auditor is responsible for conducting audits as necessary to ascertain that con
tractors are complying with CAS. Therefore, a general request by a CFAO for reports 
and/or comments on contractor compliance is not needed. If such a request is received, 
inform the CFAO that although DCAA does perform compliance audits of specific Cost 
Accounting Standards, we do not issue reports on contractor overall compliance. (Howev
er, see 8-304.2 regarding scheduled annual compliance audits.) Offer to audit and report 
on any specific area that the CFAO may suspect is noncompliant. If a CAS compliance 
audit is already planned in the area of concern specified by the CFAO, the audit should be 
rescheduled to coincide with the CFAO request. When an audit relating to a particular 
identified practice is requested, the auditor and the CFAO will establish a mutually ac
ceptable date for submitting the audit results. The auditor will then include the required 
audit steps to cover the questioned practice in the next scheduled audit or, if necessary, 
will schedule a special audit. The CFAO's request to audit a specific practice should be 
given prompt consideration but should not receive higher priority than proposal evalua
tions. Acknowledge the audit request or notify the CFAO of the planned audit in accord
ance with 4-104. After the audit, issue either a report on noncompliance or a brief report to 
inform the CFAO that the audit disclosed no noncompliance in the specific area cited by 
the CFAO. 

e. Reports on noncompliance will be prepared and distributed per 10-808. 
f. Outstanding noncompliance issues (issues included in a previous noncompliance 

report) may affect evaluations and reports related to other audits. If a noncompliance re
port has been issued, the evaluation of a price proposal must comment on and should 
question the impact of the noncompliance item on the proposal being evaluated. If a CAS 
noncompliance is found during a proposal evaluation or other audit, the report for that 
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audit can be issued prior to the issuance of the CAS noncompliance report. However, a CAS 
noncompliance report is still required so that the CFAO can take action. 

8-302.8 Reporting FAR Noncompliance 

A noncompliance that violates both FAR and similar provisions in CAS should be re
ported in one report and processed as required under FAR 52.230-2(a)(5) to correct the non
compliance and recover any cost impact due the Government (see 8-302.7 above). A non
compliance with FAR that does not also violate CAS (or the contractor has no CAS-covered 
contracts) is normally reported and the impact recovered as part of other audits (e.g., in
curred cost, forward pricing). 

8-303 Audit of Disclosure Statement and/or Established Practices to Ascertain 
Compliance with CAS and FAR 

8-303.1 Requirements 

a. FAR 52.230-2 (full CAS coverage) require the contractor to adequately disclose its 
cost accounting practices for all covered contracts. FAR 52.230-3 (modified CAS coverage) 
also requires a contractor to adequately disclose its cost accounting practices under certain 
circumstances (see 8-103.8.c). An audit of the initial Disclosure Statement will be made to 
ascertain compliance with Public Law 100-679 (41 U.S.C. 1501-1506, formerly 41 U.S.C 
422). While this audit may be performed concurrently with the adequacy audit, separate 
audit reports should be issued for the adequacy and compliance of the initial Disclosure 
Statement. However, the report on the Disclosure Statement adequacy should not be deferred 
until the audit for compliance is completed. 

b. A noncompliance disclosed during an evaluation of a price proposal should be includ
ed in a separate report and submitted to the CFAO with the evaluation report. 

c. Audit files may contain sufficient information to determine whether the Disclosure 
Statement complies with 41 U.S.C. 1501-1506 (formerly 41 U.S.C. 422), related regulatory 
provisions, and FAR. The auditor should identify all significant areas where the contractor's 
disclosed practices are not in compliance. Audit working papers should sufficiently docu
ment the auditor's opinion regarding whether the contractor’s disclosed practices comply 
with CAS and FAR. 

d. FAR 30.202-7(b) provides that the contractor’s cost accounting practices should com
ply with FAR Part 31 as well as CAS. However, the auditor should report as noncompliances 
only those FAR violations that involve the direct and indirect allocation or classification of 
costs. Essentially, this limitation excludes reporting as noncompliance those FAR violations 
based solely on reasonableness or allowability. 

8-303.2 Initial Audits of Compliance 

a. An initial compliance audit of a contractor’s Disclosure Statement, as a rule, should be 
scheduled for completion within 60 days after the CFAO has made a determination of ade
quacy of the Disclosure Statement. Notify the CFAO of the audit in accordance with 4-104. 
To avoid unnecessary effort at contractors having limited Government business, the auditor 
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should find out whether a covered contract has been awarded before engaging in extensive 
audit effort to ascertain compliance. 

b. The scope of compliance audits of initial Disclosure Statements should be limited to 
determining whether the described practices comply with CAS and FAR Part 31. The auditor 
should not conduct transaction testing to determine if the contractor’s actual practices com
ply with the described practices. Testing of actual compliance will be tested later in accord
ance with the routine audit planning cycle. However, the auditor may be aware through other 
audit work that an actual practice is noncompliant with the disclosed practice. In this case, 
the auditor will report the noncompliance in accordance with 10-808. 

c. Upon completion of the compliance audit of the initial Disclosure Statement, the audi
tor should issue an audit report in accordance with 10-805. 

8-303.3 Changes to Disclosure Statements and/or Established Practices 

a. In accordance with FAR 52.230-6, the contractor must submit proposed accounting 
changes to the CFAO. The time frames for submission of the proposed changes are refer
enced in FAR 52.230-6(b). CFR 9903.302 provides definitions of "cost accounting practice", 
"change to a cost accounting practice" and contains illustrations of changes. CAS Working 
Group Guidance 81-25 concluded that a change from a percentage of completion to a com
pleted contract method of computing state taxes was an accounting change. A change from a 
completed contract to a percentage of completion or a percentage of completion - capitalized 
cost method as required by the Tax Reform Act of 1986 is also to be considered an account
ing change. 

b. An important CAS audit responsibility is to ascertain whether accounting changes 
made by a contractor require a revision to the Disclosure Statement. Therefore, auditors 
should request contractors to establish procedures to promptly notify the Government of all 
proposed accounting changes. The auditor will evaluate the acceptability of the contractor's 
proposed accounting changes. When a Disclosure Statement revision is required but is not 
made, a noncompliance report should be issued (e.g., practices used to record costs are not in 
compliance with Disclosure Statement). A condition of noncompliance could also result 
from the contractor's failure to follow the administrative procedures prescribed by FAR 
52.230-6 in making an accounting change. When the CFAO determines that the description 
of the change is adequate and compliant and that the cost impact is material, the CFAO will 
request submission of a cost impact proposal in accordance with FAR 30.604. 

c. A condition of noncompliance exists if, for example, a contractor estimates a contract 
using a cost accounting practice consistent with its Disclosure Statement and, at some point 
during the performance, changes the methods for computing and accumulating a labor class, 
whether or not it was listed as a principal class of labor in the Disclosure Statement. Costs 
are being accumulated in a manner inconsistent with estimating practices and not in accord
ance with the Disclosure Statement. The report to the CFAO should recommend that: 

(1) determination of noncompliance (CAS 401) be made, 
(2) a general dollar magnitude submission be requested from the contractor to evalu

ate the effect of the changed practice, and 
(3) a revised Disclosure Statement be requested from the contractor describing all 

principal classes of labor. 
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d. Preamble J of the CASB's rules, regulations, and standards (see Appendix B to FAR) 
contains a discussion by the CASB on organizational changes. The preamble states in part 
that, 
". . . business changes by themselves are not changes in cost accounting practices." However, 
it also states that "The decision as to whether there is a change in cost accounting practice is 
made through an analysis of the circumstances of each individual situation being promulgat
ed in these regulations." Organizational changes which result in a change in the measurement 
of costs, the assignment of costs to cost accounting periods, or the allocation of costs to cost 
objectives should be considered to be changes in cost accounting practice requiring an ad
justment to CAS-covered contracts for any increased costs. As a result of U.S. Court of Ap
peals for the Federal Circuit No. 93-1164, a corporate reorganization that involves a change 
in the grouping of segments for home office expense allocation purposes should not be con
sidered a change in accounting practice unless the method or technique used to allocate the 
costs changes. For all other circumstances, auditors need to evaluate the specifics of each 
situation on a case-by-case basis to determine whether a change in accounting practice has 
resulted from a change in the measurement, allocation, and assignment of costs. 

e. When a Disclosure Statement change is submitted, the auditor should ascertain its ade
quacy and compliance before the effective date. The time frame for completing these audits 
should be coordinated with the CFAO (see 4-104). The auditor will issue a single report 
including his or her opinions on both adequacy and compliance. (See 8-208e and 10-806.) 

8-304 Audit of Estimated, Accumulated, and Reported Costs to Ascertain Compliance 
with CAS and FAR 

8-304.1 Requirements 

a. The cognizant contract auditor is responsible for conducting audits to ascertain 
whether a contractor's actual cost accounting practices comply with CAS and FAR Part 
31. Compliance with CAS is required for all contractors that have contracts containing the 
CAS clause without regard to whether a Disclosure Statement has been submitted. 

b. FAR Part 31 has incorporated many of the same CAS requirements for contracts 
which do not contain the CAS clause. Therefore the auditor is responsible for assuring 
compliance with these FAR provisions as well; however, non-compliance with Part 31 
shall be reported separately from CAS non-compliances. 

8-304.2 Compliance Audits 

a. Compliance with FAR Part 31 and CAS is an inherent part of every contract audit. 
Auditors are expected to be knowledgeable of compliance requirements and consider them 
as applicable in examination of contract proposals and incurred cost. In addition a com
prehensive audit of a contractor’s compliance with each applicable cost accounting stand
ard, except for CAS 401, 402, 405, and 406, shall be conducted once every three years, 
unless circumstances at the contractor warrant conducting the audit sooner. The compre
hensive compliance audits will cover the incurred cost in the last completed contractor 
fiscal year and serve to provide added assurance to the overall consideration of all appli
cable CAS requirements in audit work performed during the intervening years. 
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b. During annual audit planning (see Chapter 3 and the Planning section of the DMIS 
User Guide), identify those standards for which tests of CAS compliance are necessary. 
Establish separate audit assignments for each standard to be tested. The auditor’s assess
ment of risk for each standard should identify those provisions of a standard which are 
significant to the particular contractor. The materiality criteria provided in 48 CFR 
9903.305 must be considered in developing the nature and extent of CAS compliance 
tests. 

c. The initial Disclosure Statement adequacy and compliance audit for a new standard 
should be scheduled as soon as possible after the effective date of the new standard. The 
timeliness of the audit is especially important for those practices which may involve sig
nificant costs. If the audit is performed soon after a new standard's effective date, the audi
tor will have a basis for determining whether the accounting practices reflected in pricing 
proposals comply with the new standard. 

8-304.3 Reporting of Compliance Audit Results 

a. An audit report should be issued whether the audit disclosed instances of noncompli
ance or not. The audit report should inform the CFAO of the specific area being audited even 
if the audit disclosed no instances of noncompliance. If noncompliance is disclosed, the audit 
report should explain in detail the issues involved. 

b. The auditor may detect noncompliance at any stage of a procurement action. Noncom
pliance should be reported whenever detected. Special care is necessary to ensure that pro
posal evaluation reports that reveal instances of noncompliance are accompanied by a non
compliance report. 
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8-400 Section 4 --- Cost Accounting Standards 

8-400 Introduction 

This section contains guidance on implementing specific cost accounting standards 
(CAS). Additional illustrations are included in an attempt to provide auditors with a common 
understanding of the standards. This section will be amended to include specific audit guid
ance for the standards promulgated in the future. The cost accounting standards (48 CFR 
Chapter 99) are included in the FAR as Appendix, Cost Accounting Preambles and Regula
tions, and are available on the Defense Acquisition Portal web site at https://dap.dau.mil. 

8-401 Cost Accounting Standard 401 --- Consistency in Estimating, Accumulating 
and Reporting Costs 

a. The purposes of this standard are: 
(1) to achieve consistency in the cost accounting practices used by a contractor in 

estimating costs for its proposals with those practices used in accumulating and reporting 
costs during contract performance, and 

(2) to provide a basis for comparing such costs. The standard was effective and 
applicable to all CAS-covered contracts awarded after July 1, 1972. 

b. Cost accounting practices should be applied consistently so that comparable transac
tions are treated alike. The consistent application of cost accounting practices will facili
tate the preparation of reliable cost estimates used in pricing a proposal and the compari
son of those cost estimates with the actual costs of contract performance. Such 
comparisons of estimated and incurred costs provide: 

(1) an important basis for financial control over costs during contract performance, 
(2) means for establishing accountability for costs in the manner agreed to by both 

parties at the time of contracting, and 
(3) an improved basis for evaluating estimating capabilities. 

8-401.1 Consistency between Estimating and Accumulating Costs 

a. The consistency requirement between estimating and accumulating costs is a two-
part requirement. First, the contractor's practices used to estimate costs in pricing pro
posals must be consistent with practices used in accumulating actual costs. Second, the 
contractor's practices used in accumulating costs must be consistent with practices used to 
estimate costs in pricing the related proposal. Thus, noncompliance with the standard can 
exist because a contractor has failed to estimate its cost in accordance with its established 
or disclosed accounting practices; noncompliance can also occur when a contractor esti
mates in accordance with its disclosed or established practices but accumulates on a dif
ferent basis without obtaining the prior agreement of the Government. 

b. One of the primary problems involved in the implementation of this standard relates 
to the consistency in the level of detail provided in estimating contract costs and accumu
lating contract costs. Greater detail in the accumulating and reporting of contract costs 
than in the pricing of proposals is permitted by CAS 401.40(c) which states that, "The 
grouping of homogeneous costs in estimates prepared for proposal purposes shall not per 
se be deemed an inconsistent application of cost accounting practices. . . ." Although the 
grouping of homogeneous costs for estimating purposes is permitted, the auditor should be 
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aware that CAS 401.50(a) requires that ". . . . costs estimated for proposal purposes shall 
be presented in such a manner and in such detail that any significant cost can be compared 
with the actual cost accumulated and reported therefore." In other words, the grouping of 
costs for proposal purposes does not result in noncompliance as long as the costs are ho
mogeneous and if comparisons between actual costs and proposed costs are possible. The 
following are examples of permissible grouping of costs as presented in CAS 401.60(a)1 
and 3. 

". . . 1. Contractor estimates an average direct labor rate for manufacturing direct labor 
by labor category or function. Contractor records manufacturing direct labor based on 
actual cost for each individual and collects such costs by labor category or function." 

". . . 3. Contractor uses an estimated rate for manufacturing overhead to be applied to 
an estimated direct labor base. It identifies the items included in its estimate of manufac
turing overhead and provides supporting data for the estimated direct labor base. The con
tractor accounts for manufacturing overhead by individual items of cost which are accu
mulated in a cost pool allocated to final cost objectives on a direct labor base." 

c. Noncompliance can occur when there is greater detail in the estimating of contract 
costs than in the accumulating and reporting of costs as indicated by the following exam
ple in CAS 401.60(b): 

". . . 5. Contractor estimates engineering labor by cost function, i.e., drafting, produc
tion engineering, etc. Contractor accumulates total engineering labor in one undifferentiat
ed account." 

(1) In the above circumstances, should the potential noncompliance with CAS 401 
be rectified by providing less detail in estimating or more detail in accumulating costs? If 
the contractor revises its price proposal and shows the estimate for engineering labor as 
one amount, it achieves consistency with its method of accumulating these costs and tech
nically corrects the noncompliance. However, an agreement to eliminate all details in the 
estimate would deprive the Government of information needed to effectively evaluate the 
pricing proposal. This extreme approach should be rejected and cited as an estimating 
system deficiency. 

(2) FAR 15.403, DFARS 215.403, and Contract Pricing Resource Guides contain 
guidance as to the level of detail required for certified cost or pricing data submitted in 
connection with negotiated noncompetitive contracts. FAR 15.408, Table 15-2, constitutes 
an appropriate baseline for establishing the detail to be furnished. If the contractor's esti
mates are in accordance with this baseline, and are in greater detail than costs in the rec
ords, the auditor should normally recommend that costs be accumulated in a manner con
sistent with the estimate. A reduction in the estimating details would be acceptable only if 
the contractor's submission satisfies the FAR/DFARS provisions cited above and the re
quirements of acquisition officials. 

(3) In determining the appropriate level of detail for consistent use in estimating 
and accumulating costs, the auditor should bear in mind that in many instances procuring 
contracting officers (PCOs) may request contractors to furnish estimates in a special man
ner. Such a request may require more information than needed for cost accumulation pur
poses or cause information to be arranged in a way that is not consistent with the manner 
in which the contractor intends to accumulate the actual costs. 

(4) If the auditor finds estimates of significant items of costs in a pricing proposal 
which will not be comparable with the actual cost accumulated, he or she should discuss 
the inconsistency with the contractor. The auditor should point out the areas of potential 
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noncompliance and advise the contractor of the audit recommendations she or he proposes 
to make to the cognizant Federal agency official (CFAO). If the contractor contends that it 
presented the information in the price proposal for negotiation purposes only and did not 
intend to accumulate costs in such a manner, the auditor should inform the contractor that 
she or he will recommend the contracting officer request a cost estimate that summarizes 
the cost data in a manner compatible with the cost accumulation plan. The auditor should 
evaluate the cost summaries to determine if sufficient data are presented to meet the re
quirement of the Request for Proposal. The auditor's opinion on whether the summaries 
contain an acceptable level of detail for accumulation purposes should be included in the 
report to the CFAO. 

d. The promulgation of CAS 401 raised a question among auditors as to whether 
applying a percentage factor to proposed material costs to cover expected losses would 
comply with the standard if the contractor maintained no separate historical loss rec
ords. The CASB issued Interpretation No. 1 to CAS 401 in 1976 to deal with that par
ticular issue. The interpretation provides that contractors who estimate material losses 
by applying a percentage factor to a base, such as total material requirements, must sup
port the factor with historical experience. The interpretation does not prescribe the type 
or level of detail necessary to comply with the standard. Government contracting au
thorities should decide the amount of statistical or accounting data required based on the 
individual circumstances. It should be emphasized that the contractor should be cited for 
noncompliance whenever factors are applied to totals or subtotals of material require
ments, and during contract performance the contractor does not maintain a separate rec
ord of the costs represented by the proposed factor. Adding a uniform percentage to 
each line item in the bill of material is the same as adding a single percentage to the 
total basic material cost. In the two examples above, the contractor would have to main
tain a separate accounting record for the additional material purchased during contract 
performance to be in compliance with the CAS 401. However, when the contractor ad
justs the quantities of individual line items in the bill of material, either by applying a 
factor or by adding a specific quantity of additional units, the contractor is deemed to 
have complied with the standard. This is because the estimate is a representation of the 
total cost of individual parts. In most situations, the cost and quantity of individual parts 
used can be determined from the accounting records. Nothing in the Interpretation No. 1 
to CAS 401 should be construed to alter or modify the requirements that the contractor 
submit adequate certified cost or pricing data. Refer to 9-200 for evaluating the adequa
cy of certified cost or pricing data in proposals. 

8-401.2 Consistency in Reporting Costs 

a. As used in the standard, "Reporting of Costs" refers to: 
(1) data presented in reports required by the contract such as budget and management 

reports for cost control purposes and 
(2) the data contained on public vouchers or any other request for payment. 

b. The primary interest is to ascertain whether the accounting practices used to determine 
the costs presented in these reports are consistent with the accounting practices used to esti
mate and accumulate the costs. It would not be expected that a public voucher will contain 
the same level of detail as a pricing proposal or that the details in a budget or management 
report will be limited to that in the proposal. The auditor will ascertain whether the account-
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ing practices for selecting indirect cost pools and methods of distributing the indirect costs 
used to determine the amounts on those reports are consistent with those used for estimating 
and accumulating. In addition, the standard does not prohibit the use of reporting systems 
with unique requirements such as the applied cost concept used for EVMS purposes and 
certain estimating techniques used to project contract estimates at completion under EVMS 
contracts. Further, the standard does not prevent the use of forecasted indirect cost rates for 
billing as long as the pools and allocation bases used to develop those rates are consistent 
with those used for estimating and accumulating costs. 

c. If noncompliances are found, the auditor must ascertain their significance and make the 
appropriate recommendation as outlined in 8-302.7. 

8-401.3 Illustrations 

The following illustrations are intended to supplement those in paragraph 401.60 of the 
standard. They are to be used as a guide in determining the contractor's compliance with the 
standard. 

a. Problem. A contractor's proposal shows the cost of engineering labor by class, 
i.e., Engineer I, Engineer II, etc. However, it is the contractor's practice to accumulate 
engineering labor by type, i.e., Electrical Engineer, Design Engineer, etc. Such practices 
would violate CAS 401. 

Solution. If the contractor submits a summary of the proposal by type of engineer 
which: 

(1) reconciles with the proposed cost by class of engineer, 
(2) meets the requirements of the solicitation (for example, the format provided in 

FAR 15.408, Table 15-2,) and 
(3) further explains that this is the manner in which cost will be accumulated, then 

consistency with CAS 401 will have been achieved. 
The auditor should be careful to determine whether the PCO intended to buy a specific 
number of hours by class of engineers. In such a case, the contracting officer should re
quire the contractor to estimate and accumulate by the same classes of engineers. By this 
requirement, consistency with the cost accumulation records will be achieved without 
diminishing the level of detail in the estimate. In this regard, it should be remembered that 
any special breakdown required by the contracting officer is a matter for discussion be
tween the contracting parties and is not dealt with by CAS 401. 

b. Problem. A contractor estimates cost by line item, i.e., data, first article test, and 
hardware, and then submits a single proposal for all three items. The contractor does not 
intend to accumulate the cost of each item separately but rather, in accordance with its 
established accounting practice, accumulate labor, material, and indirect costs for the 
contract as a whole. In this instance, the contractor's accumulation records are in lesser 
detail than its estimating constituting a noncompliance with CAS 401. 

Solution. (1) An acceptable approach to correcting the apparent inconsistency between 
the estimating and accumulating practices is to require the contractor to develop an esti
mate in accordance with the requirements of the solicitation, for example, FAR 15.408, 
Table 15-2. Where the contractor elects to estimate and accumulate the combined costs of 
the three line items by cost elements (direct labor, material, indirect costs, etc.), such a 
practice does not necessarily constitute a violation of CAS 401. This is true because the 
level of detail required by FAR 15.408, Table 15-2, has been authoritatively established as 
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an acceptable baseline for compliance with the standard. However, when the contractor 
chooses this alternative, the contracting officer should be promptly advised in the event 
that a level of detail of costs incurred that go beyond the essential requirements of CAS 
401 is needed for proper contract administration. 

(2) On the other hand, if the contractor is required to submit a separate proposal for 
individual contract line items and the cost of each item is material in amount and inherent
ly distinct from other items for which costs are separately accumulated, the contractor 
probably should be required to accumulate cost by line items. In effect, where required by 
the contracting officer, the cost of each line item should be estimated and accumulated as 
if each were a separate contract. Examples of contracts whose costs should be estimated 
and accumulated in such a way are those which provide for: 

(a) design, prototype development, and production or 
(b) distinct and disparate end items of production. 

c. Problem. A contractor prepares separate estimates for the cost of raw material, sub
contracts, purchased parts, and interdivisional transfers. The costs of these items are not 
separately identified in the accounting records. 

Solution. The practice is in noncompliance with the standard and the contractor should 
be required to accumulate costs consistent with its estimates. However, the standard per
mits supplemental records if they are reconcilable to the formal accounting records. 

d. Problem. During the audit of a price proposal, an auditor finds that a contractor uses 
a material additive factor to cover the cost of small common-usage items. In preparing the 
price proposal, the cost of this factor is estimated as an historical percentage of direct ma
terial requirements. In accumulating costs, these items are computed as a percentage of 
direct productive labor hours. 

Solution. The condition described above contravenes the provisions of CAS 401. The 
auditor should recommend a determination of noncompliance and that the contractor 
change its actual practices to conform with the practices disclosed or established. For ex
ample, if the contractor's disclosed or established practice is to accumulate the cost of 
small common-usage items as a percentage of direct productive labor hours, then the esti
mating practice should be changed to be compatible with the method of accumulating such 
costs. In the price evaluation report, the excess cost estimated as a direct result of using a 
practice that is inconsistent with the contractor's disclosed or established practices will be 
quantified and questioned. The validity of alternative methods of estimating and costing 
will be determined in accordance with guidelines included in 6-300 and 9-400. 

8-402 Cost Accounting Standard 402 --- Consistency in Allocating Costs Incurred for 
the Same Purpose 

a. The purpose of this standard is to ensure that each type of cost is allocated only once 
and on only one basis to any contract or other cost objective. The fundamental require
ment is that all costs incurred for the same purpose, in like circumstances, are either direct 
costs only or indirect costs only with respect to final cost objectives. The standard was 
effective and applicable to all CAS-covered contracts awarded after July 1, 1972. 

b. The key words in applying this standard are "costs incurred for the same purpose in 
like circumstances." The illustrations in CAS 402.60 show the need for a thorough exami
nation of the facts before concluding whether or not an accounting practice is resulting in 
noncompliance with the standard. For example, CAS 402.60(b)(2) demonstrates how a 
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cost, although incurred for the same general purpose, (i.e., fire fighting) should be viewed 
in terms of its more specific purposes (i.e., protection of the entire plant versus protection 
of a special area) which permits the costs to be allocated to final costs objectives in a dif
ferent manner. It is essential to examine all of the facts and to avoid making determina
tions on the basis of general information or nomenclature. 

c. CAS 400.1(a) defines a proposal as: "any offer or other submission used as a basis 
for pricing a contract, contract modification or determination settlement or for securing 
payments thereunder." Interpretation No. 1 to CAS 402 was promulgated in 1976 to clari
fy the circumstances under which a contractor could charge proposal costs both direct and 
indirect without violating the standard. The interpretation concludes that not all proposal 
costs are incurred in like circumstances. Proposal costs incurred pursuant to the specific 
requirement of an existing contract, such as proposal cost incurred in connection with the 
definitization of letter contracts and with orders issued under basic ordering agreements, 
are considered to have been incurred in a different circumstance than other proposal costs 
and may be charged direct to the specific contract. Costs of preparing proposals will be 
treated as indirect costs except where such effort is specifically required by contract provi
sion. 

d. If noncompliances are found, the auditor must ascertain their significance and make 
the appropriate recommendations as outlined in 8-302.7. 

8-402.1 Illustrations 

The following illustrations are intended to supplement those in section 402.60. They 
are to be used as a guide in determining whether the contractor complies with the standard. 

a. Problem. A contractor has a Government contract which requires extra effort for 
planning and cost management. It hired extra people to accomplish this effort and ac
counted for all their labor cost as a direct charge to the contract. The contractor has other 
people performing the same functions for more than one contract and their labor is 
charged to indirect costs. 

Solution. Since the work being performed is the same and the only difference is in the 
amount of effort required to accomplish the function, this practice would not comply with 
the standard. The contractor could correct the situation by: 

(1) charging all of these costs to indirect costs and developing an equitable distribu
tion base or 

(2) direct charging all of these costs. 
b. Problem. A contractor charges engineering consultant costs incurred on IR&D pro

jects to engineering overhead; the same costs incurred for research and development con
tracts are charged direct to the contracts. 

Solution. This practice does not comply with the standard because the same type of 
costs incurred in similar circumstances are charged to cost objectives on different bases. 
Also, the practice does not comply with FAR 31.205-18, and CAS 420 which requires that 
direct and indirect costs for IR&D projects be determined on the same basis as if the 
IR&D projects were under contract. Since the benefiting projects can be specifically iden
tified, the consultant costs should be charged directly to those projects. 

c. Problem. A contractor has hundreds of cranes located throughout a shipyard. Their 
maintenance, taxes, and depreciation costs are recorded in a general account and then allo
cated to departmental overhead pools for distribution to contracts. The Dry Dock has the 
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cost of eight cranes charged directly to its departmental overhead pool because their use is 
unique to the Dry Dock operations. 

Solution. Since the Dry Dock cranes are used for a special purpose and the Yard 
cranes for general purposes, this practice would not result in double counting. However, if 
any of the Yard cranes are also used for a special purpose, such as new ship construction, 
the practice would result in double counting and noncompliance with the standard. Under 
those conditions all of the special purpose cranes should be eliminated from the general 
account and charged directly to the using department to correct the problem. 

8-403 Cost Accounting Standard 403 --- Allocation of Home Office Expenses to 
Segments 

a. The purpose of this standard is to establish criteria for allocation of home office 
expenses to the segments of the organization on the basis of a beneficial or causal rela
tionship. The appropriate implementation of this standard will limit the amount of home 
office expenses classified as residual to the expenses of managing the organization as a 
whole. 

b. The standard was effective July 1, 1973 and, after receipt of a CAS-covered contract, 
is to be followed by each contractor as of the beginning of its next fiscal year. The standard 
exempts contractors who are subject to the provisions of 2 CFR, Part 220 and 2 CFR, Part 
225 (Formerly Office of Management and Budget Circular Nos. A-21and A-87) (Principles 
for Determining Costs Applicable to Research and Development under Grants and Contracts 
with Educational Institutions and Principles for Determining Costs Applicable to Training 
and Other Educational Services under Grants and Contracts with State and Local Govern
ments). 

8-403.1 General 

a. With the adoption of this standard, contractor and Government personnel have a 
specific, authoritative accounting rule prescribing criteria for allocating home office and 
group office expenses to segments of an organization. For purposes of the standard, the 
term "home office" is defined in CAS 403.30(a)(2) as an "office responsible for direct
ing or managing two or more but not necessarily all segments of an organization." The 
definition expressly includes intermediate levels, such as group organizations which 
report to a common home office. An intermediate level may be both a segment and a 
home office. 

b. The basic concept of the standard recognizes that some home office expenses in
curred for specific segments can be assigned directly. Other expenses, not incurred for 
specific segments, have a clear relationship (i.e., measurable with reasonable objectivity) 
to two or more segments. Lastly, the standard recognizes a third type of home office ex
pense (i.e., residual) which possesses no readily measurable relationship to segments. 
Consistent with this concept of home office expenses the standard requires that: 

(1) Those expenses incurred for specific segments are to be allocated directly to 
those segments to the maximum extent practical. 

(2) Those expenses not directly allocable, but possessing an objective measurable 
relationship to segments, should be grouped in logical and homogeneous expense pools 
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and distributed on allocation bases reflecting the relationship of the expenses to the seg
ments concerned. 

(3) When the residual expenses are considered material because they exceed a speci
fied percentage of total company operating revenue (as defined in CAS 403.40(c)(2)), a 
three-factor formula must be used to allocate these expenses. The three-factor formula con
sists of payroll dollars, operating revenue (net of interdivisional purchases), and average net 
book values of tangible capital assets and inventories (net of progress payment billings). If 
the residual expenses do not exceed this threshold, they may be allocated to all segments by 
means of any allocation base representing the total activity of such segments. Regardless of 
the method, there may be instances where a particular segment receives significantly more or 
less benefit from residual expenses than would be reflected by the allocation of such expens
es pursuant to the standard. In these cases, a special allocation may be agreed to by the par
ties provided such special allocation is commensurate with the benefits received (CAS 
403.40(c)(3)).When a special allocation under CAS 403.40(c)(3) is used, it must be de
scribed in the contractor’s Disclosure Statement. Otherwise, the contractor would be in non
compliance for failure to follow its disclosed practices. 

c. A requirement of the standard is that home office expenses shall be allocated on the 
basis of the beneficial or causal relationship between supporting and receiving segments. 
In establishing this requirement, the CASB stated that materiality is an important consid
eration in determining whether an expense should be allocated directly or accumulated in 
a homogeneous expense pool and allocated on a basis reflecting the causal or beneficial 
relationship of the pooled expenses to the receiving segments. In addition, CAS 403.40(b) 
provides criteria for allocating six groupings of home office expenses. Residual expenses 
are defined in CAS 403.40(c) as all home office expenses which are not otherwise alloca
ble pursuant to the standard. 

d. The standard provides for an annual test to ascertain whether the residual expenses 
must be allocated on the basis of the prescribed three-factor formula or if the contractor 
may use any appropriate base. For the first year the contractor is subject to this standard 
the determination "shall be based on the pro forma application of this standard to the home 
office expenses and aggregate operating revenue for the contractor's previous fiscal year" 
(CAS 403.40(c)(2)). The contractor is responsible for determining whether or not the 
company should propose the use of any base representative of the total activity of the 
segments or if the three-factor formula must be used. The pro forma submission must 
comply with the standard. 

8-403.2 Guidance 

a. Contractors becoming subject to this standard must: 
(1) Revise their home office expense pool structure and methods of distributing the 

expenses where necessary to comply with CAS 403.40. 
(2) Amend Disclosure Statements to describe the new pool structures and methods of 

distribution. 
(3) Estimate the cost of the first and all subsequent contracts subject to this standard 

using the new pool structures and methods of distribution. Failure to do so would result in 
noncompliance with CAS 401 when costs are subsequently recorded in accordance with 
CAS 403. 
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(4) Submit a proposal for the equitable adjustment of all CAS-covered contracts that 
were negotiated before the effective date of the standard and are affected by the change in 
cost accounting practices. 

b. Amendments to a Disclosure Statement are subject to the same audit and reporting 
requirements as the original Disclosure Statement. Auditors should be especially careful in 
evaluating the adequacy of responses to Item 8.3.2 of the Disclosure Statement concerning 
the composition of the allocation base. The description should provide enough information 
to determine that the contractor is treating all of the elements in the base in the same manner 
at all divisions. 

c. To ascertain that the accounting practices comply with the standard, the auditor should 
determine that: 

(1) expenses have been properly classified as directly allocable, indirectly allocable, 
or residual; 

(2) the "logical and relatively homogeneous pools" are "allocated on bases reflecting 
the relationship of the expenses to the segments concerned;" and 

(3) residual expenses are allocated on a base "representative of the total activity" of 
the company or the prescribed three-factor formula. 

d. Appropriate steps must be included in all audits, i.e., price proposals, forward pricing 
rate proposals, defective pricing, etc., to assure that adjustments were made for the changes 
in the accounting practices. 

e. Because changes in the home office accounting practices will normally affect more 
than one organizational unit of the company, arrangements should be made by the CAC, 
CHOA, or GAC as soon as possible to coordinate the audits of the price adjustment pro
posal. 

f. Auditors should encourage contractors becoming subject to the standard to submit their 
Disclosure Statement revisions and a pro forma submission of their revised home office ex
pense structure as soon as possible. The early submission and audit of this data could permit 
the contractor and auditor to resolve any significant problems before the contract award due 
dates and thereby preclude delays in the awarding of contracts. 

g. This standard requires contractors to use a base representative of the total activity of 
the segments for distributing residual expenses, unless the criteria for special allocation or 
for the three-factor formula method are met. If the residual expenses exceed the levels in 
CAS 403.40(c)(2), the contractor must distribute them on the basis of the three-factor formu
la beginning with the next fiscal year. In addition, the contractor may also choose to use the 
three-factor formula even though not required by the standard. The first time the contractor 
must use the three-factor formula, it may submit a proposal for an equitable adjustment. Af
ter the contractor uses the three-factor formula for the first time, any change to the base for 
distribution of the residual expenses, is subject to not only the provisions of this standard but 
also the provisions of CAS 401 and FAR 52.230-2(a)(4)(ii), (a)(4)(iii), or (a)(5). The prefato
ry comments to CAS 420 state that the amount of IR&D and B&P costs at a home office is 
not to be added to the residual pool to determine whether use of the three-factor formula 
is required. Where the three-factor formula is not required to be used, selection of an 
appropriate base should consider the effect of CAS 420.50(e)(2) which, in certain cir
cumstances, ties the allocation of IR&D and B&P costs to the home office residual ex
pense allocation base. 

h. If noncompliances are found, the auditor must ascertain their significance and 
make the appropriate recommendations as outlined in 8-302.7. 
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8-404 Cost Accounting Standard 404 --- Capitalization of Tangible Assets 

a. This standard establishes criteria for determining the acquisition costs of tangible 
assets which are to be capitalized. It does not cover depreciation or disposition of fixed 
assets, which is covered by CAS 409. 

b. The initial standard was effective July 1, 1973 and, after the receipt of a CAS-
covered contract, must be applied to all tangible capital assets acquired during the con-
tractor's next fiscal year. On February 13, 1996, the CAS Board amended CAS 
404.50(d)(1) relating to the measurement of assets acquired through mergers or business 
combinations. The CAS Board also amended CAS 404.40(b)(1) to increase the mini
mum acquisition cost for capitalization of tangible capital assets from $1,500 to $5,000. 
The effective date of these amendments is April 15, 1996. The amendments are applica
ble to contracts in the next cost accounting period beginning after receipt of a contract 
that incorporates the revised standard. Amendments to CAS 409, also effective April 
15, 1996, are discussed in 8-409. 

c. The amended CAS 404, effective April 15, 1996, applies to tangible capital assets 
acquired in a business combination that takes place after the applicability date (see 8
404.4 for illustrations of the amended CAS 404/409 applicability date). 

8-404.1 General 

a. The standard requires contractors to capitalize the acquisition cost of tangible as
sets in accordance with a written policy that is reasonable and consistently applied. The 
policy shall include the following: 

(1) A minimum service life criterion which shall not exceed two years but which 
may be a shorter period. 

(2) A minimum acquisition cost criterion which shall not exceed $5,000 but 
which may be a smaller amount. 

(3) Identification of asset accountability units to the maximum extent practical. 
The standard defines these units as "A tangible capital asset which is a component of 
plant and equipment that is capitalized when acquired or whose replacement is capital
ized when the unit is removed, transferred, sold, abandoned, demolished, or otherwise 
disposed of." These units should be identified and separately capitalized upon acquisi
tion. Even though they may not have been separately capitalized, the units should be 
removed from the asset accounts at disposition. 

(4) Establishment of minimum dollar amounts for the capitalization of original 
complements of low cost equipment and for betterments and improvements. These min
imum amounts may exceed the $5,000 limitation provided the higher limitations are 
reasonable in the contractor's circumstances. The primary purpose in requiring the capi
talization of original complements is to assure allocation of incurred cost to applicable 
current and future periods. The total original complement should be treated as a tangible 
capital asset. Therefore, the CASB expected that a contractor will identify and control 
the original complement as an entity rather than account separately for each individual 
item which comprises the total complement. 

b. The acquisition cost of tangible assets includes the purchase price adjustment to 
the extent practical for premiums paid or discounts received and the costs necessary to 
prepare the asset for use. 
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(1) CAS 404.50(a)(1)(i) states that the purchase price is the consideration given 
in exchange for an asset and is determined by cash paid or to the extent payment is not 
paid in cash, in an amount equivalent to what would be the cash basis. This provision 
requires the gain or loss realized on assets traded-in to be included as part of the pur
chase price of the acquired asset. CAS 404 does not permit alternative treatment. 

(2) Costs necessary to prepare the asset for use include the cost of placing the 
asset in location and bringing the asset to a condition necessary for normal or expected 
use. Where material in amount, such costs including initial inspection and testing, in
stallation, and similar expenses shall be capitalized. 

(3) Donated assets which meet the contractor's criteria for capitalization shall be 
capitalized at their fair value. This requirement also includes those assets donated by the 
Federal Government. 

c. Tangible capital assets constructed or fabricated by a contractor for its own use 
shall be capitalized at amounts which include all indirect costs properly allocable to 
such assets. This requires the capitalization of G&A expenses and the cost of money 
when such expenses are identifiable with the constructed asset and are material in 
amount. Application of the full costing techniques to Government contract costing re
quires that full consideration be given to the applicability of fixed overhead including 
G&A expenses and the cost of money to constructed assets. Therefore, constructed tan
gible capital assets which are identical with or similar to the contractor's normal product 
should receive an appropriate share of all indirect cost including G&A expenses and the 
cost of money. In addition, other constructed tangible capital assets requiring significant 
indirect support also should be burdened with their allocable share of these supporting 
indirect costs including supporting G&A expenditures, where such costs are material. 

d. The provisions of the standard do not apply to special tooling and special test 
equipment which are properly chargeable against the contracts for which the acquisition is 
authorized. 

e. In connection with lease agreements, contractors must determine whether they con
sider the acquisition to be a capital lease under FASB Statement No. 13 and subject to the 
standard or an operating lease under FASB Statement No. 13 and subject to the require
ments of FAR 31.205-36. In either case, the CASB has stated that the reasonableness of 
the lease costs remains the responsibility of the acquisition agencies. 

f. The standard does not extend to the specific type of records to be maintained. There
fore, contractors may continue to account for their assets on a unit basis or in logical 
groups in accordance with other appropriate regulations. 

g. If noncompliances are found, the auditor must ascertain their significance and make 
the appropriate recommendations as outlined in 8-302.7. 

8-404.2 Assets Acquired in a Business Combination Using the Purchase Method of 
Accounting. 

a. Pre - April 15, 1996 Requirements. Fully CAS-covered contractors would measure 
the assets acquired in a business combination using the purchase method of accounting 
required by the original CAS 404.50(d) (i.e., step-up or step-down of asset bases), but 
depreciation expense would be subject to the allowability ceiling of FAR 31.205-52 (Se
lected Areas of Cost guidebook, Chapter 8). The FAR 31.205-52 ceiling amount is the 
amount that would have been allowable had the business combination not taken place (i.e., 

DCAA Contract Audit Manual 



July 21, 2016 841 
8-404 

no step-up of asset values). Accordingly, the unallowable depreciation expense (i.e., ex
cess depreciation based on a stepped-up asset value over depreciation based on no 
stepped-up asset value) should be included in any allocation base which normally includes 
such costs, e.g., the total cost input G&A base. See 8-410.1a(2) for further guidance. 

b. Requirements Effective April 15, 1996. The prior CAS 404.50(d) was deleted and 
replaced by an amended CAS 404.50(d)(1) and (2). 

(1) CAS 404.50(d)(1): 
(a) CAS 404.50(d)(1) provides that all tangible capital assets of the acquired 

company that during the most recent cost accounting period prior to a business combi
nation generated either depreciation expense or cost of money charges that were allocat
ed to Federal Government contracts or subcontracts negotiated on the basis of cost, to 
be capitalized by the buyer at the net book value(s) of the asset(s) as reported by the 
seller at the time of the transaction. 

(b) The requirements of CAS 404.50(d)(1) deviate from the purchase method of 
accounting required by GAAP, and instead, provide “no step-up, no step-down” of asset 
values for Government contract cost accounting purposes. Consequently, the buyer will 
use the net book value of the tangible capital asset in the seller’s accounting records as the 
capitalized value of the asset and for all contract costing purposes. For instance, deprecia
tion expense will be based on the seller’s net book value. Likewise, cost of money will be 
calculated using the seller’s net book value. Further, the asset values used in the CAS 403 
three-factor formula for distributing the home office costs will be based on the seller’s net 
book value. 

(2) CAS 404.50(d)(2): 
(a) The provisions of CAS 404.50(d)(2) apply to tangible capital assets ac

quired in a business combination that did not generate either depreciation expense or 
cost of money charges during the most recent cost accounting period. CAS 404.50(d)(2) 
provides that all tangible capital assets of the acquired company that during the most 
recent cost accounting period prior to a business combination did not generate either 
depreciation expense or cost of money charges that were allocated to Federal Govern
ment contracts or subcontracts negotiated on the basis of cost, are to be assigned a por
tion of the cost of the acquired company not to exceed their fair values at the date of acquisi
tion. When the fair value of identifiable acquired assets less liabilities assumed exceeds the 
purchase price of the acquired company in an acquisition under the “purchase method,” the 
value otherwise assignable to tangible capital assets shall be reduced by a proportionate part 
of the excess. 

(b) The requirements of CAS 404.50(d)(2) are similar to the purchase method of 
accounting required by GAAP. Consequently, tangible capital asset values would be written-
up or written-down depending on the circumstances of the transaction. However, tangible 
capital assets meeting the requirements of CAS 404.50(d)(2) must still comply with the 
requirements of FAR 31.205-52 (Selected Areas of Cost guidebook, Chapter 8 and 19). 
Therefore, although the asset values may be measured based on the “step-up” or “step
down” rule, allowable depreciation and cost of money will be limited to the total of the 
amounts that would have been allowed had the combination not taken place (i.e., costs 
resulting from asset write-ups are unallowable). This limitation was removed by FAC 97-04, 
effective April 24, 1998, which revised FAR 31.205-52 and 31.205-10(a)(5) to conform to 
the revised CAS 404 and 409. Therefore, allowable depreciation and cost of money would 
be measured in accordance with CAS 404.50(d). 
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8-404.3 Illustrations - Compliance with the Standard 

The following illustrations are intended to supplement the illustrations in paragraph 
404.60 of the Standard. They are to be used as a guide in determining if noncompliance ex
ists. 

a. Problem. A contractor has an established policy of capitalizing tangible assets which 
have a service life in excess of two years and a cost of more than $6,500. It enters into a con
tract which makes it subject to this standard. 

Solution. The contractor must change its policy to conform to the maximum limitations 
of not more than two years and $5,000. If costs are affected on CAS-covered contracts in 
existence before the requirement for the contractor to follow this standard, they are subject to 
the equitable adjustment provision of FAR 52.230-2(a)(4)(i). 

b. Problem. A contractor has an existing policy of capitalizing tangible assets which 
have a service life of more than one year and a cost of more than $3000. It enters into a con
tract which makes it subject to the standard and suggests that the capitalization policy should 
be changed to two years and $5,000. 

Solution. The contractor's existing policy is in conformance with the provisions of the 
standard. Therefore, it is not required to make any changes to the policy. However, if it 
should choose to do so, the change must be made in accordance with the provisions of FAR 
52.230-2(a)(4)(ii). Under that paragraph the change may not result in any increased cost to 
the Government. 

c. Problem. A contractor has a policy of capitalizing betterments and improvements 
when the expenditures exceed five percent of the current replacement value of buildings or 
25 percent of the current replacement value of machinery and equipment. The policy does 
not contain any dollar limitations. 

Solution. CAS 404.40(b)(4) of the standard provides that "The contractor's policy may 
designate higher minimum dollar limitations . . . for betterments and improvements than the 
limitation established in accordance with paragraph (b)(1) of this section, provided such 
higher limitations are reasonable in the contractor's circumstances." Since the contractor's 
policy does not contain specific dollar limits, it does not comply with the standard. To 
correct the situation, the contractor could add specific not-to-exceed dollar limitations. 
Betterments and improvements whose values are in excess of the established limitations 
would be capitalized without regard to the percentage relationship. However, the dollar 
limitations established by the contractor must be reasonable in its circumstances. 

d. Problem. An asset having a net book value of $1.5 million and cash of $1 million is 
given in exchange for the acquisition of a new asset commonly sold for $2 million. The con-
tractor's policy is to capitalize the replacement as the sum of the cash paid and the net 
book value of the old asset. 

Solution. The contractor's policy does not comply with the standard. CAS 
404.50(a)(1)(i) requires the contractor to determine the amount equivalent to the cash 
price. The acquisition cost in this instance would be $2 million. The contractor is required 
to remove the undepreciated value of the traded asset from the asset accounts and capital
ize the replacement asset for $2 million. 

e. Problem. A contractor proposes to construct a facility and install equipment for the 
Government. The proposed price does not include an allocation of G&A expenses or cost 
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of money. However, G&A expenses are allocated to similar facilities constructed or fabri
cated by the contractor for its own use. 

Solution. CAS 404 applies only to tangible capital assets acquired or constructed for 
the contractor's own account. Assets provided by a contractor in fulfilling contract terms 
are not covered by this standard. However, even though facilities contracts are not subject 
to CAS 404, they should be allocated G&A expense under CAS 410. In addition, cost of 
money should be considered an allowable cost under FAR 31.205-10. 

f. Problem. The contractor manufactures Model X for the Government. The contractor 
produces one unit of Model X for its own use. The contractor capitalized the asset at 
$37,500 ($25,000 material, $5,000 production labor and $7,500 overhead, reflecting the 
150 percent annual overhead rate). 

Solution. Model X was not capitalized in accordance with CAS 404.50(b). When con
structed assets are identical with the contractor's regular product, such assets must be allocat
ed their full share of indirect costs, including G&A expenses and cost of money. Assuming 
that G&A expenses, production overhead cost of money, and G&A expense cost of money 
rate for the year are 10%, 10% and 1% respectively, the asset should have been capitalized at 
$42,180, computed as follows: 

Production Labor 5,000 
Production Overhead (150%) 7,500 
Cost of Money related to Production Overhead (10%) 500 
Materials 25,000 
Subtotal 38,000 
G&A Expense (10%) 3,800 
Cost of Money related 
to G&A Expense (1%) 380 

$42,180 

g. Problem. Contractor A acquires Contractor B and accounts for the business com
bination using the purchase method of accounting. Prior to the business combination, 
the net book value of Contractor B’s assets was $10.5 million. Contractor B’s assets 
generated depreciation expense and cost of money charges that were allocated to Gov
ernment contracts negotiated on the basis of cost in its most recent cost accounting peri
od. For GAAP purposes, Contractor A recorded the assets at their fair market value of 
$18 million. The revised CAS 404 applies to the business combination. 

Solution. The provisions of the amended CAS 404.50(d)(1) would apply to the busi
ness combination because the seller’s (Contractor B’s) assets generated depreciation or 
cost of money charges that were allocated to Government contracts negotiated on the 
basis of cost in its most recent cost accounting period. For CAS purposes, Contractor A 
would capitalize the acquired assets at $10.5 million, the net book value of the assets in 
Contractor B’s accounting records. The $10.5 million would be used as the basis of 
Contractor A’s depreciation expense, cost of money, and asset values used in the CAS 
403 three-factor formula. The $7.5 million difference between the net book value and 
fair market value would not be questioned because the costs were not “measured” for 
CAS purposes. Consequently, any depreciation related to the $7.5 million would not be 
included in Contractor A’s total cost input G&A base. 

h. Problem. Same facts as Problem g. above, except that Contractor B has not per
formed Government contracts for several years and consequently, its assets did not gen-
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erate depreciation expense or cost of money charges that were allocated to Government 
contracts negotiated on the basis of cost, in its most recent cost accounting period. 

Solution. The provisions of the amended CAS 404.50(d)(2) would apply to the busi
ness combination because the seller’s (Contractor B’s) assets did not generate deprecia
tion expense or cost of money charges on Government contracts in its most recent cost 
accounting period. For CAS purposes, Contractor A would capitalize the acquired assets 
at $18 million, the fair market value of Contractor B’s assets. However, for contracts 
awarded prior to April 24, 1998, costs resulting from the $7.5 million fair market value 
in excess of the net book value are unallowable in accordance with the provisions of 
FAR 31.205-52. Consequently, the allowable depreciation and cost of money charges 
would be based on the $10.5 million. The asset values used for the CAS 403 three-
factor formula would be the CAS 404 measured amount of $18 million. The unallowa
ble $7.5 million would be included in any of Contractor A’s allocation bases which 
normally include such costs, e.g., the total cost input G&A base, because the CAS 404 
measured cost is the fair market value of $18 million, even though the FAR 31.205-52 
allowable ceiling amount is based on the asset value of $10.5 million. For contracts 
awarded on or after April 24, 1998, the allowable depreciation and cost of money would 
be based on $18 million in accordance with the revised FAR 31.205-52. 

8-404.4 Illustrations - Applicability Date of Amended CAS 404/409, Effective April 
15, 1996 

The following illustrations are intended to demonstrate the applicability date of the 
amended CAS 404/409, effective April 15, 1996. 

a. Situation. Contractor A uses a calendar year as its accounting period and receives 
its “first” CAS-covered contract on May 20, 1996, after the April 15, 1996 effective 
date of the revised CAS 404/409. Contractor A completes a business combination using 
the “purchase method” of accounting on February 15, 1997. 

Applicability Date. The applicability date of the revised CAS 404/409 would be 
January 1, 1997, the beginning of Contractor A’s next full cost accounting period be
ginning after receipt of a contract to which the revised CAS 404/409 is applicable. As
sets acquired in the business combination would be subject to the revised CAS 404/409 
because the combination takes place after the applicability date of the revised CAS 
404/409. 

b. Situation. Same facts as a. above, but Contractor A completes the business com
bination on June 15, 1996. 

Applicability Date. As explained in a. above, the applicability date of the revised 
CAS 404/409 is January 1, 1997. Accordingly, the business combination would not be 
subject to the revised CAS 404/409 because the combination was completed prior to the 
applicability date. 

c. Situation. Contractor B uses a cost accounting period of July 1 - June 30 and re
ceives its “first” CAS-covered contract on December 10, 1996, after the April 15, 1996 
effective date of the revised CAS 404/409. Contractor B completes a business combina
tion using the “purchase method” of accounting on January 30, 1997. 

Applicability Date. The applicability date of the revised CAS 404/409 would be 
July 1, 1997, the beginning of Contractor B’s next full cost accounting period after re
ceipt of a contract (December 10, 1996) to which the revised CAS 404/409 is applica-
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ble. The business combination would not be subject to the revised CAS 404/409 be
cause the combination was completed prior to the July 1, 1997 applicability date. 

d. Situation. Contractor C uses a calendar year as its cost accounting period. Prior to 
1996, Contractor C was awarded contracts subject to full CAS coverage. During 1996, 
Contractor C became subject to only modified CAS coverage and received a modified 
CAS-covered contract on May 15, 1996. Contract C completes a business combination 
on February 15, 1997. 

Applicability Date. Contractor C would not be subject to the revised CAS 404/409 be
cause it did not receive a contract subject to full CAS coverage after the April 15, 1996 ef
fective date of the revised CAS 404/409. Although Contractor C may continue to perform 
contracts awarded in prior accounting periods that are subject to full CAS coverage, these 
contracts would not be subject to the revised CAS 404/409. 

8-405 Cost Accounting Standard 405 --- Accounting for Unallowable Costs 

The purpose of this standard is to facilitate the negotiation, audit, administration, and 
settlement of contracts. It contains guidelines on: 

(1) identification of costs specifically described as unallowable, at the time such 
costs first become defined or authoritatively designated as unallowable and 

(2) the cost accounting treatment to be accorded such identified unallowable 
costs to promote the consistent application of sound cost accounting principles covering 
all incurred costs. 

The standard does not govern the allowability of costs which is a function of the 
appropriate acquisition or reviewing authority. The standard was effective April 1, 
1974, and is applicable to all CAS-covered contracts awarded after that date. 

8-405.1 General 

a. Costs expressly unallowable or mutually agreed to be unallowable, including costs 
mutually agreed to be unallowable directly associated costs, shall be identified and ex
cluded from any billing, claim, or proposal applicable to a Government contract. An 
expressly unallowable cost is that which is specifically named and stated to be unallow
able by law, regulation, or contract. 

b. Costs specifically designated as unallowable or as directly associated unallowable 
costs in a written decision of a contracting officer pursuant to contract disputes proce
dures shall be identified if included or used in computing any billing, claim, or proposal 
applicable to a Government contract. 

c. Costs which are stated to be unallowable in a written decision issued by a con
tracting officer pursuant to disputes clause procedures are required to be identified by 
the contractor. This includes costs claimed by a contractor to be allowable but stated by 
a contracting officer in a written decision to be unallowable because the costs are not 
allocable costs of the contract under which they are being claimed. Therefore if the con
tractor fails to identify claimed costs determined by the contracting officer to be unal
lowable because they are not allocable, the contractor is in noncompliance and the pro
cedures in CAS 405 should be followed. (See CAS Working Group Paper 77-13.) 

d. A directly associated cost is any cost which is generated solely as a result of an
other incurred cost and which would not have been incurred otherwise. 
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e. Guidance concerning accounting for unallowable costs and directly associated 
costs is set forth in FAR 31.201-6. 

f. The costs of any work project not contractually authorized, whether or not related 
to a proposed or existing contract, shall be accounted for separately from costs of au
thorized work projects. 

g. All unallowable costs shall be subject to the same cost accounting principles gov
erning cost allocability as allowable costs. 

(1) In circumstances where these unallowable costs normally would be part of a 
regular indirect cost allocation base or bases, they shall remain in such base or bases. 
This provision is based on the concept that ". . . the issues concerning cost allocation 
and those relating to cost allowance are distinct and separate. Allowability should not be 
a factor in the selection or in the determination of the content of an allocation base used 
to distribute a pool of indirect costs. The appropriateness of a particular allocation base 
should be determined primarily in terms of its distributive characteristics. Any selective 
fragmentation of that base which eliminates given base elements for only some of the rele
vant cost objectives would produce a distortion in the resulting allocations." (see 8
410.1a(2)) 

(2) Where directly associated costs are part of an indirect cost pool that will be al
located over a base containing the unallowable cost with which it is associated, they shall 
remain in the pool and be allocated through the regular allocation process. According to 
the CASB, to do otherwise under these circumstances, could result in double counting. 

h. The standard does not specify the nature of records required except that they be ade
quate to establish and maintain visibility of identified unallowable costs (including direct
ly associated costs), their accounting status in terms of their allocability to contract cost 
objectives, and their cost accounting treatment. Unallowable costs do not have to be iden
tified when, based upon considerations of materiality, the Government and the contractor 
agree on an alternate method that satisfies the purpose of the standard. 

i. If noncompliances are found, the auditor must ascertain the significance of the prob
lem and make recommendations as outlined in 8-302.7. 

8-405.2 Illustrations 

The following illustrations are intended to supplement those in paragraph 405.60 of the 
standard. They will help auditors determine if the contractor is complying with the stand
ard. 

a. Problem. For the past several years, an auditor has questioned the allowability of 
part of the costs in a contractor's business luncheon account as entertainment expenses. 
The final cost questioned as negotiated by the contracting officer for those years has al
ways included a large portion of the amount the auditor recommended for disapproval. In 
estimating the new forward pricing and provisional billing rates, the contractor reduced 
the estimated rates in anticipation of similar cost questioned. The contractor rates are 
based on a projection of cost incurred in prior years. 

Solution. CAS 405.50(c) permits the Government and the contractor to agree on a 
method, other than specific identification, as long as that method satisfies the standard. 
If applicable, the Disclosure Statement should be amended to reflect this. 

b. Problem. Another contractor under circumstances similar to those above declines 
to adjust the estimated forward pricing and provisional billing rates. 
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Solution. The auditor should report this noncompliance with the standard as de
scribed in 8-302.7. 

c. Problem. A contractor performed some unauthorized work under a cost type prime 
contract. The contracting officer decided to disallow the cost (direct and indirect cost) 
specifically related to the unauthorized work. The contractor adjusted the accounting rec
ords and the billings to identify the unallowable production costs. However, in calculating 
the G&A total cost input base, the contractor excluded the unallowable contract cost. It 
stated that the incurred cost for unauthorized work did not affect the amount of G&A ex
penses incurred; consequently, the contractor should be permitted to recover its total G&A 
expense pool. 

Solution. The auditor should report this to the contracting officer as noncompliance 
with CAS 405.40(d) and (e). 

d. Problem. The contractor's established practice is to include overtime premium 
applicable to direct and indirect labor in overhead. The contractor allocates total over
head to total direct labor. The contractor performs and separately accounts for certain 
direct labor associated with a work project which a Government contract specifically 
does not authorize. Both the unauthorized and authorized projects under the contract 
required overtime work. The contractor computes the overhead rate applicable to final 
billing under the contract by including overtime premium applicable to all work projects 
in the overhead pool and direct labor applicable to all work projects in the base. 

Solution. The contractor complies with CAS 405.40(e) since it separately accounts for 
costs of unauthorized and authorized work projects. Also, the contractor's overhead rate 
computation complies with CAS 405.40(e) which states, "Where a directly associated cost 
(overtime premium, in this illustration) is part of a category of costs normally included in an 
indirect cost pool that will be allocated over a base containing the unallowable cost with 
which it is associated, such a directly associated cost shall be retained in the indirect cost 
pool and be allocated through the regular allocation process." 

8-406 Cost Accounting Standard 406 --- Cost Accounting Period 

The purpose of this standard is to provide criteria for selecting the time periods to be used 
as cost accounting periods for contract cost estimating, accumulating, and reporting. It will 
reduce the effects of variations in the flow of costs within each cost accounting period. It will 
also enhance objectivity, consistency, and verifiability and promote uniformity and compa
rability in contract cost measurements. The standard was effective July 1, 1974 and must be 
applied in the next fiscal year after receipt of a CAS-covered contract. 

8-406.1 General 

a. The cost accounting period used by a contractor must be either (1) its fiscal year or (2) 
a fixed annual period other than its fiscal year if agreed to by the Government. Where a con-
tractor's cost accounting period is different from the reporting period used for Federal in
come tax reporting purposes, the latter may be used for such reporting. All rates used for 
estimating, accumulating, and reporting (including public vouchers and progress payment 
billings) must be based on the contractor cost accounting period. 
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b. A transitional cost accounting period other than a year shall be used whenever a 
change of fiscal year occurs. It may be a period more or less than a year, but not more than 
15 months. 

c. Costs of an indirect function which exist for only a part of a cost accounting period 
may be allocated to cost objectives of that same part of the period. However, such cost must 
be material, accumulated in a separate indirect cost pool, and allocated on the basis of an 
appropriate direct measure of the activity or output of the function during that part of the 
period. 

d. The same cost accounting period shall be used for accumulating costs in an indirect 
cost pool as for establishing its allocation base. However, in the prefatory comments the Cost 
Accounting Standards Board stated that although as a matter of principle it does not agree 
that mismatched periods are proper, it recognizes the value of appropriate expedients where 
cost allocations are not expected to be materially affected. Therefore, the standard provides 
for the use of a different period for establishing an allocation base when agreed to by the 
parties if: 

(1) the practice is necessary to obtain significant administrative convenience, 
(2) the practice is consistently followed by the contractor, 
(3) the annual period used is representative of the activity of the cost accounting peri

od for which the indirect costs to be allocated are accumulated, and 
(4) the practice can reasonably be expected to provide a distribution to cost objectives 

of the cost accounting period not materially different from that which otherwise would be 
obtained. 

e. Contractors shall follow consistent practices in selecting the cost accounting period or 
periods in which any types of expense and any types of adjustment to expense (including 
prior period adjustments) are accumulated and allocated. 

f. Indirect cost allocation rates, based on estimates, which are used for the purpose of 
expediting the closing of contracts which are terminated or completed prior to the end of a 
cost accounting period need not be those finally determined or negotiated for that cost ac
counting period (see 6-711.1 and 6-711.2). They shall, however, be developed to represent a 
full cost accounting period, except as provided in c. above. 

g. If noncompliances are found, the auditor must ascertain their significance and make 
the appropriate recommendations as outlined in 8-302.7. 

8-406.2 Restructuring Costs 

a. The Cost Accounting Standards Board promulgated an interpretation at CAS 406.61 
that addresses the assignment of restructuring costs to accounting periods. According to 
the interpretation, it clarifies whether restructuring costs are to be treated as an expense of 
the current period or as a deferred charge that is subsequently amortized over future peri
ods. CAS 406.61, which was issued on June 6, 1997, is applicable to contractor restructur
ing costs paid or approved on or after August 15, 1994. 

b. CAS 406.61(e) provides that restructuring costs should be accounted for as a de
ferred charge unless the contractor proposes, and the contracting officer agrees, to expense 
the costs for a specific event in a current accounting period. Deferred restructuring costs 
should be amortized over the same period of time that benefits of restructuring are ex
pected to accrue. However, CAS 406.61(h) limits the amortization period to no more than 
5 years. See Selected Areas of Cost guidebook, Chapter 63 for further guidance. 

DCAA Contract Audit Manual 



July 21, 2016 849 
8-407 

8-407 Cost Accounting Standard 407 --- Use of Standard Costs for Direct Material 
and Direct Labor 

a. The purpose of this standard is to provide criteria: 
(1) under which standard costs may be used for estimating accumulating, and re

porting costs of direct material and direct labor and 
(2) relating to the establishment of standards, accumulation of standard costs, and 

accumulation and disposition of variances from standard costs. 
The standard was effective October 1, 1974 and must be followed in the next fiscal year 
after the award of a CAS-covered contract. 

b. The standard does not cover standards used for overhead, service centers, nor 
preestablished measures used solely for estimating. 

c. Using the standard for Government contract costing is the contractor's option. Con
tractors are not required to establish standard cost accounting systems or use established 
standard cost accounting systems, intended for management purposes, for costing Gov
ernment work. However, they are required to follow the provisions of the standard if they 
choose to cost Government contracts through a standard cost accounting system. 

8-407.1 General 

Use of a standard cost accounting system to cost Government contracts is permitted 
only when it meets the following criteria: 

a. The standard costs must be entered into the books of account. However, properly 
computed variances may be allocated by memorandum worksheet adjustments rather 
than entered in the books of account. 

b. The standard costs and related variances must be appropriately accounted for at the 
level of the production unit. A production unit is defined as "A grouping of activities which 
either uses homogeneous inputs of direct material and direct labor or yields homogeneous 
outputs such that the costs or statistics related to these homogeneous inputs or outputs are 
appropriate as bases for allocating variances." This concept of homogeneity should permit 
contractors a degree of flexibility in setting and revising standards on the basis of individual 
needs and circumstances and still provide for the proper cost assignment of variances. Under 
this concept a single product manufacturer would be permitted to have one labor variance 
account for the entire plant, while a multiproduct manufacturer would be required to have a 
variance account for each product line and/or for the various common part subproduct lines. 

c. The practices with respect to the setting and revising of standards, use of standard 
costs, and disposition of variances must be stated in writing and consistently followed. 
The written statement of practices shall include bases and criteria used in setting and 
revising standards; the period during which standards are to remain effective; the level, 
such as ideal or realistic, at which material-quantity standards and labor-time standards 
are set; and conditions, such as those expected to prevail at the beginning of a period, 
which material-price standards and labor-rate standards are designed to reflect. 

d. If noncompliances are found, the auditor must ascertain their significance and make 
the appropriate recommendations as outlined in 8-302.7. 
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8-407.2 Illustrations 

The following illustrations are intended to supplement those in paragraph 407.60 of the 
standard. They are to be used as a guide in determining whether a contractor's practices 
comply with the provisions of the standard. 

a. Problem. A contractor who manufactures radios of various configurations has estab
lished labor-rate standards and variance accounts by department; i.e., fabrication, minor 
assembly, final assembly, and test. The functions performed within each department are 
similar, the employees involved are interchangeable, and the inputs of direct material are 
homogeneous. Each variance account is distributed annually on the basis of the depart
ment's labor dollars. The contractor's practices are stated in writing, consistently followed, 
and the standard costs are entered into the books of account. 

Solution. The contractor's practice complies with the standard because it meets the 
following requirements. 

(1) The practices are written, entered into the books, and consistently followed 
(CAS 407.40(a) and (c)). 

(2) The labor-rate standards cover employees performing similar functions within 
each category, and the employees are interchangeable with respect to the functions per
formed (CAS 407.50(a)(3)). 

(3) Each department qualifies as a production unit because: 
(a) each is a grouping of activities which use homogeneous inputs of direct 

material and direct labor, in this case labor with similar skills and efforts, and 
(b) the direct labor costs (homogeneous inputs) are an appropriate basis for 

allocating variances (CAS 407.30(a)(7)). 
NOTE: Since the employees are interchangeable and efforts performed on the radios 

are similar, the allocation on the basis of direct labor dollars will result in a reasonably 
valid assignment of the labor rate variances (differences between actual and standard 
rates) among the radio configurations (units of output). 

(4) Standard cost and related variances are appropriately accounted for at the 
level of the production unit (CAS 407.40(b) and 407.50(c)). 

(5) The variances are allocated to cost objectives annually on the basis of labor 
cost at standard (CAS 407.50(d)(1)). 

NOTE: CAS 407.50(a)(2) states, ". . . where only either the labor rate or labor time 
is set at standard, with the other component stated at actual, the result of the multiplica
tion shall be treated as labor cost at standard." 

b. Problem. Another contractor who manufactures the same general types of radios hav
ing various configurations has established labor-time standards by department; i.e., fabrica
tion, assembly, final assembly, and test. The functions performed within each department are 
not materially disparate except for the fabrication and testing of A and D radio configura
tions. The functions required for the A and D configurations differ significantly from the 
others in terms of operations and complexity (complicated circuitry, finer tolerances, more 
detailed wiring, etc.). The employees involved are interchangeable, and the inputs of direct 
material are homogeneous. The labor hours required for efforts performed within the de
partments for each configuration of the radios differ; however, this has been recognized in 
establishing the standards for each configuration. The labor-time variances (difference be
tween total department standard hours and total department actual hours) are accumulated by 
department and distributed annually to each configuration within each department on the 
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basis of the department's direct labor dollars (standard labor hours at actual rates). The con-
tractor's practices are stated in writing and consistently followed and standard cost is entered 
into the books of account. 

Solution. The contractor's practice as applicable to the fabrication and testing depart
ments does not comply with the standard. These departments do not qualify as production 
units because direct labor dollars are not an appropriate base for allocating the labor-time 
variance to all radios on a pro rata basis since functions performed on the A and D radios are 
significantly disparate from the functions performed on the other radios. The standard's defi
nition of production unit includes the requirement that, ". . . the costs or statistics relating to 
these homogeneous inputs or outputs are appropriate as basis for allocating variances" (CAS 
407.30(b)(7)). One course of corrective action would be to subdivide the fabrication and 
testing departments in a manner which would permit separate accounting for the labor cost 
variances applicable to A and D configurations separate from the other configurations. This 
correction would result in establishing separate bases and would then be appropriate for allo
cating the separate variance accounts. 

c. Problem. In a current proposal, a contractor with a standard cost system prices the bill 
of materials with quotations rather than with its material price standards. The contractor's 
written statement of practices, prepared to comply with paragraph 407.50(a)(1), states that 
material price standards are revised effective 1 January each year and remain in effect until 
the end of the calendar year. The proposed contract will be performed in the current calendar 
year. 

Solution. The use of quotations to price the bill of materials violates CAS 401. It is in
consistent with the practice of measuring direct material cost by standards and variances. 
The bill of materials should be priced with the material price standards currently in effect. 
The amount of material price variances that will be allocated to the contract from production 
units should be estimated separately. [Note: There could be significant difference between 
the amount of material cost estimated with quotations and the amount estimated by standards 
and variances. A difference would result, for example, if quotations are for the quantities 
required for the proposed contract and standards are based on economic order quantities for 
all of the contractor's business.] 

d. Problem. Same as c., with the exception that the proposed contract will be performed 
in the next calendar year. Material price standards have not been established for that year. 

Solution. The use of quotations would be acceptable provided they are the basis for esti
mates of next year's material price standards. 

8-408 Cost Accounting Standard 408 --- Accounting for Costs of Compensated 
Personal Absence 

The purpose of this standard is to establish criteria for measuring and allocating the costs 
of compensated personal absences to final cost objectives. These costs include compensation 
paid by contractors to their employees for such benefits as vacation, sick leave, holiday, mili
tary leave, etc. The standard was effective July 1, 1975. It must be followed in the next fiscal 
year after receiving a CAS-covered contract. 
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8-408.1 General 

a. The provisions of the standard require that the costs of compensated personal absence 
be assigned to the cost accounting period in which entitlement is earned in accordance with 
the contractor's plan or custom. The standard defines compensated personal absence as "any 
absence from work for reasons such as illness, vacation, holidays, jury duty, military train
ing, or personal activities, for which an employer pays compensation directly to an employ
ee." Additionally it defines entitlement as "an employee's right, whether conditional or un
conditional to receive a determinable amount of compensated personal absence, or pay in 
lieu thereof." These conditions required many contractors which had previously recorded 
such costs when paid to revise their accounting practices to accrue the costs over the period 
during which the qualifying service was performed. 

b. Entitlement is recognized on the accrual basis only in the cost accounting period 
in which there arises a liability to pay compensation in the event of layoff or other non
disciplinary termination of employment. 

c. The standard supplements these requirements with the following clarifying comments: 
(1) If the employer's plan or custom provides that a new employee must complete 

a probationary period before the employer is liable to pay the employee for compen
sated personal absence, such service may be treated as creating entitlement, provided 
the contractor does so consistently. 

(2) If the employer's plan or custom provides that entitlement is to be determined on 
the first calendar day or the first business day of a cost accounting period, entitlement will be 
considered earned in the preceding cost accounting period. 

d. When there is no liability for payment of unused entitlement on layoff, such costs will 
be considered to be earned in the period in which paid. In this case, the accrual method is not 
permitted. 

e. Each plan or custom must be evaluated individually to determine when entitlement 
is earned. If a plan or custom is changed, a new determination of entitlement must also 
be made. In evaluating each individual plan, the auditor will make use of the contrac
tor's written policies and procedures and any prior examinations included in the FAO 
permanent files. However, there may be instances, particularly at smaller contractor 
locations, where written policies and procedures do not exist. In these circumstances, 
the auditor will evaluate the "custom" of the employer for paying compensation for per
sonal absences. 

f. Various contractor sources may provide the needed information for determining enti
tlement. Examples include personnel records and memoranda, corporate minutes relating 
to costs of personal absences, financial statements and accounts relating to compensation 
for personal absence, and the appropriate journal entries supporting the books of account. 

g. The liability to be accrued is the total amount the contractor is obligated to pay for 
each plan in the event of layoff, notwithstanding that the employee may forfeit some or all 
of the entitlement if she or he were to resign voluntarily. The liability will be adjusted for 
anticipated nonutilization, if it is expected to be material. 

(1) The use of either current wage rates or anticipated wage rates at the time of 
payment is permitted provided such rates are applied consistently. 

(2) The standard also permits the option of calculating the accrued liability either 
on an individual employee basis or on a total plan basis. A contractor choosing to estimate 
the total cost of all employees in the plan may use sample data, experience, etc. The audi-
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tor should evaluate the data used to assure that the classes and types of employees includ
ed are representative of the employee group during the period for which the liability is 
being accrued. 

h. As noted previously, many contractors record costs of personal absences only when 
paid, but under the standard they will now be required to accrue such costs. Therefore, in the 
year of conversion, two years' expenses are recorded - the costs paid during the year and the 
accrual for costs earned during the year but to be paid in a future year. To prevent a double 
charge to Government contracts, the standard requires contractors to defer the initial accrual 
through the use of a suspense account. Whenever the balance in the suspense account at the 
beginning of the cost accounting period exceeds the contractor's corresponding liability for 
compensated absence at the end of the same cost accounting period, the contractor is permit
ted to reduce the suspense account until it is equal to the liability. The amount by which the 
suspense account is so reduced becomes an additional cost of compensated personal absence 
for that cost accounting period. 

i. There may also be instances where the contractor's practice is to accrue only a por
tion of the estimated liability required by the standard. In such cases, the contractor must 
revise its accounting practices to accrue the balance of the liability, as required by the 
standard. The amount of the additional accrual must be placed in a suspense account, as 
described above. In such cases, it should also be noted that, in comparing the amount in 
suspense to the year end liability, only that part of the liability which corresponds to the 
suspense account, i.e., the liability for benefits not recognized under the previous account
ing practice, should be used. 

j. If a plan or custom is changed or a new plan or custom is adopted by the employer, 
an initial or additional accrual may also be required. This accrual is also to be placed in 
suspense. The suspense amount to be charged in each cost accounting period will be com
puted as described above. 

k. The costs of personal absence must be allocated among cost objectives on an annual
ized basis, except as permitted by the provisions of CAS 406 - Cost Accounting Period. 
However, the allocation rate may be revised during a cost accounting period based on re
vised estimates of period totals. 

l. If noncompliances are found, the auditor must ascertain their significance and make 
appropriate recommendations as outlined in 8-302.7. 

8-408.2 Illustrations 

The following illustrations are intended to supplement those in paragraph 408.60 of the 
standard. They are to be used as a guide in determining whether a contractor's practices 
comply with the provisions of the standard. 

a. Problem. A contractor has a program whereby an employee on reaching a certain 
level within the management structure becomes entitled to a 3-month sabbatical vacation 
with pay on completion of five years of service. No entitlement to the sabbatical vests in 
the employee until it is actually taken. If the employee were to be terminated prior to the 
completion of five years, she or he would not be paid. The contractor becomes subject to 
CAS 408 and wishes to accrue the cost of the sabbatical vacation ratably over the 5-year 
eligibility period. 

Solution. This contractor may not accrue the cost of the sabbatical vacation since its 
present policy does not meet the criteria for accrual required by CAS 408.50(b)(1). Under 
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this provision, entitlement is recognized on the accrual basis in the same cost accounting 
period in which the employer becomes liable to pay compensation in the event of layoff 
(vested). However, under this contractor's policy, the employee would not be paid if ter
minated prior to the completion of 5 years. In this case, the contractor would be subject to 
the provisions of CAS 408.50(b)(3) which require that when no liability exists for the 
payment of unused entitlement on layoff, the cost of the compensated personal absence is 
to be recorded in the cost accounting period in which the leave is taken and/or paid. If the 
contractor changed its present policy to provide for a pro rata vesting (that is, payment on 
a pro rata basis in the event of termination) over the 5-year eligibility period, then the ac
crual for the sabbatical vacation would be acceptable. 

b. Problem. The contractor has a vacation plan which provides that an employee who 
has been employed at least one year at December 31st becomes entitled to 80 hours of va
cation, starting no earlier than the following May 1st , provided the individual is still em
ployed at that time. If the employee were to be laid off prior to May 1, 1988, he or she 
would be paid on May 1, 1988 for the vacation earned as of December 31, 1987. If the 
employee were still in layoff status as of May 1, 1989, she or he would then be paid for 
any vacation earned between January 1, 1988 and the date of layoff. However, if the em
ployee were to quit voluntarily before May 1, 1988, he or she would forfeit the right to 
vacation pay. The contractor's fiscal year ends March 31, 1988 under CAS 408 to reflect 
its liability for vacation pay. 

Solution. CAS 408-40(a) requires that the cost of vacation pay be assigned to the cost 
accounting period or periods in which the entitlement was earned. In this case, vacation 
was earned during the annual period ending on December 31, 1987. Although retention on 
the payroll or reemployment status is required to actually receive the vacation at May 1, 
1988, the estimated vacation liability amount has already been determined by the preced
ing December 31. In addition, CAS 408.50(b)(1) establishes the liability to be recognized 
as that amount of vacation pay which would be payable on layoff, even though some em
ployees may voluntarily terminate and forfeit their entitlement. Therefore, the contractor, 
in determining its liability at March 31, 1988, should include both the amount earned for 
service between April 1, 1987 and December 31, 1987, and the amount earned for service 
between January 1, 1988 and March 31, 1988. This liability should be reduced for antici
pated forfeitures, if material, as required by CAS 408.50(c)(2). It should be noted that in 
fiscal year ended March 31, 1987, if this is the contractor's initial compliance with the 
standard, the contractor would have been required under CAS 408.50(d)(1) and (3) to 
place in suspense the excess of any accrual required by the standard as of March 31, 1987 
over the amount it would have accrued under the previous accounting method and amor
tize such suspense account in accordance with the terms of the standard. 

c. Problem. The following is an example of how to use the suspense account in a partial 
accrual situation: Company A has a union agreement which requires it to pay hourly employees 
for unused vacation on layoff. The company follows a similar custom with salaried employees, 
although, it is not required to do so by any written agreement. Company A's practice has been 
to accrue the cost of the vested vacation for the hourly employees but to recognize the cost of 
salaried vacations only at the time of payment. Company A must comply with CAS 408 begin
ning on January 1, 1986 and must revise its accounting practice accordingly. 

Solution. The total vacation cost determination is shown below in the form illustrat
ed in the standard, followed by the same calculation in columnar form, as follows: 
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Format Used in CAS 408.60 

Hourly 
Employees 

(000) 

Salaried 
Employees 

(000) 

Total 
Employees 

(000) 
1986 beginning liability: 

With standard $ 500 $ 100 $ 600 

Without standard 500 500 

Amount to be held in suspense 
(CAS 408.50(d) (1)) 

0 100 100 

1986 ending liability 400 80 480 

Plus paid in 1986 475 95 570 

Subtotal 875 175 1,050 

Less 1986 beginning liability 500 100 600 

1986 vacation cost, basic amount 375 75 450 

Amount in suspense at beginning of 1986 0 100 100 

Less 1986 ending liability 0 80 80 

Suspense to be written off in 1986: 

additional 1986 vacation cost 
(CAS 408,50(d)(3)) 

0 20 20 

1986 basic vacation cost 375 75 450 

Plus 1986 writeoff of suspense 
(CAS 408.50(d)(3)) 

0 20 20 

1986 total vacation cost $ 375 $ 95 $ 470 

Columnar Format 

Vacation 
Liability 

(000) 

Vacation 
Cost 
(000) 

Cash 
(000) 

Suspense 
Account 

(000) 

Vacation Ref. 
Note 

Beginning Liability 
without standard $ 500 a 
Suspense account 100 $100 c 

Beginning liability with 
standard 600 100 b 
1986 earned vacation 450 $ 450 d 

1986 vacation pay 570 $ 570 e 

Subtotal 480 450 570 100 b 

Adjust suspense account 20 20 g 

Balances, 12/31/86 $ 480 $ 470 $ 570 $ 80 f 
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Notes to Columnar Format 
(1) Represents the beginning liability amount accrued for the hourly employees un

der the contractor's previous method. 
(2) Represents the beginning liability amount accrued for both the hourly and sala

ried employees as required by the standard. 
(3) Represents the setup of the suspense amount for the increase in vacation liability 

for salaried vacations as required by the standard. 
(4) Represents the increase in liability for the total vacation cost earned by employ

ees during the cost accounting period. 
(5) Represents the reduction in liability for the amount paid to employees during the 

cost accounting period. 
(6) Represents the ending liability amount for the cost accounting period as well as 

other account balances resulting from the transactions discussed above. The total ending 
liability of $480 thousand is composed of $400 thousand for hourly vacations and $80 
thousand for salaried vacations. 

(7) The amount in suspense ($100 thousand as discussed in c. above) should be 
compared with that portion of the vacation liability at the end of the year, which repre
sents the same type of expense charged to suspense account ($80 thousand for salaried 
vacations as discussed in f. above). As the amount in suspense exceeds the ending liabil
ity, the excess ($20 thousand) will be charged to the vacation cost earned during the 
year and the suspense account balance will be reduced by the amount of the excess. 

This illustration presented one acceptable method for comparing the amount in sus
pense with the liability at the end of the year. Other methods, such as specific employee 
identification, may also provide a reasonable satisfaction of the standard's requirements. 
The method used should achieve a comparison of like items for authorization of the 
amount held in suspense. 

d. Problem. A contractor has a fiscal year ending December 31. Under this existing 
practice, the contractor begins to accrue for each holiday one year in advance. For ex
ample, the anticipated cost of holiday pay for July 4, 1987 would be accrued in 12 
monthly increments beginning July 1986 and extending through June 1987. However, 
under the contractor's policy, entitlement for holiday pay occurs only in the cost ac
counting period when the holiday is taken. 

Solution. The contractor's practice does not comply with CAS 408. CAS 408.40(a) 
requires that holiday pay be assigned to the cost accounting period in which it is earned. 
Under the contractor's policy, entitlement occurs when the holiday is taken. Therefore, 
the contractor may recognize in 1986 only the costs of holidays which occurred in 1986. 
It should be noted that a contractor whose fiscal year ends on December 31 may elect to 
recognize the costs of the January 1 holiday either in the year in which it occurs or in the 
preceding year, provided whichever policy is adopted, it is followed consistently. 

8-409 Cost Accounting Standard 409 --- Depreciation of Tangible Capital Assets 

a. This standard provides criteria for assigning costs of tangible capital assets to cost 
accounting periods and should enhance objectivity and consistency in their allocation. 

b. The initial standard was effective July 1, 1975 and must be followed for all tangible 
assets acquired in the next fiscal year after receipt of a CAS-covered contract. On Febru
ary 13, 1996, the CAS Board amended CAS 409.50(j) relating to the recapture of gains 
and losses on disposition of tangible capital assets that are transferred subsequent to a 

DCAA Contract Audit Manual 



July 21, 2016 857 
8-409 

business combination. The effective date of this amendment is April 15, 1996. The 
amendment is applicable to contracts in the next cost accounting period beginning after 
receipt of a contract that incorporates the revised standard. Amendments to CAS 404, also 
effective April 15, 1996, are discussed in 8-404. 

c. The amended CAS 409, effective April 15, 1996, applies to tangible capital assets 
transferred in a business combination that takes place after the applicability date (see 
8-404.4 for illustrations of the amended CAS 404/409 applicability date). 

d. The standard does not apply where compensation for tangible capital asset usage is 
based on use allowances as provided in 2 CFR, Part 220 and 2 CFR, Part 225 (formerly 
Office of Management and Budget Circular Nos. A-21 and A-87) or other appropriate 
acquisition regulations. 

8-409.1 General 

a. Estimated residual values must be determined for all tangible capital assets or groups 
of assets. The residual values must be deducted from the capitalized value in computing 
the depreciable cost base, except where; (1) the estimated residual value of tangible per
sonal property does not exceed 10 percent of the capitalized cost or (2) either the declining 
balance method or class-life-asset-range system is used. 

b. The standard prohibits the depreciation of assets or asset groups below their residual 
value, if the residual value is greater than ten percent of the capitalized cost of the asset, or 
if the asset is real property. For personal property that has a residual value less than or 
equal to ten percent of the capitalized cost of the asset, the asset or asset group may be 
depreciated below residual value if the residual value is immaterial. Materiality should be 
determined based on the general criteria contained in 48 CFR 9903.305, Materiality. The 
auditor should test asset values identified on contractor depreciation schedules or tax re
turns to ensure that residual values are properly deducted from capitalized costs. 

c. The estimated service life of the tangible capital asset, over which the depreciated 
cost is assigned, must reasonably approximate the actual period of usefulness to its current 
owner, considering such factors as obsolescence and required quality and quantity of out
put. The estimated service life can exclude standby or incidental use periods, provided 
adequate records substantiate the withdrawal of such assets from active use. Expected 
periods of useful life must be based on recorded past experience, as modified for expected 
changes in operating practices, obsolescence, or quantity of products produced. However, 
the contractor must justify estimated service lives which deviate from the previously expe
rienced lives. (See CAS Working Group Paper 78-22.) 

(1) The standard requires the contractor to maintain adequate records which identi
fy the age of the asset or asset group at retirement or withdrawal from active use. The rec
ord should contain such information as asset acquisition/disposition dates, date asset was 
withdrawn from active service, and any other factors that directly influence asset lives. 
The record need not be maintained solely for fixed asset accounting; it may be a record 
used for such other purposes as property insurance, income/property taxes, property con
trol, or maintenance. 

(2) If supporting records are not available on the date the contractor must first com
ply with the standard, the estimated service lives should be those used for financial ac
counting. However, the required supporting records must be developed by the end of the 
second fiscal year after that date and used as a basis for estimated service lives on assets 
subsequently acquired. 

DCAA Contract Audit Manual 



858 July 21, 2016 
8-409 

(3) When a new asset is acquired for which the contractor has no available data or 
prior experience, the estimated service life must be based on projection of the expected use
ful life. CAS 409.50(e)(4) states the projection cannot be less than the mid-range established 
for asset guideline classes under the IRS Revenue Procedure in effect the year the asset is 
acquired. For property placed in service after 1986, IRS Revenue Procedure 87-56, as modi
fied by Revenue Procedure 88-22, does not provide a depreciation range for asset guideline 
classes, it provides the applicable class lives and specific recovery periods. The recovery 
period used will depend on the depreciation system (General Depreciation System (GDS) 
or Alternate Depreciation System (ADS)) selected. The depreciation method (e.g., declin
ing balance or straight line) selected by the contractor will determine the depreciation sys
tem used and the resulting recovery period. Information in IRS Revenue Procedure 87-56, 
as modified by Revenue Procedure 88-22 is available in IRS Publication 946, How to De
preciate Property, which is available at http://www.irs.gov/. IRS Publication 946 will identi
fy the depreciation method(s) that may be used for each depreciation system. For example, 
declining balance method can only be used over a GDS recovery period, while the straight 
line method may be used over a GDS or ADS recovery period. The estimated service lives 
provided in these IRS documents will be used only until the required records are available. 

(4) In special circumstances, contracting parties may negotiate a shorter estimated 
service life if it can be reasonably projected. 

d. The contractor may select any appropriate method of depreciation which reflects the 
pattern of consumption of services over the life of the asset. For example, an accelerated 
method is appropriate where the expected consumption of services is greatest in the early 
years of the asset life. The method used for financial accounting must be used for contract 
costing unless it does not reasonably reflect expected consumption or is unacceptable for 
Federal income tax purposes. 

(1) Financial accounting methods are expected to approximate the pattern of con
sumption of services. Therefore, if the contractor continues to use previous methods 
found to be acceptable to the Government on similar assets for financial accounting, no 
additional support of existing method will ordinarily be required. The auditor, however, 
is responsible for ensuring that the depreciation methods generally reflect the pattern of 
consumption of services. Consequently, the auditor's compliance audit should include 
limited tests of existing usage records to determine that no gross distortions in deprecia
tion costs result from these depreciation methods. If a gross distortion is indicated as a 
result of that limited test, the testing should be expanded to determine whether the dis
tortion is material enough to warrant a change in the contractor's depreciation method. 

(2) A depreciation method selected for newly acquired assets which differs from 
the depreciation method currently used for like assets in similar circumstances must be 
supported by the contractor's projection of expected consumption of services. 

e. Depreciation costs are generally allocated as indirect costs to the cost objectives for 
which the assets provide service. They may be charged directly to cost objectives at aver
age rates only if the charges are based on usage and the costs of all like assets used for 
similar purposes are also charged directly. Depreciation costs for assets included in service 
centers, where significant, must be charged to the service center. 

f. Changes to estimated service lives, residual values, or consumption of services may 
be required as a result of significantly changed circumstances. Any resulting adjustment to 
the undepreciated cost will be assigned only to the cost accounting period in which the 
change occurs and to subsequent periods. No retroactive adjustments will be made. 

DCAA Contract Audit Manual 

http://www.irs.gov/


July 21, 2016 859 
8-409 

g. The standard outlines the following accounting treatment for gains or losses associ
ated with the disposition of tangible capital assets. Note that an impairment loss under 
FASB Statement No. 144 (formerly no. 121) is recognized only upon disposal of the im
paired asset (see Selected Areas of Cost guidebook, Chapter 19). 

(1) Where the asset is disposed of without an exchange, the gain or loss is generally 
treated as an adjustment to the appropriate indirect expense pool in the cost accounting 
period in which the disposition occurs. However, the auditor should be aware that, in such 
circumstances, the standard limits the gain to be recognized for contract costing purposes 
to the difference between the asset's original acquisition cost and its net book value. 

(2) Where an asset is exchanged for like property, two options are available to the 
contractor: either the gain or loss can be recognized as discussed above, or the deprecia
ble cost base of the new asset may be adjusted for the entire gain or loss. 

(3) Where an asset disposition results from an involuntary conversion and the asset 
is replaced by a similar asset, the same two options as described above for exchanges of 
like property are available to the contractor. 

(4) Where assets are grouped, gains or losses are not recognized. Instead they are 
processed through the accumulated depreciation account. 

(5) Assets dispositioned in a business combination meeting the criteria in CAS 
404.50(d)(1). The revised CAS 409, effective April 15, 1996, added a new subparagraph 
CAS 409.50(j)(5) to make it clear that the CAS 409.50(j) provision dealing with the recap
ture of gains and losses on disposition of tangible capital assets should not apply when 
assets are transferred subsequent to a business combination meeting the criteria in CAS 
404.50(d)(1). The revised CAS 409.50(j)(5) stipulates that the provisions of CAS 
409.50(j) do not apply to business combinations and that the carrying values of tangible 
capital assets acquired subsequent to a business combination are to be established by the 
acquiring company in accordance with the provisions of CAS 404.50(d)(1). Consequently, 
since CAS 404.50(d)(1) does not recognize an increase or decrease in the asset values as a 
result of a business combination, any gain or loss realized by the seller on disposition of 
assets as a result of the business combination is also not recognized. Auditors at the seller 
location should be alert for contractors claiming a loss on disposition of assets as a result 
of a business combination meeting the provisions of CAS 404.50(d)(1) and if claimed and 
determined significant, issue a CAS noncompliance report. See 8-404.2b(1) for additional 
guidance regarding the measurement of assets acquired in a business combination using 
the purchase method of accounting. 

(6) Assets dispositioned in a business combination meeting the criteria in CAS 
404.50(d)(2). The April 15, 1996 revision to CAS 409.50(j)(5) does not apply to assets 
dispositioned in a business combination meeting the criteria in CAS 404.50(d)(2), i.e., 
the tangible capital assets acquired in the business combination did not generate either 
depreciation expense or cost of money charges during the most recent cost accounting 
period. Therefore, the provision on the recapture of gains and losses would apply to the 
dispositioned assets. However, for contracts awarded prior to April 24, 1998, tangible 
capital assets meeting the requirements of CAS 404.50(d)(2) must still comply with the 
requirements of FAR 31.205-16 and 52. Consequently, although the gain or loss may be 
recognized for CAS purposes, no gain or loss would be allowed per FAR. Effective 
April 24, 1998 (FAC 97-04), FAR 31.205-52 was revised to conform to the revised 
CAS 404 and 409. Therefore, gain or loss would be allowed for assets dispositioned in a 
business combination meeting the criteria in CAS 404.50(d)(2). 
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h. If noncompliances are found, the auditor must ascertain their significance and make 
appropriate recommendations as outlined in 8-302.7. 

8-409.2 Illustrations 

The following illustrations are intended to supplement those in paragraph 409.60 of 
the standard. They are to be used as a guide in determining whether a contractor's prac
tices comply with the standard. 

a. Problem. Based on a sample of asset dispositions/withdrawals for the last three 
years, the contractor now estimates 10 years service life for lathes. The records in the 
sample supporting the 10-year life classified several machines as "withdrawn from active 
use" although the machines are still on hand, in good working condition, and physically 
located in the plant machine shop. Neither the property records nor any other records re
flected any change in the assets from active to inactive status. Records reflect a compara
tively low usage of these specific machines for the past year due to a slack period. 

Solution. The machines should not be classified as "Withdrawn from active use" un
less the contractor provides adequate documentation substantiating the change in status. 
Machines temporarily idled for lack of work are not "withdrawn from active service." The 
contractor's written policies and procedures should define (1) the conditions under which 
capital assets may be withdrawn from active use and (2) the property records which must 
be prepared for processing the asset from active to inactive status. The records should 
clearly support that assets "withdrawn from active service" are in actuality intended only 
for standby or incidental use. 

b. Problem. Contractor purchases various tangible capital assets in FY 19XX and sells 
them seven years later. Information pertinent to the acquisition and sale is as follows: 

Capital Equipment Acquisition Cost Capitalized Current Net Book Value Sales Price 

Lathe $30,000 $10,000 $32,000 

Truck $5,000 $ -0 $ 100 

Fork Lift $10,000 $3,000 $2,000 

Depreciation expense over the seven years was allocated to manufacturing overhead. 
Solution. The contractor will allocate gains and losses to manufacturing overhead in 

the year of sale as follows: 

Capital Equipment (Gain)* or Loss 
Lathe ($20,000) 
Truck ($100) 
Fork Lift $1,000 

*Gain or loss is the difference between amount realized on disposition and its undepreci
ated balance ($32,000 - $10,000 = $22,000); however, per CAS 409.50(j)(l), for contract 
costing purposes, the gain must be limited to the difference between the original acquisi
tion cost of the asset and its undepreciated balance ($30,000 - $10,000 = $20,000). 

c. Problem. The capitalized cost of a lathe is $50,000. The lathe is projected to have a 
residual value of $4,500, which is determined to be immaterial in amount based on the 
criteria in 48 CFR 9903.305, and an estimated service life of 10 years. The contractor uti
lizes a straight-line depreciation method. The asset is sold in Year 11 for $5,000. 
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Solution. Because the $4,500 residual value is less than 10 percent of the capitalized 
cost, the annual depreciation charges may be based on a depreciable cost base of $50,000. 
In addition, since the $4,500 is immaterial, the asset is depreciated to zero. However, since 
the contractor is required to provide a credit for the difference between the sales price and 
the book value, a credit of $5,000 is recognized in Year 11, as shown below: 

Depreciable cost base $50,000 
Accumulated depreciation: 10 years @ $5,000 per year 50,000 
Net book value at end of 10th year $ -0
Year 11: Credit for Gain on Sale of Asset (Sales price of $5,000 less book 
value of zero) $5,000 

d. Problem. Contractor A acquires Contractor B and accounts for the business combi
nation using the purchase method of accounting. Prior to the business combination, the net 
book value of Contractor B’s assets was $10.5 million. Contractor B’s assets generated 
depreciation expense and cost of money charges that were allocated to Government con
tracts negotiated on the basis of cost in its most recent cost accounting period. The differ
ence between the original acquisition cost of Contractor B’s assets and its undepreciated 
balance is $3.0 million. For GAAP purposes, the difference between the sales price and 
net book value of assets results in a gain of $4.0 million. The revised CAS 409 applies to 
the business combination. 

Solution. The provisions of the amended CAS 404.50(d)(1), effective April 15, 1996, 
would apply to the business combination because the seller’s (Contractor B’s) assets gen
erated depreciation or cost of money charges that were allocated to Government contracts 
negotiated on the basis of cost in its most recent cost accounting period. Therefore, the 
provisions of CAS 409.50(j) dealing with the recapture of gains and losses on disposition 
of capital assets would not apply to the business combination. For CAS purposes, Contrac
tor B would not recognize the gain. Consequently, the gain would not be reflected in Con
tractor B’s total cost input G&A base because the gain was not measured for CAS purpos
es. 

e. Problem. Same facts as Problem d. above, except that Contractor B has not per
formed Government contracts for several years and consequently, its assets did not gener
ate depreciation expense or cost of money changes that were allocated Government con
tracts negotiated on the basis of cost, in its most recent cost accounting period. 

Solution. The provisions of the amended CAS 404.50(d)(2), effective April 15, 1996, 
would apply to the business combination because the seller’s (Contractor B’s) assets did not 
generate depreciation expense or cost of money charges on Government contracts in its most 
recent cost accounting period. Therefore, the provisions of CAS 409.50(j) dealing with the 
recapture of gains and losses on disposition of capital assets would apply to the business 
combination. For CAS purposes, Contractor B would recognize the $3.0 million difference 
between the original acquisition cost and the undepreciated balance and credit the appropri
ate indirect cost pool(s). For contracts awarded prior to April 24, 1998, the gain would not be 
recognized under FAR 31.205-16 and 31.205-52. However, for contracts awarded on or after 
April 24, 1998, the gain would be recognized. 
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8-410 Cost Accounting Standard 410 --- Allocation of Business Unit General and 
Administrative Expenses to Final Cost Objectives 

a. This standard provides criteria for the allocation of general and administrative 
(G&A) expenses to final cost objectives and furnishes guidelines for the type of expense 
that should be included in the G&A expense pool. It also establishes that G&A expense 
shall be allocated on a cost input base which represents total activity. Contractors present
ly using the sales or cost of sales allocation base have the option of changing to the cost 
input allocation base as soon as they become subject to the standard or selecting the spe
cial transition method described in Appendix A of the standard. Notably, the special tran
sition method permits the continued use of the sales or cost of sales base to cost those 
CAS-covered contracts existing on the date the contractor is required to comply with this 
standard. The standard will increase the likelihood of achieving objectivity in the alloca
tion of expenses to final cost objectives and comparability of cost data among contractors 
in similar circumstances. 

b. The standard was effective October 1, 1976 and must be followed in the next fiscal 
year after receipt of a CAS-covered contract to which the standard is applicable. 

c. See CAS Working Group Papers 78-21 and 79-24 for guidance issued by the CAS 
Working Group on CAS 410. 

8-410.1 General 

a. Business Unit G&A Expense Pool 
(1) The G&A expenses must be grouped in a separate indirect cost pool and allo

cated only to final cost objectives. For an expense to be classified as G&A, it must be in
curred for managing and administering the whole business unit. Therefore, those man
agement expenses that can be more directly measured by a base other than cost input 
should be removed from the G&A expense pool. For example, expenses such as program 
management, procurement, subcontract administration, G&A-type expenses incurred for 
another segment, etc. should not be identified as G&A expenses. They should be the sub
ject of a separate distribution in reasonable proportion to the benefits received. However, 
immaterial expenses which are not G&A may be included in the G&A expense pool. The 
G&A expense pool may be combined with other expenses allocated to final cost objec
tives if (a) the base for the combined pool is appropriate for allocating both the G&A ex
pense pool and the other expenses, and (b) the individual and total expenses of the G&A 
expense pool can be identified separately from the other expenses. 

(2) FAR 31.203(d) requires that G&A expenses be allocated to final cost objec
tives through a base that contains unallowable costs. FAR 31.203(d) states that "all 
items properly includable in an indirect cost base should bear a pro rata share of indirect 
costs irrespective of their acceptance as Government contract costs." The CASB has 
also recognized this principle in the prefatory comments to CAS 405 (last paragraph of 
comment no. 4) stating "the allowance or disallowance of these costs is subject to the 
cognizant agency's cost principles." In ASBCA Case No. 35895, Martin Marietta Corp. 
challenged the Government's position that a portion of G&A expense allocated to con
tracts is unallowable in the same ratio as unallowable base costs are to total base costs 
allocated to a contract. The issue was resolved on December 28, 1993 by the U.S. Court 
of Appeals for the Federal Circuit (No. 93-1025). The Court upheld the Government 
position, stating that FAR 31.203(d) is primarily an allowability provision which does 
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not conflict with the CAS 410 requirement that G&A be allocated only to final cost 
objectives. 

(3) Selling costs may be accounted for in the G&A expense pool or in a separate 
pool. CAS 410 takes a permissive position. CAS 410.40(d) requires a separate alloca
tion of costs, if the costs can be allocated to business unit cost objectives on a beneficial 
or causal relationship which is best measured by a base other than a cost input base. 
Therefore, if the inclusion of selling costs in the G&A pool results in an inequitable 
allocation, auditors should carefully evaluate the selling activities to determine whether 
selling costs should be separately allocated on a beneficial or causal relationship by a 
different base. The Court in Aydin Corporation (West) (U.S. Court of Appeals for the 
Federal Circuit, No. 94-1441, dated August 10, 1995) decided, reversing the ASBCA 
decision (ASBCA No. 42760, dated April 18, 1994) that the foreign sales commission 
need not be excluded from the G&A pool based solely on its disproportionately large 
dollar amount. Accordingly, although the disproportionate allocation to Government 
contracts may be an indication that the G&A base is not the best measure of the benefi
cial or causal relationship, the disproportionate allocation itself does not result in a non
compliance with CAS 410. If it is determined that selling costs should be allocated over 
a base other than the G&A base, CAS 418 governs the proper allocation of such costs. 
See Selected Areas of Cost guidebook, Chapter 65 for additional discussion on the allo
cability of selling costs. 

(4) Home office expenses allocated to a segment may or may not be included in 
the segment's G&A expense pool. The standard states that allocations of line manage
ment expenses, residual expenses, and directly allocated expenses related to managing 
and administering the receiving segments are to be included in the G&A expense pool. 
Separate allocations of home office centralized service functions, staff management of 
specific activities of segments, and significant central payments or accruals must be 
allocated to the benefiting cost objective. However, when there is no discernible causal 
or beneficial relationship with any of the cost objectives, these expenses may be includ
ed in the segment's G&A expense pool. When separate allocations are reflected in home 
office cost accounting, they must be identified in the cost transfers to the segments un
der CAS 403. To support that home office expenses were allocated to the segment in 
compliance with CAS 403, the contractor must identify the allocation base and compo
nents of the expense pool. Segments that perform both home office and operating seg
ment functions must segregate the expenses of the home office function. These expenses 
must be allocated to the benefiting segments, including the segment performing the 
home office function. G&A expenses incurred by a segment for another segment will be 
removed from the incurring segment's G&A expense pool and transferred to the other 
segment. 

(5) Any other costs which do not satisfy the definition of G&A expenses may be 
included in the G&A expense pool if they were previously a part of G&A and cannot be 
allocated to final cost objectives on a beneficial or causal relationship best measured by 
a base other than a cost input base. 

b. Business Unit G&A Allocation Base 
(1) The standard requires that the cost input base used to allocate the G&A expense 

pool include all significant elements of that cost input which represent the total activity of 
the business unit. The cost input base selected may be total cost input, value-added cost 
input, or single-element cost input. Modified bases are not permitted unless the item is an 
insignificant element of the selected cost input base and its exclusion does not invalidate 
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the chosen base's representation of total activity. The “insignificant element” should not be 
automatically equated to insignificant amounts. An insignificant element is one that, when 
excluded from the base, does not alter the base’s representation of the total activity. In the 
prefatory comments the term "total activity" refers to the production of goods and services 
during a cost accounting period. What is being pursued for the base is a flow of costs bear
ing a reasonable relationship with the production of goods and services. 

(a) While the standard says that, "A total cost input base is generally acceptable 
as an appropriate measure of total activity of a business unit," two other bases may be used 
when they best represent "the total activity" of the business unit. The selection of the best 
base involves judgments on whether inclusion of certain base costs cause "distortions" in 
allocating G&A to some contracts. The specific circumstances of the business unit shall be 
considered in determining which base best represents total activity. The ASBCA, in es
sence, ruled that there is no preferred allocation base to distribute G&A expenses other 
than the one which best represents total activity (Ford Aerospace and Communications 
Corporation, Aeronutronic Division, ASBCA No. 23833). The following are some exam
ples where the value-added or single-element base may be appropriate: 

	 Large subcontracts of the type that clearly contrast with arrangements which re
quire close supervision and participation on the part of the prime contractor, for 
example, drop shipments. These subcontracts generally do not bear the same re
lationship to G&A as other cost elements. The existence of these types of con
tracts as a stable part of the business may be evidence that total cost input may 
not be an appropriate measure of total activity as it may cause an inequitable 
amount of G&A to be allocated to the contract with the large subcontracts. Con
sideration should be given to changing to a value-added base. 

	 Large amounts of Government-furnished material on some contracts with the 
same type of material purchased on other contracts. This may cause an inequita
ble shift of G&A to the contract with purchased materials. Consideration should 
be given to changing to a value-added base. 

	 Contractors whose business activity is clearly labor intensive, but have contracts 
that include major purchasing and subcontracting responsibility on a "pass
through" basis which causes significant distortions in allocated G&A. Considera
tion should be given to a value-added or single element base. 

	 When a contractor has demonstrated by a detailed analysis of the G&A pool el
ements to individual base elements, that a certain base element does not have 
significant causal or beneficial relationships to that G&A expense. When this is 
found, an analysis must be done to decide which of the three bases best measures 
total activity of that business unit. There may not exist one perfect base. Purify
ing the G&A expense pool is the best way to minimize any potential inequities 
which may surface in implementing a cost input base which does not perfectly 
eliminate distortions. 

(b) Interdivisional transfers may be excluded from the receiving division's G&A 
base only when: 

 circumstances warrant the use of a base whose constituent parts do not include 
material such as a value-added or a single-element base, or 

	 the interdivisional receipts are not significant. Facilities contracts as defined in 
FAR 45.301 should also be included in the total cost input base unless the provi
sions of CAS 410.50(j) apply. 
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(c) The costs deducted from total costs to determine the value-added base 
should be limited to direct material and subcontract costs. FAR 15.408, Table 15-2, II. 
Cost Elements, under the heading of Materials, states "Include raw materials, parts, com
ponents, assemblies, and services to be produced or performed by others." FAR 44.101 
provides an authoritative definition of subcontract costs which states ‘Subcontract,’ as 
used in this part, means any contract as defined in Subpart 2.1 entered into by a subcon
tractor to furnish supplies or services for performance of a prime contract or a subcontract. 
It includes but is not limited to purchase orders, and changes and modifications to pur
chase orders.” In applying this definition take care to avoid inappropriate inclusions or 
exclusions from the value-added base resulting from broad application of terminology or 
individual contractor account classifications. For example, subcontract labor of the "body 
shop" type often supplements the normal work force and is used interchangeably with the 
regular employees under the same supervisors. This work does not fit the definition of 
services to be performed by other than the contractor. Thus, it would be inappropriate to 
deduct these amounts from the total costs. On the other hand, it would be appropriate to 
deduct the cost of subcontracts for items such as interior decoration of aircraft even though 
a contractor accounts for them as part of other direct costs. 

(d) The criteria for use of a single-element cost input base are very specific. A 
single-element cost input base may be used when a contractor can demonstrate that it best 
represents the total activity of a business unit and produces equitable results. Thus, a sin
gle-element base, such as direct labor dollars, may be used when the direct labor dollars 
are significant and the other measures of activity are less significant related to total activi
ty. The contractor should periodically analyze the single-element base to assure that it best 
represents total activity and produces equitable results. When other measures of activity 
become significant, a single-element base may not produce equitable results. A single-
element base is inappropriate when it is an insignificant part of the total cost of some of 
the final cost objectives. 

(2) Initial changes from one type of input base to another which are required to 
comply with the standard would be subject to equitable adjustment. For example, a con
tractor previously used a direct labor hour base for allocating G&A expense. On the 
applicability date of CAS 410, the contractor changes its G&A allocation base to total 
cost input because other measures of activity besides direct labor are significant in rela
tion to total activity. Since the base change is required in order to comply with section 
410.50(d), the contractor is entitled to an equitable adjustment. Once a G&A base has 
been selected, it should not be changed unless the underlying business activity changes. 
When a base change is elected, adequate notice must be given to the CFAO. 

(3) A special allocation of G&A expenses is permitted if a particular final cost 
objective (e.g., contract) would receive a disproportionate allocation of G&A expenses 
by using the cost input base. However, the allocation from the G&A expense pool to the 
particular final cost objective must be commensurate with the benefits received. The 
amount of the special allocation must also be removed from the existing G&A expense 
pool and the particular final cost objective’s base costs must be removed from the base 
used to allocate the G&A pool. The CAS 410.50(j) provision is applicable to a particu
lar final cost objective which is an exception to the contractor's normal operation, rather 
than to classes of contracts or final cost objectives. It appears that the intent is to use the 
special allocation provision in exceptional cases to resolve situations where equitable 
allocation cannot be achieved by normal methods. The use of a special allocation to a 
particular contract or other final cost objective is the only alternative to the uniform 
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allocation requirements of the standard. The standard does not permit the use of an 
abated or reduced rate for certain costs (e.g., a lesser rate for subcontract costs). Before 
approving a special allocation, the G&A expense pool should be carefully evaluated to 
purify it of any expenses which may be allocated to cost objectives more directly than 
by a cost input base. When a special allocation under CAS 410.50(j) is used, it must be 
described in the contractor's Disclosure Statement. Otherwise, the contractor would be 
in noncompliance for failure to follow its disclosed practices. 

(4) The standard provides that work on stock or product inventory items repre
sents part of the productive activity of the business unit for a cost accounting period, 
and therefore should receive an allocation of G&A expense. The costs of such items 
must be included in the G&A allocation base for the period in which the items are pro
duced or worked on rather than the period in which they are issued to final cost objec
tives. The cost must be included only once in computing the allocation base and rate. 
The time these items are issued from inventory to final cost objective is irrelevant for 
computing the G&A base and for calculating the G&A expense rate. 

(a) Where it was the previous practice of the business unit to include G&A ex
pense as part of the product inventory, the cost of all units produced in a period should 
include the G&A expenses of the cost accounting period in which the items are produced, 
including those remaining in inventory at the end of the year. Since G&A has already been 
applied to items in inventory, no additional G&A will be applied when those items are 
issued. 

(b) If the previous practice was not to include G&A expense as part of the 
cost of product inventory, the business unit must consistently use one of two methods to 
cost G&A expenses to the cost of product inventory. The first method permits the busi
ness unit to allocate G&A to the costs of items produced for stock, including those re
maining in inventory at the end of the period, using the G&A rate of the period the 
items were worked on. This is the same method as allowed for business units that costed 
G&A expense as part of the costs of product inventory. The second method permits a 
business unit to allocate G&A to such costs using the rate of the period the items were 
issued. For example, if a business unit produces 100 items for stock and issues 50 items 
in period 1 and 50 items in period 2, the cost of 100 items produced would be included 
in the allocation base of period 1. No costs for these items would be included in the 
allocation base of period 2. However, for purposes of allocating G&A expense to the 
inventory, the G&A rate of period 1 would be applied to the 50 items issued in that pe
riod, and the G&A rate of period 2 would be applied to the 50 items issued during that 
period. The CASB believed that the differences in the G&A rates applied to the final 
cost objectives by using the G&A rate of the year the items are issued rather than pro
duced will not be material. 

(c) The auditor should note that the standard only covers the treatment of 
items produced for stock after the applicability date. It does not cover the treatment of 
items held in inventory on the first date the contractor must apply the standard. There
fore, items produced for stock and included in inventory on the date the standard be
comes applicable should be included in the G&A allocation base of the period in which 
the items are assigned to final cost objectives. 

(5) Questions have been raised as to the relationship between CAS 410 and the 
methods used by contractors with parts cost accounting systems to transfer Work-in-
Process (WIP) to cost of sales. CAS 410 addresses the application of G&A expense to 
WIP cost input but does not prescribe the cost methods for relieving WIP and charging 
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cost of sales. To comply with CAS 410, a contractor with a parts cost accounting system 
must compute a fiscal year cost input G&A expense rate to allocate G&A expenses to 
WIP cost input. However, the contractor may use any inventory valuation method rec
ognized under generally accepted accounting principles, such as FIFO or average, to 
transfer costs including G&A expense from WIP to cost of sales. 

c. If noncompliances are found regarding either the G&A expense pool or the allocation 
base, the auditor should ascertain their significance and make appropriate recommendations 
as outlined in 8-302.7. 

8-410.2 Illustrations 

The following illustrations supplement those in paragraph 410.60 of the standard. 
They are to be used as a guide in determining whether a contractor's practices comply 
with the standard. 

a. Problem. Division X excludes from its total cost input base, the cost of intercompany 
transfers from Division Y. 

Solution. The intent of the standard is that all actions which represent the total pro
ductive activity of the segment should be included in total cost input. The costs of the 
intercompany transfers should, therefore, be included in the total cost input base used to 
allocate G&A expenses. Division X's exclusion of the intracompany transfers from the 
base does not comply with the standard. 

b. Problem. Division X uses a total cost input base. In making its product there is 
extensive amount of costs for ODC, material, subcontracts, consultants, and special 
tooling. As these costs are all represented in approximate proportions on all of Division 
X's contracts, total cost input has been considered the best measure of the division's 
total business activity. The contractor is now contemplating entering a new business 
area. New contracts are planned to be bid in 20X2 and may have up to 60 percent of 
their value in subcontracting of the type that clearly contrasts with arrangements which 
require close supervision and participation on the part of the prime contractor, for ex
ample, drop shipments. Because of the dollar value of these contracts ($50 million) and 
anticipated follow-on effort compared to Division X's normal contracts ($150 million), 
the G&A allocated to the new contracts on a total cost input base would far exceed the 
beneficial relationships to these contracts. Division X notifies the CFAO and the auditor 
at the beginning of 20X1 that they intend to change their base to value-added. They 
subsequently change their Disclosure Statement to show the prospective G&A alloca
tion base. 

Solution. Division X's criteria for base selection complies with that contained in CAS 
410, and the choice of the value-added base complies with the standard. However, this 
example is only hypothetical. Auditors must exercise professional judgment in assessing 
each situation individually. No two circumstances are the same. 

c. Problem. Contractor Z has a number of contracts with large amounts of subcontract 
costs. The contractor does not believe that the use of the regular G&A rate for the subcon
tract costs is equitable because the subcontracts do not benefit from all of the G&A pool 
costs in the same relationship as the other base costs. It is therefore proposing a reduced 
G&A rate for the subcontract costs. 

Solution. The contractor's proposal of a reduced G&A rate for the subcontract costs is 
in noncompliance with the standard. The only alternative to the uniform allocation re
quirements of the standard is the special allocation procedures which pertain to particular 
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contracts or other final cost objectives. Special allocations to classes of contracts or to 
specific cost elements or types of expenses are not permitted by the standard. 

8-411 Cost Accounting Standard 411 --- Accounting for Acquisition Costs of Material 

a. This standard provides criteria for the accounting of acquisition costs of material, 
provides guidance on using inventory costing methods, and improves the measurement 
and assignment of costs to cost objectives. 

b. This standard does not cover accounting for the acquisition costs of tangible capital 
assets nor accountability for Government-furnished materials. 

c. The standard was effective January 1, 1976, and must be applied to all materials 
purchased or produced in the next fiscal year after receipt of the CAS-covered contract to 
which the standard is applicable. 

8-411.1 General 

a. The standard requires contractors to accumulate the cost of material and allocate it to 
cost objectives according to written statements of accounting policies and practices. 

b. The end use of a category of material must be identified at the time of purchase or 
production if the cost is to be allocated directly to a cost objective. A category of material 
may be allocated directly even though the company maintains an inventory of this materi
al, as long as the cost objective was specifically identified and the cost allocated at the 
time of purchase or production. Thus, units of a category of material could be allocated at 
different costs to the same cost objective, that is by direct allocation and issuance from 
inventory. The auditor should assure that the contractor's written statements of accounting 
policies and practices for accumulating and allocating costs of materials clearly set out (1) 
the specific conditions under which these costs may be directly allocated to cost objectives 
and (2) the inventory costing method to be used for allocating material costs issued from 
inventory. During regular audits of material, following the procedures in 5-710.1, these 
written statements will enable the auditor to determine that the contractor's practices com
ply with the standard and that deviations from the standard (which may arise as a result of 
contractor actions) are reported. 

c. Materials used solely in performing indirect functions or which are not a significant 
element of production cost may be allocated to an indirect cost pool. However, when the 
ending inventory significantly exceeds the beginning inventory of such material in an indi
rect cost pool in relating to the total cost included in the indirect cost pool, the pool should 
be credited for the unused portion and an asset account established for a like amount. The 
standard does not require the contractor to take a physical count of the ending inventories 
for these indirect materials. However, in the absence of a physical inventory, the auditor 
should make certain that a reasonable method for estimating the cost of unconsumed indi
rect materials at year end has been used. 

d. All materials, except those directly allocated to final cost objectives (CAS 
411.40(b)) and those allocated to an indirect cost pool (CAS 411.40(c)), must be account
ed for in material inventory records. "Material inventory record" means any record for 
accumulating the cost of material for issue to one or more cost objectives. Such records 
need not be general or subsidiary ledger accounts but may be card files, computer data, bin 
tags, or any other such informal record. The written statement of accounting policies and 
practices should describe a material inventory record and explain how it is used. 
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e. When issuing material from a company-owned inventory, any of the following in
ventory costing methods are acceptable, provided the same costing method is consistently 
used for similar categories of material within the same business unit: 

(1) The first-in, first-out (FIFO) method. 
(2) The moving average cost method. 
(3) The weighted average cost method. 
(4) The standard cost method. 
(5) The last-in, first-out (LIFO) method. 

f. Material cost is the acquisition cost of a category of material. The purchase price 
must be adjusted by extra charges incurred or discounts and credits earned. These adjust
ments must be charged or credited to the same cost objective as the material price; when 
this is not practical, charges or credits may be included in an appropriate indirect cost 
pool, provided this practice is consistent. 

g. If noncompliances are found, the auditor must ascertain their significance and make 
the appropriate recommendations as outlined in 8-302.7. 

8-411.2 Illustration 

The following illustration is intended to supplement those in paragraph 411.60 of the 
standard. It should assist as a guide in determining whether a contractor's practices 
comply with the standard. 

Problem. A contractor's written statements of accounting policies and practices pro
vide that the cost of a category of material used solely in performing an indirect function 
will be allocated to an indirect cost pool when the material is received. The contractor 
does not estimate the cost of unconsumed indirect materials at year end, nor does it com
pare this ending inventory cost with the cost of the beginning inventory of indirect materi
als to determine if the excess is significant in relation to the total cost included in the indi
rect cost pool. All costs of indirect material allocated to the indirect cost pool during the 
cost accounting period remain in the indirect cost pool at year end. 

Solution. The practice does not comply with CAS 411.40(c). The contractor must de
termine the significance of the excess of the ending inventory over the beginning invento
ry of such materials in relation to the total cost included in the indirect cost pool. If signif
icant, the indirect expense pool must be credited and an asset account established in a 
corresponding amount. 

8-412 Cost Accounting Standard 412 --- Composition and Measurement of Pension 
Costs 

a. This standard establishes the composition of pension costs, the basis of measure
ment, and the criteria for assigning pension costs to cost accounting periods. CAS 413 
addresses the accounting treatment of actuarial gains and losses and the allocation of pen
sion costs to segments of an organization. 

b. The standard is basically compatible with the Employee Retirement Income Security 
Act of 1974 (ERISA), although some of its provisions may be more restrictive than 
ERISA funding requirements. The fundamental objectives of CAS 412 differ from the 
objectives of ERISA. ERISA is primarily a funding law; it is designed to ensure financial 
integrity of pension plans through minimum funding standards. CAS 412 was promulgat
ed to ensure that pension costs are properly measured and allocated to cost objectives. 
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c. CAS 412 was effective January 1, 1976 and must be followed in the next fiscal year 
after receiving a CAS-covered contract to which the standard is applicable. This standard 
was revised effective March 30, 1995. The revisions are applicable to contracts in the next 
cost accounting period beginning after receipt of a contract that incorporates the revised 
standard. 

d. FAR 31.205-6(j)(1) makes CAS 412 applicable to all contracts, even contracts 
which are not CAS-covered or subject only to modified CAS-coverage. Auditors should 
ensure that proposed or claimed pension costs, where significant, are in compliance with 
the provisions of CAS 412. 

8-412.1 General 

a. The CASB defines a pension plan as a deferred compensation plan, established 
and maintained by one or more employers, to provide for systematic payment of bene
fits for life (or life at the option of the employees) to participants after their retirement. 
There are basically two kinds of pension plans: defined contribution plans and defined 
benefit plans. A defined contribution plan provides benefits to retirees according to the 
amount of the fixed contribution to be made by a contractor. The standard provides that 
the following types of plans shall be treated as defined contribution plans: 

(1) plans which are funded through permanent insurance or annuity contracts, 
(2) multi-employer plans established under collective bargaining agreements, and 
(3) state pension plans applicable to Federally Funded Research and Develop

ment Centers (FFRDCs). 
In a defined benefit plan, the contributions to be made by the contractor are calculated 
actuarially to provide preestablished benefits. The cost of benefits under a pay-as-you
go plan must be measured in the same manner as the costs under a defined benefit plan. 
During the compliance audit, the auditor should identify the types of all pension plans in 
effect at the contractor locations. 

b. Under the defined contribution plan, the pension cost of a cost accounting period is 
the net contribution required to be made, after adjustment for dividends and other credits. 
For a defined benefit plan the pension cost for a period may consist of four elements: 

(1) Normal cost (annual cost attributable to years after a particular valuation 
date). 

(2) Amortization of any unfunded actuarial liability (excess of the actuarial liabil
ity over the value of the pension fund assets). 

(3) Interest equivalent on the unfunded actuarial liability and actuarial gains or 
losses being amortized. 

(4) Adjustment for actuarial gains and losses (differences between forecasted 
assumptions and actual experience). 

c. All portions of unfunded actuarial liability resulting from various events or cir
cumstances (e.g., plan improvements or assumption changes) are to be included as sepa
rately identified parts of pension cost. In general, an unfunded actuarial liability will be 
amortized in equal installments over a period of not less than 10 and not more than 30 
years (40 years if the plan predates January 1, 1974). CAS 412.50(a)(1) specifies a max
imum and minimum amortization period for each portion of unfunded actuarial liability. 
If amortization has begun before the applicability date of the standard, the amortization 
period need not be changed. An interest equivalent on the unpaid balance of the liability 
must be included with each installment. Contractors must establish and consistently 
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follow a policy for selecting specific amortization periods for unfunded actuarial liabili
ties. When selecting the specific amortization period with the above limits, the contrac
tor's amortization policy may give consideration to the size and nature of the unfunded 
actuarial liability as a component of pension costs. Once the amortization period for a 
portion of unfunded actuarial liability is selected, the amortization process must contin
ue to completion. 

d. Pension costs applicable to prior periods which were specifically unallowable 
under then-existing contractual provisions should be separately identified and excluded 
from an amortization of unfunded liability or from future normal costs if the unfunded 
liability is not identified. Also excludable from pension costs are excise taxes and inter
est costs incurred as a result of inadequate or delayed funding. 

e. Actuarial methods used by contractors may be classified as either the accrued ben
efit cost method or one of the acceptable projected benefit cost methods. A major dif
ference between methods is that, under the accrued benefit cost method, costs are based 
on units of future benefits which have been accrued to employees to the present date; 
whereas under the various projected benefit methods, costs are based on benefits which 
will accrue over the entire expected period of credited service of the individuals in
volved. The accrued and projected benefit cost methods are also grouped as either 
spread-gain or immediate-gain cost methods. Under the spread-gain method actuarial 
gains and losses are included as part of the normal cost for current and future years. 
Under the immediate-gain method actuarial gains and losses are separately identified 
and amortized over a period of years. The standard does not require the use of a specific 
actuarial cost method; however, the method selected by the contractor must provide for 
separate measurement of the pension cost elements listed in paragraph b. above. The 
cost elements are identified under the immediate-gain cost methods. They are not identi
fied under spread-gain methods, which neither disclose actuarial gains and losses nor 
develop the amount of unfunded liability. Consequently, CAS 412 does not permit the 
use of spread-gain methods in calculation of pension cost for contract costing purposes 

f. During the compliance audit, the auditor should identify the actuarial method used 
by the contractor for each plan in effect. The auditor should evaluate actuarial reports 
and statements, as well as accounting records. 

g. The normal costs computed under the accrued benefit cost method are the present 
value of future benefits earned by employees during the year. For defined benefit pension 
plans other than those accounted for under the pay-as-you-go cost method where the pen
sion benefit is a function of salaries and wages, the normal cost shall be computed using a 
projected benefit cost method. The normal cost for the projected benefit shall be expressed 
either as a percentage of payroll or as annual accrual based on the service attribution of the 
benefit formula. Where the pension benefit is not a function of salaries and wages; the 
normal cost shall be based on employee service. 

h. While pension costs must be based on the provisions of existing plans, contractors 
may consider (1) salary projections for plans whose benefits are based on salaries and 
wages and (2) improved benefit projections for plans specifically providing for such 
improvements. 

i. Actuarial assumptions are related to (1) interest or return on funds invested and (2) 
other projected factors such as future compensation levels, inflation, mortality, retire
ment age, turnover, and projected social security benefits. Each actuarial assumption 
used by the contractor in calculating pension costs must be identified separately. The 
assumptions should represent the contractor's estimated future experience based on 
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long-term trends to avoid short-term fluctuations. Pursuant to CAS 412 in effect prior to 
March 30, 1995, the validity or the reasonableness of the actuarial assumptions can be 
measured in the aggregate of gains and losses rather than by a separate gain or loss 
analysis for each assumption. However, if the assumptions prove to be unreasonable in 
total; that is, the total gain or loss is significant, the contractor must be able to identify 
the major causes and give reasons for either retaining or revising the assumptions. Un
der the revised CAS 412, the validity of each assumption used shall be evaluated solely 
with respect to that assumption. If the actuarial assumptions are revised, any resulting 
increase or decrease in the unfunded actuarial liability will be amortized over not less 
than 10 or more than 30 years. Support for each actuarial assumption used by the con
tractor should be critically examined by the auditor. The compliance audit should in
clude steps to identify and evaluate the reasonableness of the assumptions and to moni
tor actuarial gains and losses to assure that the assumptions remain valid. 

j. FAR has retained the requirement that pension contributions be funded in order to be 
allowable. Therefore, even though the standard provides criteria for measurement and 
assignment of pension costs, the auditor will continue to establish the allowability of pen
sion costs in accordance with FAR requirements. 

k. In accordance with FAR 52.230-6, a contractor is required to describe to the 
CFAO the kind of changes made in order to comply with a new or modified cost ac
counting standard. This includes the modifications to CAS 412 effective March 30, 
1995. The description should be submitted within 60 days after the award of a contract 
to which the standard or a modification to the standard is applicable. This should be 
done whether or not the contractor has filed a Disclosure Statement. If it appears that 
accounting changes will be required as a result of CAS 412, or the March 30, 1995 
modifications thereto, and the contractor has not submitted the description on time, the 
auditor should advise the CFAO. 

l. If noncompliances are found, the auditor must ascertain their significance and make 
appropriate recommendations as outlined in 8-302.7. 

8-412.2 Assignment of Pension Cost 

a. Pre - March 30, 1995 Requirements: 
(1) Pension costs computed for a cost accounting period are assignable to that peri

od only, except when a payment deferral has been granted under the provisions of ERISA. 
ERISA permits a contractor which has received a funding deficiency waiver for a particu
lar year to amortize related pension costs over the immediately succeeding 15 years. Pen
sion costs deferred to future periods under this provision must be assigned to the periods 
in which the funding actually takes place. However, in accordance with the first sentence 
of FAR 31.205-6(j)(3)(iii) (FAR 31.205-6(j) was revised January 12, 2004; therefore, that 
provision is currently at FAR 31.205-6(j)(2)(iii)) and CAS 412.50(a)(7), the interest 
equivalent on the unfunded actuarial liability which results from this delayed funding 
would be unallowable. 

(2) Except for pay-as-you-go plans, the cost assignable to a period is allocable 
to cost objectives of that period if (a) costs are funded in the period or (b) funding can 
be compelled. Costs will be considered funded for a period if payment is made by the 
Federal income tax return due date, including any extension. Funding provisions in 
ERISA, contractual funding agreements, or existence of third-party rights to required 
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funding would constitute evidence that funding can be compelled. Excess funding is 
considered applicable to future periods. 

b. Requirements Effective March 30, 1995: 
(1) Pension cost computed for a cost accounting period is assignable only to that 

period, except for costs assigned to future periods pursuant to CAS 412.50(c)(2) and (5). 
The provisions at CAS 412.50(c)(2) establish a ceiling and floor (assignable cost corri
dor) on the amount of pension cost assignable to a period. According to the new rules, 
the pension cost assignable to a cost accounting period may not be less than zero (floor) 
nor exceed the ERISA maximum tax-deductible (ceiling) amount. The pension costs 
initially computed for a cost accounting period are adjusted for amounts that fall outside 
the assignable cost corridor. The adjustments (amounts falling outside the corridor) are 
reassigned to future periods as an assignable cost credit (amount less than zero), or as
signable cost deficit (amount over ceiling). The credit or deficit amounts are amortized 
over a 10 year period in accordance with provisions prescribed at CAS 412.50(a)(1)(vi). 
Also, in accordance with CAS 412.50(c)(5), pension cost not funded pursuant to an 
ERISA funding waiver is reassigned to future periods as an assignable cost deficit sub
ject to amortization using the same amortization period as used for ERISA purposes. 

(2) Under the pre - March 30, 1995 rule, pension costs assigned to a cost account
ing period were allocable to cost objectives of that period if liquidation of the liability 
could be compelled. However, pursuant to the revised standard, except for nonqualified 
defined benefit plans, the entire pension cost assigned to a cost accounting period must be 
funded in order to be allocable to cost objectives (CAS 412.50(d)(1)). 

8-412.3 Full Funding Limitation 

Requirements Effective March 30, 1995: The revised standard at CAS 412-30(a)(9) 
defines the CAS full funding limit (Assignable Cost Limitation) as the excess, if any, of 
the actuarial liability plus the current normal cost over the actuarial value of the pension 
plan assets. The amount of pension cost assigned to a cost accounting period cannot ex
ceed the CAS full funding limit. Thus, when the Assignable Cost Limitation applies all 
prior year amortization bases are considered fully amortized (Fresh Start). The revised 
standard also eliminates the conflict between the CAS and ERISA/IRC full funding limita
tion by limiting the amount of pension cost assignable to a cost accounting period to the 
maximum tax-deductible amount. The amount of pension cost computed for a period in 
excess of the tax-deductible limit is reassigned to future periods as an assignable cost defi
cit which is amortized over a ten year period. 

8-412.4 Nonqualified Plans 

a. Pre - March 30, 1995 Requirements: Pay-as-you-go plans are different from trusteed 
or insured plans in that they are not funded. Therefore, the cost of benefits under a pay-as
you-go plan shall be measured the same as costs of defined benefit plans whose benefits 
are funded. Costs assignable to a period under a pay-as-you-go plan are allocable to the 
cost objectives of the period only if the payment of benefits is made in that period or can 
be compelled. If payment is optional with the contractor, costs allocable to cost objectives 
of the period are the lesser of the amount of benefits actually paid to beneficiaries in that 
period or the amount computed as assignable to that period. 
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b. Requirements Effective March 30, 1995: The pre - March 30, 1995 provision at 
CAS 412.40(c) which allowed contractors to accrue pension cost for nonqualified plans if 
benefits could be compelled has been deleted. The revised standard permits contractors to 
accrue pension cost for nonqualified plans only if the requirements set forth in CAS 
412.50(c)(3) are satisfied. The three requirements specified in this provision are (1) the 
contractor elects to use accrual accounting, (2) the plan is funded through a funding agen
cy, and (3) the benefits are nonforfeitable. The costs of nonqualified plans which do not 
meet these requirements shall be assigned to cost accounting periods using the pay-as-you
go cost method. With regard to the funding requirement for nonqualified plans, the stand
ard requires partial funding at the tax rate complement (i.e., 100% - tax rate %). 

8-412.5 Illustrations 

The following illustrations are intended to supplement those in paragraph 412.60 of 
the standard. They are to be used as a guide in determining whether a contractor's prac
tices comply with the standard. 

a. Problem. A contractor uses an immediate-gain actuarial cost method in compu
ting pension cost for contract costing purposes. The contractor has proposed $2.3 million 
pension costs for the current cost accounting period. The auditor’s analysis of the actuarial 
valuation report disclosed that: 

(1) the value of the pension fund assets was $12.6 million, 
(2) the actuarial liability was $10 million, and 
(3) the experienced actuarial gain for the previous period was $1 million. 

Solution. The pension cost assignable to the cost accounting period is $-0-, because 
the value of the pension assets exceeds the actuarial liability plus the normal cost for the 
period. In other words, there is no valid liability and therefore no basis for recognition of 
pension accruals on Government contracts. Furthermore, the significance of the experi
enced actuarial gain would indicate that the actuarial assumptions may not be reasonable. 
The contractor should be required to identify the actuarial assumptions which were re
sponsible for the gain and to provide rationale for either retaining or revising those as
sumptions. 

b. Problem. As a result of a temporary cash shortage, a contractor's payments into 
the pension fund were not adequate to meet the ERISA funding requirements for the 
period. A 5-percent excise tax on the accumulated funding deficiency was therefore 
assessed against the contractor. In computing the pension cost for the fiscal year, the 
contractor included the assessment of the 5-percent tax plus an interest equivalent on the 
unpaid amount. 

Solution. Both the excise tax, which was assessed as a penalty for the delayed pay
ment, and the interest equivalent on the delayed payment should be excluded from the 
pension costs allocated to Government contracts. The CASB, in its prefatory comments 
to the standard, acknowledged that an interest equivalent should be recognized to de
termine whether a pension plan is properly funded. However, since interest resulting 
from delayed funding is caused by a management decision to use funds for other pur
poses, the interest should be considered as investment cost rather than a component of 
pension cost. 
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8-413 Cost Accounting Standard 413 --- Adjustment and Allocation of Pension Cost 

a. This standard establishes criteria for: 
(1) assigning actuarial gains and losses to cost accounting periods, 
(2) valuing pension fund assets, and 
(3) allocating pension costs to segments. 

b. Provisions in the standard are somewhat more stringent than ERISA requirements, 
concerning frequency of actuarial valuations and methods of valuing pension fund assets. 
Consequently, some accounting changes may be required for compliance with the standard 
in addition to those which were previously made to comply with ERISA. 

c. FAR 31.205-6(j)(1) makes CAS 413 applicable to all contracts, even contracts 
which are not CAS-covered or are subject only to modified CAS-coverage. Auditors 
should ensure that proposed or claimed pension costs, where significant, are in compliance 
with the provisions of CAS 413. 

d. CAS 413 was effective March 10, 1978 and must be followed in the next fiscal year 
after award of a CAS covered contract to which it is applicable. CAS 413 was revised 
effective March 30, 1995 and the revised CAS 413 must be followed in the next fiscal 
year after award of a CAS covered contract to which it is applicable. However, a signifi
cant feature of the revised CAS 413 is the CAS Board’s clarification on application of 
CAS 413.50(c)(12) with respect to adjustments to previously determined pension costs in 
the event of segment closing, pension plan termination or curtailment of pension plan ben
efits. The revisions to CAS 413.50(c)(12) clarify and specify techniques for determining 
such adjustments. According to CAS 413 transition coverage, these clarifications should 
be used to resolve outstanding issues on existing CAS covered contracts. 

8-413.1 General 

a. Actuarial gains and losses represent differences between actuarial assumptions and 
actual experience. As previously noted in 8-412.1i., actuarial assumptions are related to: 

(1) interest or return on funds invested and 
(2) other projected factors such as future compensation levels, inflation, mortality, 

retirement age, turnover, and projected social security benefits. 
CAS 413 requires that actuarial gains and losses for defined benefit plans be calculated 
annually and assigned to current and subsequent cost accounting periods. Under pension 
plans whose costs are determined by an immediate gain actuarial cost method, gains and 
losses that are material will be amortized equally over 15 years beginning with the current 
period. The annual installment will include an interest equivalent on the unamortized bal
ance at the beginning of the period. Immaterial gains or losses may be assigned to the cur
rent period. An immediate gain method is one in which actuarial gains and losses are de
termined separately as an adjustment to the unfunded actuarial liability. Included in this 
category are the accrued benefit and entry age normal (sometimes referred to as the indi
vidual level premium with supplemental liability) actuarial cost methods. 

b. The original and revised standard permits use of any recognized method for valuing 
pension fund assets used in measuring pension cost components provided it reflects appre
ciation and depreciation of pension fund assets and is used consistently from year to year. 
The illustration in CAS 413.60(b) identifies some commonly used asset valuation meth
ods: 
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Type of Asset Basis for Valuation 
Equity securities and debt securities not expected to 
be held to maturity 

5-year moving average of 
market values 

Debt securities expected to be held to maturity Amortization of differences 
between cost at purchase 
and par value at maturity 

Real Estate Cost less accumulated 
depreciation 

If the method produces a value of less than 80 percent or more than 120 percent of market 
value, the asset values in a given year must be adjusted to the nearest 80 percent or 120 
percent boundary. The adjusted asset values are then considered in calculating the actuari
al gain or loss subject to the amortization criteria described above. The standard's provi
sions regarding the valuation of assets do not apply to plans funded with insurance com
panies via contracts with guaranteed benefits. 

8-413.2 Segment Accounting 

a. Pre - March 30, 1995 Requirements: 
(1) Except where certain significant disparities in actuarial factors exist between 

segments, contractors have the option to calculate pension costs either separately for seg
ments or on a composite basis for allocation to segments on a base which represents the 
factors used in computing pension benefits. Separate calculations of pension costs for each 
segment are acceptable. CAS 413.50(c)(2) and (3) provide that pension costs must be sep
arately calculated for a segment (on a prospective basis) when the pension costs at the 
segment are materially affected by any of the following conditions: 

(a) The segment experiences material termination gains or losses. 
(b) The level of benefits, eligibility for benefits, or age distribution is materially 

different for the segment than for the average of all segments. 
(c) The aggregate of actuarial assumptions for termination, retirement age, or sala

ry scale is materially different for the segment than for the average of the segments. 
(d) The ratios of assets to actuarial liabilities for merged segments are different 

from one another after applying the benefits in effect after the merger. Differences between 
segments as to level of benefits and eligibility of benefits should be obtainable from the pro
visions of the pension plan. Segment data for termination experience, age distribution, and 
actuarial assumptions for termination, retirement age or salary scale will generally not be 
included in actuarial reports, CPA reports, Schedule B to IRS Form 5500 or other pension 
source documents. Thus, the auditor should attempt to gain an understanding at the onset of 
the pension evaluation as to the segment data to be provided by the contractor which are 
necessary for audit determination of compliance with CAS 413.50(c)(2) and (3). 

(2) When separate pension fund calculations are required because of disparities in 
termination gains or losses, level of or eligibility for benefits, or actuarial assumptions for 
termination, retirement age or salary scale, undivided pension fund assets must be initially 
allocated to the segment for which the separate calculation is being made. The value of the 
pension fund assets allocated shall equal the segment's pension fund contributions, adjusted 
for earned interest and paid benefits/expenses, if such information is determinable; if not, the 
assets can be allocated among segments on any ratio which is consistent with the actuarial 
cost method(s) used to compute pension costs. The initial allocation of assets to merged 
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segments must be the market value of the segment's pension fund assets when the merger 
occurred. 

(3) Employees participating in a multisegment pension plan occasionally transfer 
between segments. However, the applicable pension fund assets and liabilities need not fol
low the employees from one segment to the other unless the transfers involve such a large 
number of employees that a segment's ratio of fund assets to actuarial liabilities would be 
distorted. 

(4) Contractors who separately calculate pension costs for one or more segments have 
the option of establishing a separate segment for inactive participants (e.g., retirees). If this 
action is taken, the pension fund assets and actuarial liabilities should be transferred to the 
inactive segment when employees participating in the pension plan become inactive. The 
funds transferred are to reflect the funded portion of the inactive participants' actuarial liabil
ity. CAS 413.50(c)(1) and 413.50(c)(9) provide that inactive segment costs shall be allocated 
to the segments with active lives on a basis representative of the factors upon which pension 
costs are based. Thus, pension cost calculated for the inactive participants should be allocat
ed to the segments with active lives on a basis which is relatively comparable to the amounts 
that would have been computed if a separate segment for inactives had never been estab
lished. 

b. Requirements Effective March 30, 1995: 
(1) The provisions of CAS 413.40(c) now provide clear and concise criteria for de

termining the funding status for pension plans at contractors that compute pension cost on a 
segmented basis. Specifically, the revised coverage provides that computation of the assign
able cost limitation shall be based on the assets and liabilities of the individual segment. The 
revisions also provide that in computing the limit on the amount of assignable cost for a 
segment, the measurement of the ERISA tax deductible amount is computed for the plan as a 
whole and apportioned among the segments. Amounts funded (contributions) can be allocat
ed to Government segments first. 

(2) The revised Standard provides specific coverage for calculation of segmented 
pension cost for segments that have disproportionate ratios of assets to liabilities. Under the 
revised coverage, when the assignable cost limitation applies to a particular segment, all 
existing amortization bases maintained for that segment are considered fully amortized 
(fresh-start) pursuant to the provisions of CAS 412.50(c)(2). For those segments not affected 
by the assignable cost limitation, the amortization of the unfunded actuarial liability contin
ues unabated. In addition, any amount of pension cost not assignable to a segment due to 
application of the ERISA tax deductible limit is reassigned to future periods as an assign
able cost deficit. 

8-413.3 CAS 413.50(c)(12) Adjustment For Segment Closing, Plan Termination or 
Benefit Curtailment 

a. When a segment is closed, a plan is terminated, or benefits are curtailed, the con
tractor must determine the difference between the actuarial liability for the segment and 
the market value of the assets allocated to the segment as of the closure date. Although 
this difference represents an adjustment of previously determined pension costs, the 
general rule is that the contractor should make a refund or give credit to the Government 
for its equitable share in the cost accounting period of closure, not prior cost accounting 
periods. However, if the contractor continues to perform Government contracts, the 
contracting parties may agree to apply the credit or charge in costing of future contracts. 
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b. A new definition has been added at CAS 413.30(a)(20) with specific criteria for 
determining when a segment is closed. The definition describes three events that would 
give rise to a segment closing within the context of CAS 413.50(c)(12). The first event 
is when a change in ownership takes place and such change involves more than a mere 
reorganization within the contractor’s internal structure. The second event is when the 
segment operationally ceases to exist. The third is when the segment ends its contractual 
relationship with the Government irrespective of whether the segment continues in op
eration. 

c. Clarifications on Application of CAS 413.50(c)(12): 
(1) In lieu of requiring contractors to recognize negative pension cost for severely 

overfunded plans, specific language has been added to CAS 413.50(c)(12) that clarifies 
the Government’s rights to an adjustment in the case of a segment closing, plan termina
tion, or freezing of benefits (curtailment of benefit gain/loss). The revised Standard re
tains the principle of deferring the Government’s recovery of excess assets until the 
occurrence of an event that triggers the application of CAS 413.50(c)(12). 

(2) The coverage has been strengthened to provide greater specificity regarding 
the methodology and assumptions to be used in calculating the adjustment. The revised 
coverage also clarifies that the adjustment results in a charge to Government contracts 
when the liabilities of the plan exceed the assets. The revised Standard also provides 
clarification on the application of CAS 413.50(c)(12) in the following areas: 

(a) Actuarial Assumptions - 413.50(c)(12)(i): The actuarial liability shall be 
determined using the accrued benefit cost method based on the long term assumptions 
used by the contractor in measurement of pension cost on Government contracts. This 
clarification resolves the issue of whether measurement of the liability is based on the 
Accumulated Benefit Obligation (an ABO calculation) or the Projected Benefit Obliga
tion (PBO). Clarified coverage requires that the liability be based on the accrued benefit 
cost method (ABO). The coverage also clarifies that in the absence of a plan termination 
or settlement of liabilities, contractors are required to use the plan’s existing long term 
actuarial interest rate assumption in measurement of the segment’s actuarial liability. As 
such, the use of the PBGC or ERISA interest assumption would be inappropriate unless 
the plan is terminated or the pension obligations are settled by the purchase of annuity 
contracts. 

(b) Plan Improvements -413.50(c)(12)(iv): The revised coverage incorporates 
a 5 year phase-in rule in which increased liabilities are recognized on a prorata basis 
using the number of months that the plan amendment preceded the date of the event that 
triggers an adjustment. This provision provides clarification in accounting for plan im
provements adopted within 60 months of the event date. The revised coverage makes it 
clear that contractors must give consideration to this ERISA requirement in measure
ment of liabilities due to plan amendments. The cost of increased benefits that are not 
required by law or by a collective bargaining agreement are subject to the sixty month 
phase-in requirement. 

(c) Transfer of Assets/Liabilities - 413.50(c)(12)(v): This provision provides 
clarification on the accounting for pension adjustments when the segment closing in
volves the transfer of pension assets and liabilities. According to the clarified coverage, 
no adjustment is required when all the pension assets and liabilities are transferred to a 
successor in interest to the contracts. On the other hand, if only a portion of the assets 
and liabilities are transferred, the standard requires that the adjustment be determined 
after consideration for any transfer of assets and liabilities to a successor contractor. 
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(d) Adjustment to Pension costs - 413.50(c)(12)(vi): The Government’s share 
of the pension adjustment is determined based on the cost allocated to all contracts that are 
subject to the provisions of CAS 412/413. This coverage makes it clear that CAS covered 
firm-fixed-price contracts are included in calculation of the segment closing adjustment. 

d. If noncompliances are found, the auditor must ascertain their significance and make 
appropriate recommendations as outlined in 8-302.7. 

8-413.4 Illustrations 

The following illustrations are intended to supplement those in paragraph 413.60 of 
the standard. They are to be used as a guide in determining whether a contractor's prac
tices comply with the standard. 

a. Problem. Contractor X was acquired by Contractor Y and renamed Segment B. 
The entire work force of X was retained by Y following the acquisition. Pursuant to 
terms of X's pension plan, X employees were paid all vested pension benefits at the time 
of dissolution of X. The employees, upon coming to work for Contractor Y, were con
sidered "new employees" with no actuarial liability attributable to their past service with 
Contractor X. Contractor Y's unfunded actuarial liability (UAL) at the time of the mer
ger was $25 million. Contractor Y has consistently made a composite pension cost cal
culation for all of its segments and wishes to continue doing so. 

Solution. Since Y's pension plan had a disproportionately larger UAL than X's plan at 
the time of acquisition (i.e., $25 million vs. -0-), any combining of assets and actuarial 
liabilities of the two plans would result in a materially different pension cost allocation to 
Y's segments than if pension costs for Segment B were computed as though it had a sepa
rate pension plan. Pension costs must be calculated separately for Segment B. 

b. Problem. Contractor X computes pension costs separately for Segments A, B, and 
C. As permitted in CAS 413.50(c)(9), the contractor elects to establish a separate seg
ment for inactive plan participants. Pension costs for the inactive segment are allocated 
back to A, B, and C on the ratios of the remaining working lives of the work force of the 
three segments. This method results in the following allocation of inactive segment pen
sion costs: 

Costs % 

Segment A $2.5 million 25 

Segment B 4.0 million 40 

Segment C 3.5 million 35 

Total inactive segment costs allocated $10.0 million 100% 

The actuarial report discloses that the inactive plan participants retired from the follow
ing segments: 

Segment Retired From Number of Retirees 
% 

A 5950 85 

B 350 5 

C 700 10 

7000 100% 
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Due to the geographical dispersion of the three segments, few employees had trans
ferred among segments prior to retirement. The high ratio of retirees from Segment A 
was attributable to a major plant layoff which had occurred 10 years previously. 

Solution. The contractor's allocation of inactive segment costs to Segments A, B, and C 
results in a substantially different amount than would have been allocated if a separate seg
ment for inactive participants had never been established. The auditor should recommend an 
allocation of inactive segment costs to A, B, and C based on the ratios of the number of retir
ees from each segment to total retirees. 

8-414 Cost Accounting Standard 414 --- Cost of Money as an Element of the Cost of 
Facilities Capital 

a. The standard recognizes the cost of facilities capital as a contract cost. It provides 
criteria for measuring and allocating an appropriate share of the cost of money which can 
be identified with the facilities employed in a business. 

b. The effective date of this standard was October 1, 1976. Contractors must follow its 
requirements on all contracts subject to CAS negotiated on or after this date. 

c. CAS 414 and the FAR cost principle do not apply to facilities where compensation 
for the use of the facilities is based on use rates or allowances in accordance with Fed
eral regulation. Where contractors are compensated for some facilities by use rates and 
others by depreciation, the contractor should apply CAS 414 to those facilities which 
are being depreciated. 

d. FAR 31.205-10 makes CAS 414 applicable to all contracts, even contracts which 
are not CAS-covered or subject only to modified CAS-coverage. Auditors should ensure 
that proposed or claimed cost of money, where significant, are in compliance with the 
provisions of CAS 414. 

e. See CAS Working Group Papers 77-18 and 77-19 for guidance issued by the CAS 
Working Group on CAS 414. 

8-414.1 General 

a. The CAS 414 techniques must be used to compute the cost of money in connection 
with individual price proposals, forward pricing rate agreements, and with the establishment 
of final indirect cost rates. 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. The cost of 
money may be considered an indirect expense associated with an individual cost pool but 
separately identified. The cost of money is subject to all the same allocation procedures as 
any other indirect expense which is allocated on a selected base, and each element of such 
base, whether allowable or unallowable, should bear its pro rata share of the cost of money. 

b. Use of the cost of money factors in final indirect rate determinations and forward 
pricing proposals is discussed in paragraphs 8-414.2 and 8-414.3 below. The calculation 
of the cost of money for each contract involves several steps. 

(1) The average net book value of facilities for each indirect expense pool having a 
significant allocation of facilities is identified from accounting data used for contract cost
ing. 
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(2) The cost of money devoted to facilities capital for each indirect expense pool is 
the product of these net book values multiplied by the cost of money rates per the Secre
tary of the Treasury under Public Law 92-41, 85 Statute 97 (distributed semi-annually by 
Headquarters). 

(3) Facilities capital cost of money factors are computed by dividing the cost of 
money for each pool by the corresponding allocation base. The allocation bases used in 
this computation must be compatible with the bases used for applying indirect costs in 
determining contract costs. 

(4) The cost of capital committed to facilities is separately estimated, accumulated, 
and reported for each contract. Each contract's share of the facilities capital cost of money 
is determined by multiplying the portion of the allocation bases for each indirect expense 
pool applicable to the contract by the facilities cost of money factor for that pool and add
ing the products together. 

c. The facilities capital cost of money factors, wherever applicable, must be computed 
in accordance with the CASB-CMF form, Facilities Capital Cost of Money Factors and 
Computation. The CASB-CMF form and instructions are included as an appendix to CAS 
414. 

(1) On the CASB-CMF form, facilities capital items are classified as Recorded 
Facilities, Leased Property, and Corporate or Group Facilities. Capital leases are to be 
considered as Leased Property for purposes of the CASB-CMF form. In accordance with 
CAS Working Group Paper 77-19, operating leases, for which constructive cost of owner
ship is allowed in lieu of rental costs under Government acquisition regulations, are also to 
be classified as Leased Property. Since cost of money would be an allowable cost if the 
contractor had purchased the property, the cost of money should be included as an owner
ship cost in determining whether the allowable cost will be based on constructive owner
ship cost or leasing cost. Land which is an integral part of the leased facility is subject to 
the same treatment as the leased facility in computing the cost of money. Land leases for 
which the land is used in the regular business activity will also be included on the form 
even though land lease costs themselves do not generate allowable costs. 

(2) Facilities costs are further identified on the CASB-CMF as either "distribut
ed" or "undistributed." Distributed facilities are those capital items which can be identi
fied in the contractor's records as solely applicable to those specific indirect expense 
pools for which a cost of money rate is to be computed. Undistributed items, which rep
resent the remainder of the business unit's facilities capital, consist primarily of items 
charged to service centers. Under the regular method, undistributed assets are allocated 
to the appropriate indirect expense pools on a basis that approximates the actual absorp
tion of depreciation/amortization of the facilities. Under the alternative method provided 
for in the standard, the undistributed assets are allocated to the G&A expense pool. The 
alternative method may be used only if the contracting parties agree that deprecia
tion/amortization generated by the undistributed assets is immaterial or the results ob
tained from this alternative procedure are comparable to those which would have been 
obtained under the regular method. 

(3) In determining the average net book values for facilities employed by the busi
ness unit, auditors will be required to examine asset records to the extent necessary in the 
circumstances. 

(a) Initially, the auditor should establish the validity of the average values used 
by the contractor. The standard provides that, where there has been a major fluctuation in 
the level of facilities during the cost accounting period, the simple average of the begin-
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ning and ending net book values may not be appropriate. Where significant variations 
have occurred, the auditor should recommend a procedure for calculating the average that 
more accurately reflects the actual experience. 

(b) The facilities capital values used as a basis for the cost of money must, in 
general, be the same values used to generate allowable depreciation or amortization cost 
(ASBCA Case No. 32419, Raytheon Co.). Land which is integral to the regular opera
tion of the business unit will be included. Operating leases which are treated as con
structive ownership will be included at net book value on the CASB-CMF form starting 
with beginning of the lease term. Where leasing costs have previously been accepted as 
less costly to the Government under the lease period, renewal of the lease requires a 
new comparison of lease/ownership costs. If this comparison results in the allowance of 
constructive ownership costs in lieu of rental costs, the lease will be included at net 
book value on the CASB-CMF starting with the beginning of the lease renewal. The net 
book value will be based on fair value at asset acquisition (date that lease was entered 
into or renewed if appropriate) less the amount, if any, which would have been depreci
ated had the asset been purchased. The net book value assigned to the leased asset will 
not include the cost of money. Leasehold improvements may be considered in compu
ting the cost of money if they are subject to amortization. Goodwill is not to be included 
in the cost of money computation. The acquisition value for all contractor-owned tangi
ble assets and those leased assets for which constructive cost of ownership is allowed in 
lieu of rental costs should be determined in accordance with CAS 404. Depreciation 
charges applicable to assets included in the cost of money computation will be deter
mined in accordance with CAS 409. 

(c) To be included in the base for the cost of money computation, the asset must 
be used in regular business activity. Where a contractor maintains depreciation records for 
groups of assets, the auditor should evaluate the assets in the group to see if they should be 
included in the cost of money computation. In addition, the auditors should carefully eval
uate contractor land purchases and leases to determine if they are an integral part of the 
regular operation of the business. The auditor should request the contractor to demonstrate 
that land purchases and leases in question were acquired as a reasonable response to a 
prudent forecast of the contractor's regular business activity and therefore are integral to 
the regular operations of the business. If the purchase/lease costs do not meet this re
quirement then the auditor should assure that these costs are properly excluded from the 
CAS 414 computation. The following would not be considered as being used in the regu
lar business activity. 

 Land held for speculation. 
 Facilities or capacity which have been determined to be idle in accordance with 

FAR 31.205-17. 
 Assets which are under construction for a contractor's own use (see 8-417.2a.). 
 Assets which have been constructed or purchased but have not yet been placed into 

service. 

8-414.2 Interest Rates – Cost of Facilities Capital 

a. The cost of money rate to be used in computing the cost of money factors is deter
mined by the Secretary of the Treasury under Public Law 92-41, 85 Statute 97. This rate is 
published semiannually in the Federal Register. The rate published in December is applica
ble to the period from January 1 through June 30; the rate published in June is applicable to 
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the period from July 1 through December 31. Although the interest rates are published semi
annually, they are annual rates. Rates in effect since January 1, 1982 are as follows: 

January-June July-December 
1982 14.75% 15.5% 
1983 11.25% 11.5% 
1984 12.375% 14.375% 
1985 12.125% 10.375% 
1986 9.75% 8.5% 
1987 7.625% 8.875% 
1988 9.375% 9.25% 
1989 9.75% 9.125% 
1990 8.5% 9.0% 
1991 8.375% 8.5% 
1992 6.875% 7.0% 
1993 6.5% 5.625% 
1994 5.5% 7.0% 
1995 8.125% 6.375% 
1996 5.875% 7.0% 
1997 6.375% 6.75% 
1998 6.250% 6.0% 
1999 5.0% 6.5% 
2000 6.75% 7.25% 
2001 6.375% 5.875% 
2002 5.5% 5.25% 
2003 4.25% 3.125% 
2004 4.00% 4.5% 
2005 4.25% 4.5% 
2006 5.125% 5.75% 
2007 5.25% 5.75% 
2008 4.75% 5.125% 
2009 5.625% 4.875% 
2010 3.25% 3.125% 
2011 2.625% 2.500% 
2012 2.000% 1.7500% 
2013 1.375% 1.75% 
2014 2.125% 2.0% 
2015 2.125% 2.375% 
2016 2.5% 1.875% 

b. In calculating final facilities capital cost of money factors, the cost of money rate is 
the prorated average of the treasury rates. For example, the cost of money rate for fiscal 
year ending October 31, 1995 would be computed as follows: 

Period Treasury Rate Weighting Cost of Money Rate 
1994 2nd Half 7.0% 2/12 1.167% 
1995 1st Half 8.125% 6/12 4.063% 
1995 2nd Half 6.375% 4/12 2.125% 

7.355% 
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The contractor must compute and support the cost of money factors. Based on the audi
tor's recommendation, the CFAO determines whether the factors are valid for contract 
cost and pricing purposes. 

c. A contractor may change its fiscal year due to a merger, business combination, or 
other valid reason. When a cost accounting period is not a 12-month period, the cost of 
money rates must be adjusted to reflect the applicable accounting period. This is be
cause the cost of money rates are annual rates, whereas the asset net book values of the 
contractor’s assets and allocation bases reflect a period other than the normal 12-month 
period. For example, the cost of money rate for a 6 and 15 month accounting period 
ending December 31, 1995 would be computed as follows: 

6-Month Accounting Period 

Period Treasury 
Rate 

Weighting Cost of Money 
Rate 

1995 2nd Half 6.375% 6/12 3.1875% 

15-Month Accounting Period 

Period Treasury Rate Weighting Cost of 
Money Rate 

1994 2nd Half 7.000% 3/12 1.7500% 
1995 1st Half 8.125% 6/12 4.0625% 
1995 2nd Half 6.375% 6/12 3.1875% 

9.0000% 

8-414.3 Evaluating the Contractor’s Computations 

a. The CASB-CMF form will be used to support the cost of money factors used in 
incurred cost allocations and forward pricing proposals. In developing the factors used 
in forward pricing proposals, the contractor should take into account the latest available cost 
of money rate and a forecast of the facilities net book values and allocation bases for each 
cost accounting period of contract performance. In some instances, where projected asset 
value and allocation bases are not expected to vary significantly from the latest completed 
cost accounting period, the same facilities values and allocation bases as are required for 
retroactive cost determination may be used for forward pricing purposes. 

(1) In as much as significant changes in any of the variables, i.e., net book value of 
facilities, the treasury rate or the allocation base may change the relationship and affect the 
cost of money factor, the auditor should closely evaluate any proposed cost of money cal
culation before it is accepted as a basis for negotiation. The latest available semiannual 
interest rate should be verified and known or anticipated additions/deletions of assets, as 
well as the effect of the annual depreciation on the net book value, should be examined. 
The allocation bases used in the cost of money computation should be compared for con
sistency with those used in estimating indirect cost rates. 

(2) When the average cost of money rate to be used in costing the contract is known, 
this average rate should be used in lieu of the latest semiannual treasury rate. This situation 
could occur when a short-term contract is negotiated and performed within the 6-month pe-
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riod after all the rates to be weighted in the actual historical cost of money are known. As an 
example, a contractor on a calendar year basis receives a contract on July 1, 1987, with a 
performance period of July 1, 1987 to December 31, 1987. The treasury rate for July 1, 
1987 to December 31, 1987 was published in June 1987. Since the contract will be costed 
after-the-fact using the arithmetic average of the two semiannual rates for 1987, 7.625% + 
8.875%/2 = 8.25%, the 8.25 percent rate should also be used for pricing the contract. Au
ditors should be aware that the interest rate which will be in effect during the negotiation 
and applied to the contractor's estimate may not be known when the audit report is written. 
If this is the case, we should qualify the audit report regarding the allocable cost of money. 
The qualification should advise that if a new rate is available, the PCO should consider 
recomputing the cost of money amount before finalizing negotiations. 

b. In accordance with CAS 414, cost of money is allocable to IR&D and B&P projects. 
c. Contractors will include the amount proposed for cost of money in the proposal, 

supported by Form CASB-CMF and any other detail required to comply with 10 U.S.C. 
2306a, Truth in Negotiations. Where the contractor elects to exclude the cost of money 
from its proposal or claim for reimbursement, such costs should be designated as unallow
able and may not be included in profit. In addition, the contractor is still required to com
pute the cost of money factors in accordance with CAS 414. The failure to make the com
putation is considered a violation of a major requirement of the standard. In virtually all 
cases, however, the noncompliance will not result in increased cost paid by the Govern
ment. We should therefore issue noncompliance reports only if the acquisition office or 
the CFAO requests them. If no such request is made, we will advise the CFAO by memo
randum of the technical noncompliance. We will also include appropriate comments in the 
proposal audit report as well. 

d. Request for audits of the contractor's computation of the cost of money may be re
ceived in connection with individual price proposals, forward pricing rate agreements, and 
the establishment of final indirect cost rates. With each of these audits, the report to the 
CFAO will state whether the contractor has complied with the standard and the require
ments of the acquisition regulations. 

e. If noncompliances are found, the auditor must ascertain their significance and make 
appropriate recommendations as outlined in 8-302.7. 

8-415 Cost Accounting Standard 415 --- Accounting for the Cost of Deferred 
Compensation 

a. The purpose of this standard is to provide criteria for measuring deferred compensa
tion costs and assigning those costs to cost accounting periods. It applies to all deferred 
compensation costs except for compensated absences and pension costs covered in CAS 
408 and CAS 412. 

b. The standard was effective July 10, 1977. It must be applied to all new deferred 
compensation awards made in the next fiscal year after receipt of a CAS-covered con
tract to which the standard is applicable. It does not disturb the contractual provisions 
applicable to prior awards. It allows the deferred compensation cost awarded before the 
applicability date to be allocated as a cost when paid under existing contracts. 

c. FAR 31.205-6(k) makes CAS 415 applicable to all contracts, even contracts which 
are not CAS-covered or subject only to modified CAS-coverage. Auditors should ensure 
that proposed or claimed deferred compensation costs, where significant, are in compli
ance with the provisions of CAS 415. 
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8-415.1 General 

a. Deferred compensation is an award made by an employer to compensate an employee 
in a future cost accounting period for services rendered prior to receipt of compensation. It 
does not include normal year-end salary, wage, or bonus accruals. 

b. Deferred compensation costs are measured by the present value of future benefits to 
be paid and are assigned to the cost accounting period in which the contractor becomes 
obligated to compensate the employee. The contractor incurs this obligation when: 

(1) The requirement for future payment cannot be unilaterally avoided by the con
tractor. 

(2) The award is to be paid in money, other assets, or shares of the contractor's stock. 
(3) The future payment can be measured reasonably accurately. 
(4) The recipient of the award is known. 
(5) Events entitling an employee to receive an award have a reasonable probability of 

occurrence. 
(6) There is reasonable probability that stock options will be exercised. These con

ditions are basically those recognized under generally accepted accounting principles for 
establishing a liability. Where these conditions are not met, the deferred compensation 
cost will be assigned to the period of payment. 

c. If the award is based on employee's performance of future service to receive bene
fits, the contractor's obligation is established as the future service is performed. 

d. The treasury rate determined by the Secretary of the Treasury pursuant to Public 
Law 92-41, 85 Statute 97, effective when the cost is assigned, will be used for computing 
the present value of future benefits. The treasury rate considers current private commercial 
interest rates for loans maturing in approximately five years and is considered the most ap
propriate rate for discounting deferred compensation costs. 

e. The measurement and assignment of present values of future benefits to cost account
ing periods should be separate for each award. However, the cost estimated on a group basis 
for employees covered by a deferred compensation plan will be acceptable if the cost can be 
measured with reasonable accuracy and includes an adjustment for probable forfeitures. 

f. The auditor's evaluation should: 
(1) Identify all deferred compensation awards currently provided to employees. 
(2) Determine what accounting changes, if any, are contemplated as a result of the 

standard. (According to FAR 52.230-6, the contractor is required to describe to the ACO 
the kind of changes required by the standard.) If the contractor previously utilized a cash 
basis of accounting for deferred compensation costs on Government contracts, a change 
from a cash to an accrual basis will be required for all new awards made after the applica
bility date of the standard. 

(3) Verify, through examination of the award provisions, that all applicable condi
tions for establishing the obligation for compensation have been met for those awards in 
which the entire cost is recognized in the year of award. 

(4) Evaluate the present-value calculations to determine that the treasury rate speci
fied in the standard has been used correctly. 

(5) Evaluate costs for proper credit of estimated forfeitures, based on past experi
ence and future expectations, where deferred compensation costs are accounted for on a 
group basis. 
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g. Interest cost will be included in computing future benefits for all deferred com
pensation cash awards which provide for the payment of interest. The allowability of 
such interest cost will be determined in accordance with applicable acquisition regula
tions. If the award stipulates a fixed interest rate, the interest cost is assigned at the 
fixed rate to the cost accounting period in which the contractor is obligated to compen
sate the employee. Some deferred compensation awards provide for the payment of in
terest at variable rates from the date of the award until payment. When the variable rate 
is based on specified index which is determinable by cost accounting period, the interest 
cost is assigned to the applicable period at the actual rate for the index at the close of the 
period. Since that rate may vary from the actual rates in future periods, adjustments will 
be made in any future period in which the variable rate materially affects the cost of 
deferred compensation. When the variable rate is not based on a specified index and is 
not determinable by year, the total interest cost will be assigned to the period of pay
ment. The auditor should evaluate each deferred compensation plan which provides for 
a cash award, to determine whether the payment of interest is required. For each plan 
which provides for interest, the auditor should check the contractor's annual interest cost 
calculation to ascertain that only interest costs for which the rates are fixed or based on 
specific indices have been accrued. 

h. If a deferred compensation plan for a cash award requires irrevocable funding (includ
ing interest) of future payments to employees, the amount irrevocably funded will be as
signed to the cost accounting period in which the funding occurs. 

i. The deferred compensation cost of an award of contractor stock will be based on the 
current or prevailing market value of the stock (as indicated by market quotations) on the 
date the number of shares awarded becomes known. It should be noted that the standard does 
not provide for present value discounting of the market price for stock. Since the market 
price is presumed to reflect future expectations, further discounting would not be appropri
ate. 

j. The cost of an award of an asset other than cash, will be based on the market value of 
the asset when the award is made. If the market value is not available, a fair value of the 
asset will be established. The auditor should verify that the claimed market value of the asset 
is supported by a valid appraisal obtained from an outside source. 

k. If the terms of an award of either cash, other assets, or stock require that an employee 
perform future service to receive benefits, the deferred compensation cost will be assigned 
on a pro rata basis to those applicable periods of current and future service. The standard 
does not specify the method or proration but provides that the proration be based on the cir
cumstances of the award. The requirement of the standard conforms with Accounting Princi
ples Board Opinion No. 12 which states that only the portion applicable to the current period 
should be accrued if elements of both current and future services are present. The auditor 
should determine the basis on which the contractor prorates costs between current and future 
periods. Where deferred compensation plans do not clearly establish a basis for prorating 
costs between accounting periods, the contractor will be required to support the prorations. 
In most instances the contractor, because of the ease of computation, will prorate the costs 
evenly over the number of years of additional service required before exercise of the award. 
For example, a contractor, declaring a year-end cash award to key employees under a plan 
requiring three additional years of service before payment, prorates the cost evenly over the 
following three years (excluding adjustment for present value factors). The contractor's pro
ration would be accepted by the auditor unless the circumstances of the award clearly indi
cated that the award was related in total, or in part, to past services rendered. 
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l. Any forfeitures which reduce the contractor's obligation for payment of deferred 
compensation will be credited to contract costs in the period the forfeiture occurs. The 
reduction will be the amount of the award assigned to the prior period(s), plus interest 
compounded annually at the Secretary of the Treasury rate under Public Law 92-41, 85 
Statute 97. For irrevocably funded plans, the reduction will be the amount initially 
funded, adjusted for a pro rata share of fund gains or losses. The voluntary failure of a 
recipient to exercise a stock option is not considered a forfeiture. If the cost of a cash 
award for a group deferred compensation plan is later determined to be greater than the 
amount initially assigned due to an overestimate of forfeitures, the additional cost at
tributable to the incorrect estimate will be assigned to the cost accounting period in 
which the revised cost becomes known. 

m. If noncompliances are found, the auditor must ascertain their significance and 
make appropriate recommendations as outlined in 8-302.7. 

8-415.2 Illustrations 

The following illustrations are intended to supplement those in paragraph 415.60 of 
the standard. They are to be used as a guide in determining whether a contractor's prac
tices comply with the provisions of the standard. 

a. Problem. The cost of a contractor's deferred compensation plan for a cash award 
is assigned to the cost accounting period in which the award is made. Under the provi
sions of the plan, the contractor has complete authority over forfeiture. If an employee 
is reassigned or laid off before he is eligible for benefits, the contractor may forfeit the 
employee's rights to the benefits. 

Solution. Under CAS 415.50(a), one criteria for incurring an obligation is that the 
contractor cannot unilaterally avoid future payment. As a result of the contractor's dis
cretionary control over the forfeiture provisions, this would not be considered a valid 
obligation. The cost should therefore be assigned to the year paid, not the year awarded. 

b. Problem. The contractor's deferred compensation requires all cash awards to be 
increased by an eight percent interest factor. 

Solution. The cost of future benefits assigned to the current accounting period 
should include interest cost calculated at eight percent compounded annually according 
to CAS 415.50(d)(1). 

c. Problem. The contractor accounts for the cost of a cash award deferred compensa
tion plan on a group basis, adjusted for an estimated four percent forfeiture allowance. 
At the close of its fiscal year 1987 the actual cost of forfeitures amounted to only three 
percent as a result of a lower employee turnover than was originally anticipated. 

Solution. The additional cost resulting from the overestimated forfeiture allowance 
should be charged to deferred compensations costs in fiscal year 1987. 

d. Problem. The contractor has a deferred compensation plan which specifies that an 
employee receiving a cash award must remain with the company for three years after 
the award to receive benefits. On March 31, 1987 (fiscal year-end) the contractor 
awards $5,000 to an employee to be paid on March 31, 1990. According to the plan's 
requirement for irrevocable funding of future payments, the cost payable to the employ
ee on March 31, 1990 was funded on March 31, 1987. 

Solution. The entire amount irrevocably funded must be assigned to the fiscal year 
ending March 31, 1987 according to CAS 415.50(d)(6). 
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e. Problem. The circumstances are the same as for problem d. above except the em
ployee voluntarily terminates his employment on May 30, 1987. On the date of termina
tion the fund has appreciated eight percent. 

Solution. The amount irrevocably funded plus eight percent for the fund gain will be 
credited to deferred compensation costs in fiscal year-end March 31, 1988 as a forfei
ture reduction. 

f. Problem. The contractor maintains a self-insured retiree death benefit plan for 
which costs are recorded at the time the death benefit is paid. Questions have been 
raised as to whether these benefits should be considered deferred compensation subject 
to CAS 415 and whether the liability for currently retired employees should be accrued. 

Solution. These benefits are not deferred compensation as contemplated in CAS 
415. CAS 415.50(a)(3) requires a reasonably accurate measurement of future payments 
as a condition for accrual. Retiree death benefits could only be accrued by introducing 
mortality assumptions and this was not considered to fall within the meaning of "rea
sonable accuracy" as used in the standard. 

8-416 Cost Accounting Standard 416 --- Accounting for Insurance Cost 

CAS 416 provides criteria for the measurement of insurance costs, the assignment of 
such costs to cost accounting periods, and their allocation to cost objectives. The stand
ard was effective July 10, 1979 and is applicable to a contractor on or after the start of 
its next accounting period beginning after the receipt of a CAS-covered contract. 

8-416.1 General 

a. CAS 416 covers accounting for purchased insurance, self-insurance, and payments 
to a trustee of an insurance fund. When coverage is obtained through purchase of insur
ance or payment into an insurance fund, the premium or payment normally should rep
resent the insurance cost. Amounts representing coverage for more than one year should 
be assigned pro rata among the cost accounting periods covered by the policy term. 
When coverage is not obtained through purchased insurance or payment into an insur
ance fund, the contractor should follow a program of self-insurance in accordance with 
criteria in the standard. Self-insurance is defined as the assumption or retention of the 
risk of loss by a contractor, either voluntarily or involuntarily. Absence of insurance is 
regarded as one form of self-insurance. The contractor should make a self-insurance 
charge for each period for each type of self-insured risk based on an estimate of the 
projected average loss for that period. Insurance administration expenses which are ma
terial in relation to total insurance costs should be allocated on the same basis as the 
related costs. 

b. FAR 31.205-19 makes the self insurance provisions of CAS 416 applicable to all 
contracts, even contracts which are not CAS-covered or subject only to modified CAS-
coverage. Auditors should ensure that proposed or claimed insurance costs, where signifi
cant, are in compliance with the provisions of CAS 416. 

8-416.2 Guidance 

a. The standard requires the contractor to maintain records to substantiate the 
amounts of premiums, refunds, dividends, losses, and self-insurance charges. Records 
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should also show the frequency, amount, and location of actual losses by major type of 
risk. 

b. A contractor may need memorandum records to reflect material differences between 
insurance costs determined in accordance with CAS 416 and those includable in financial 
statements prepared in accordance with Financial Accounting Standards Board (FASB) 
Statement 5, Accounting for Contingencies. FASB Statement 5 does not permit an accrual 
for loss contingencies in a contractor's financial accounting records unless (1) an asset has 
been impaired or a liability incurred at the date of financial statements and (2) the amount 
can be reasonably estimated. Insurance costs determined in accordance with CAS 416 
cannot be accrued in financial accounting records unless they represent purchased insur
ance, actual payment to a trustee, or the recognition of an actual loss. A self-insurance 
charge which only represents exposure to the risk of loss cannot be accrued. 

c. Exposure to the risk of loss may differ significantly between defense and commer
cial operations and products. When risks differ significantly, defense and commercial in
surance costs should be accumulated and allocated separately. 

d. The audit of insurance premiums and payments to trustees should include: 
(1) Examining insurance policies to determine the basis for establishing and adjusting 

premiums, and any provision for deposits and reserves. 
(2) Determining whether the contractor controls or has a financial interest in the in

surer. Purchase of insurance from a related organization may be a form of self-insurance 
which should be audited in accordance with 8-416.2e. 

(3) Examining the transactions in connection with an insurance reserve or fund in 
order to establish compliance with CAS 416.50(a)(iv) and (v). 

(4) Evaluating direct allocations of premium costs to final cost objectives to detect 
possible noncompliance with CAS 402. 

(5) Evaluating the assignment of premiums, refunds, and assessments to and among 
cost accounting periods. 

e. CAS 416 does not establish minimum financial requirements for a contractor's self-
insurance program. In order to assure that a contractor has adequate financial resources for a 
self-insurance program, FAR 31.205-19 requires contracting officer approval of a self-
insurance program before the related costs are allowable. Auditors may be requested to fur
nish data in connection with the evaluation of the proposed self-insurance program. Self-
insurance charges should be audited for compliance with CAS 416 and the approved pro
gram. The audit of self-insurance charges should include: 

(1) Evaluating the contractor's overall self-insurance program and the adequacy of 
supporting records. 

(2) Analyzing the nature, amount and pattern of actual insurance losses. 
(3) Evaluating the contractor's method of estimating projected average loss from actu

al loss data. 
(4) Comparing the self-insurance charge with the cost of purchased insurance when it 

is available. 
f. If noncompliances are found, the auditor must ascertain their significance and make 

appropriate recommendations as outlined in 8-302.7. 
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8-416.3 Illustrations 

The following illustrations are intended to supplement those in paragraph 416.60 of 
the standard. They are to be used as a guide in determining whether a contractor's prac
tices comply with the standard's provisions. 

a. Problem. Contractor X establishes an approved self-insurance program to cover em
ployee group health plans beginning with its next accounting period. The contractor makes a 
self-insurance charge based on analysis of its actual loss experience over the prior 10-year 
period and an evaluation of anticipated conditions. The auditor determines that a well-known 
insurance company offers coverage at a cost materially lower than the self-insurance charge. 
The contractor refuses to purchase insurance because the insurance company is a subsidiary 
of a competitor and has a poor reputation. 

Solution. The contractor's practice complies with CAS 416 even though purchased in
surance is available at a lesser cost. Paragraph 5 of the supplemental information published 
with CAS 416 states that the limitation in CAS 416.50(a)(2)(i) is intended to apply only 
when the cost of comparable purchased insurance is used as a convenient method of estimat
ing the projected average loss. The contractor's action is still subject to the test of reasona
bleness contained in FAR 31.201-3 as well as the allowability requirements of FAR 31.205
19, which disallows the difference between the cost of self-insurance and comparable pur
chased insurance (plus associated administrative expenses). The difference should be ques
tioned if the purchased insurance is determined to be comparable. 

b. Problem. Contractor Y proposes to discontinue its purchased insurance coverage and 
become self-insured without setting aside specific financial resources to cover future losses. 

Solution. If the self-insurance charge is measured and allocated properly following the 
criteria in CAS 416.50(a)(2), the proposed practice complies with the standard regardless of 
the availability of specific financial resources to cover future losses. The same cost, howev
er, may be unallowable under provisions of FAR 31.205-19 if the self-insurance program 
has not been approved by the CFAO. 

8-417 Cost Accounting Standard 417 --- Cost of Money as an Element of the Cost of 
Capital Assets Under Construction 

a. This standard establishes criteria for the measurement of the cost of money attributable 
to capital assets under construction, fabrication, or development as an element of the cost of 
those assets. The standard was effective December 15, 1980. It is applicable on or after the 
start of the next fiscal year beginning after receipt of a contract to which the standard applies. 

b. FAR 31.205-10 makes CAS 417 applicable to all contracts, even contracts which are 
not CAS-covered or subject only to modified CAS-coverage. Auditors should ensure that 
proposed or claimed cost of money costs, where significant, are in compliance with the pro
visions of CAS 417. 

8-417.1 General 

a. The standard's fundamental requirement provides that the cost of money applicable to 
the investment in tangible and intangible capital assets being constructed, fabricated, or de
veloped for a contractor's own use, shall be included in the capitalized acquisition cost of 
such assets. 
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b. For each capital asset being constructed, fabricated, or developed, a representative 
investment amount shall be determined each cost accounting period, giving appropriate con
sideration to the rate at which costs of construction are incurred. The cost of money applica
ble to each asset shall be calculated using the applicable interest rates determined by the 
Secretary of the Treasury under Public Law 92-41, 85 Statute 97 (distributed semi-annually 
by Headquarters). 

c. Cost of money shall not be capitalized for any period during which substantially all the 
activities necessary to get the asset ready for its intended use are discontinued unless such 
discontinuance arises out of causes beyond the control and without the fault or negligence of 
the contractor. 

8-417.2 Guidance 

a. CAS 417 applies to both tangible and intangible assets being constructed, fabricated, or 
developed for a contractor's own use. Cost of money applicable to land should be added to 
the basis of the land rather than to the depreciable portion of the asset under construction. 
Land should not be included in the representative cost until the start of activity necessary to 
get it ready for its intended use, such as foundation development, landscaping, etc. 

b. Cost of money should be computed only once for each cost accounting period that the 
asset is under construction based on the representative investment during the cost accounting 
period. Amounts capitalized as cost of money in one cost accounting period should be in
cluded in the representative investment for succeeding periods. Cost of money shall be cal
culated using the time-weighted interest rates determined by the Secretary of the Treasury. It 
is not necessary to enter the cost of money on the accounting records; however, the contrac
tor should make a memorandum entry of the cost and maintain, in a manner that permits 
audit and verification, all relevant schedules, cost data, and other data necessary to support 
the entry. 

c. The representative investment is the calculated amount considered invested by the 
contractor in the project to construct, fabricate, or develop the asset during the cost account
ing period. In calculating the representative investment, consideration must be given to the 
rate of expenditure pattern of this investment. For example, if most of the investment was at 
the end of the cost accounting period, the representative investment calculation must reflect 
this fact. 

d. The standard requires that if substantially all activity necessary to get the asset ready 
for its intended use is discontinued, cost of money shall not be capitalized for the period of 
discontinuance. However, when such discontinuance occurs beyond the control and without 
the fault or negligence of the contractor, the cost of money will continue to be capitalized. 
Therefore, the construction-in-progress accounts should be scrutinized to see if activity has 
ceased or dropped to a nominal amount. If this occurs, the circumstances should be exam
ined. Brief interruptions and delays because of technical construction problems, labor dis
putes, inclement weather, shortage of material, etc. will not require discontinuance of capital
ization of cost of money. 

e. Assets purchased but not immediately put into service because they require installation 
are permitted to be included in the base for determining cost of money during the period of 
installation. However, caution should be taken to ensure that the activities necessary to get 
the asset ready for its intended use are not discontinued. 

f. If noncompliances are found, the auditor must ascertain their significance and make 
appropriate recommendations as outlined in 8-302.7. 
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8-417.3 Illustrations 

The following illustration is intended to supplement those in paragraph 417.60 of the 
standard. It is to be used as a guide in determining whether a contractor's practices comply 
with the standard's provisions. 

Problem. A contractor purchases a turbine for $1 million on January 1, 1986. The instal
lation requires six months and is completed on June 3, 1986. The contractor capitalizes cost 
of money during the six-month period of installation stating that it was the CASB's intent 
that contractor investment be recognized through cost of money. 

Solution. The contractor is entitled to capitalize cost of money during the six-month in
stallation period. However, in the event that the activities necessary to get the asset ready for 
its intended use are discontinued, cost of money will not be capitalized for the period of dis
continuance. 

8-418 Cost Accounting Standard 418 --- Allocation of Direct and Indirect Costs 

CAS 418 requires the consistent classification of costs as direct or indirect, establishes 
criteria for accumulating indirect costs in indirect cost pools, and provides guidance on allo
cating indirect cost pools. The standard was effective September 20, 1980. It is applicable on 
or after the start of the second fiscal year beginning after receipt of a contract to which the 
standard applies. 

8-418.1 General 

The standard's fundamental requirements provide that: 
(1) a business unit shall have a written statement of accounting policies and practices 

for classifying costs as direct or indirect which shall be consistently applied; 
(2) indirect costs shall be accumulated in indirect cost pools which are homogeneous; 

and 
(3) pooled costs shall be allocated to cost objectives in reasonable proportion to the 

beneficial or causal relationships of the pooled costs to cost objectives. 
While the CAS and the FAR are similar with regard to the conceptual basis, the standard 
goes beyond the requirements of the FAR and provides more definitive guidance for alloca
tion base selection. 

8-418.2 Guidance 

a. The requirement for a written statement of accounting policies for classifying costs as 
direct or indirect is a critical aspect for assuring consistent implementation of this standard. If 
information disclosed by the contractor in "Part III, Direct vs. Indirect," Item 3.1.0, of the 
Disclosure Statement is insufficient to meet this requirement, the contractor should be 
requested to furnish additional detail. 

b. Materiality is emphasized in evaluating any perceived need for change in cost 
accounting practices. Materiality criteria are in 48 CFR 9903.305. 

c. When a noncompliance condition is not reported because the amounts are not mate
rial, periodic evaluations are required to ascertain that the amounts remain immaterial. 
Noncompliant conditions that currently involve immaterial amounts but which may in-
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volve material amounts in the future should be reported to the CFAO in accordance with 
8-302.7. 

d. The creation of additional indirect cost pools should be required only if changes will 
result in materially different cost allocations. 

e. Homogeneity of indirect cost pools is a significant requirement of the standard; 
however, a pool may be considered homogeneous if the separate allocation of costs of 
the dissimilar activities would not result in a materially different allocation of cost to 
cost objectives. Where there are no audit problems with the existing structure, it is not 
anticipated that CAS 418 would require further audit of the homogeneity of indirect cost 
pools. However, the allocation base for those pools must still be audited for compliance 
with the standard. 

f. Where current problems regarding the allocation of direct and/or indirect costs do 
exist, CAS 418 provides authoritative support and criteria which may be helpful in for
mulating an acceptable solution. 

g. Where the contractor is establishing new indirect cost pools, careful attention 
should be directed toward whether the pools meet the requirements of the standard. 
Audit considerations, applicable to conditions both before and after the establishment 
of a new pool, should include propriety of the allocation base, homogeneity of the 
cost pools, and materiality. 

h. For purposes of selecting an allocation base, CAS 418 distinguishes between two 
types of indirect cost pools: (a) those which include a material amount of the costs of 
management and supervision of activities involving direct labor or direct material, and 
(b) those which do not. 

(1) If an indirect cost pool contains a material amount of the costs of management or 
supervision of activities involving direct labor or direct material, the standard requires select
ing an allocation base representative of the activity being supervised. Allocation bases are 
limited to direct labor hours or dollars, machine hours, units of production, or material costs, 
whichever is more likely to vary in proportion to the costs included in the cost pool being 
allocated. 

(2) If an indirect cost pool does not contain material amounts of the costs of man
agement or supervision of activities involving direct labor or direct material, the stand
ard specifies criteria for selecting a base representing an appropriate measure of re
source consumption. The standard establishes a hierarchy of acceptable representations 
of beneficial or causal relationships between the activities in the pool and benefiting 
cost objectives. The best representation is a measure of the resource consumption of the 
activities of the indirect cost pool. If consumption measures are unavailable, or imprac
tical to ascertain, the next best representation is a measure of the output of the activities 
of the indirect cost pool. If neither resources consumed nor output of the activities can 
be measured practically, the standard requires the use of a surrogate that varies in pro
portion to the services received to be used as a measure of resources consumed. 

i. The allocation base used should result in an allocation to cost objectives in reason
able proportion to the beneficial or causal relationship of the pooled costs to cost objec
tives. Where the allocation base used is direct labor hours or dollars, all work accom
plished, including hours worked in excess of 8 hours per day/40 hours per week by 
exempt employees or assigned costs, should be included as appropriate in the base for 
allocation of overhead costs. (See 6-410.3d.) 

j. A special allocation of indirect costs is permitted if a particular final cost objective 
(e.g., contract) would receive a disproportionate allocation of indirect costs from an 
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indirect cost pool. However, the allocation from the indirect cost pool to a particular 
final cost objective must be commensurate with the benefits received. The amount of 
special allocation must be removed from the indirect cost pool and the particular final 
cost objective’s base costs must be removed for the base used to allocate the indirect 
cost pool. The CAS 418.50(f) provision is applicable to a particular final cost objective, 
rather than to classes of contracts or final cost objectives. It appears the intent is to use 
the special allocation provision in exceptional cases to resolve situations where equita
ble allocation cannot be achieved by normal methods. When a special allocation under 
CAS 418.50(f) is used, it must be described in the contractor’s Disclosure Statement. 
Otherwise, the contractor would be in noncompliance for failure to follow its disclosed 
practices. 

k. The criteria in CAS 407 should be applied to the use of average and preestablished 
direct labor rates. Material variances must be allocated annually to cost objectives in 
proportion to costs previously allocated. 

l. Contractors are required to review preestablished rates for indirect costing at least 
annually, and revise the rates to reflect anticipated conditions. In addition, variances 
between actual or anticipated rates and preestablished rates must be disposed of at least 
annually, if material. 

m. If noncompliances are found, the auditor must ascertain their significance and 
make appropriate recommendations as outlined in 8-302.7. 

8-418.3 Illustrations 

The following illustrations are intended to supplement those in paragraph 418.60 of 
the standard. They are to be used as a guide in determining whether a contractor's prac
tices comply with the standard's provisions. 

a. Problem. Contractor A proposes to establish an allocation method for the central 
reproduction cost center. The contractor wants to use the number of personnel in each 
department as the base for allocation of the cost center. 

Solution. A central reproduction cost center does not contain a material amount of 
management and supervision of activities involving direct labor and direct material. 
Hence, the selection of a base is governed by CAS 418.50(e). Number of personnel is a 
surrogate for resource consumption which may be representative of the beneficial or 
causal relationship between the cost center and the benefiting cost objectives. However, 
acceptability of this base requires an analysis of the availability of more preferred bases: 

(1) The best measure of resource consumption related to a central reproduction 
cost center may be equipment usage (hours). However, if the reproduction equipment 
does not have time meters and installation is not cost-effective, the use of such a base 
would be impractical. 

(2) The next best representation of beneficial or causal relationship is output. A 
base consisting of the number of reproduced pages might be selected as an appropriate 
allocation measure of the output of the activities of the central reproduction cost center. 
However, if it is not practical to measure the number of pages reproduced for each re
questing activity, a surrogate that varies in proportion to the services rendered may be 
used to measure the resources consumed. 

(3) Such a surrogate could be the number of personnel in each department if past 
experience demonstrates that the number of requisitions varies in reasonable proportion 
to departmental population, thereby constituting a reasonable measure of the activity of 
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the cost objectives receiving the service. Accordingly, the method adopted by the con
tractor could constitute an acceptable allocation basis, depending upon the circumstanc
es. 

b. Problem. An audit of contractor B reveals that several indirect cost pools contain 
costs of activities having dissimilar beneficial or causal relationships to cost objectives 
to which the pool is allocated. Further analysis indicates that allocation of the costs of 
the activities, included in the cost pool, result in an allocation to cost objectives which is 
not materially different from the allocation that would result if the costs of the activities 
were allocated separately. 

Solution. The contractor's practice is currently in compliance with CAS 
418.50(b)(1). However, if it is expected that the practice will have a material impact in 
the future and the probability of this impact can be specifically commented upon, the 
situation should be reported to the cognizant CFAO. In addition, periodic followup au
dits should be performed to ascertain whether circumstances have changed the alloca
tion differences from immaterial to material. 

c. Problem. The base for allocation of overhead costs at contractor C is direct labor 
hours. Although contractor C's salaried employees work on the average 60 hours a week, 
only 8 hours per day and 40 hours per week are recorded on the employees' timesheets. 
Floor checks and employee interviews have revealed that the excess hours worked by sala
ried employees are, in many cases, incurred on cost type contracts in an overrun situation, 
bid and proposal costs in excess of the negotiated ceiling, and other fixed price and com
mercial work. 

Solution. Subject to the criteria of materiality, the contractor should be cited as being 
in noncompliance with CAS 418.50(d) in that the base selected to measure the allocation 
of the pooled costs to cost objectives is not a base representative of the activity being 
managed or supervised and all significant elements of the selected base have not been 
included. The contractor should be required to record excess hours worked by salaried 
employees and include all direct labor hours worked in the base for allocation of overhead 
costs. (See 6-410.) 

8-419 Reserved 

8-420 Cost Accounting Standard 420 --- Accounting for Independent Research and 
Development Costs and Bid and Proposal Costs (IR&D and B&P) 

a. This standard provides criteria for the accumulation of IR&D/B&P costs and for the 
allocation of such costs to cost objectives. The standard was effective March 15, 1980 and 
must be followed as of the start of the second fiscal year beginning after the receipt of a 
CAS-covered contract. It does not apply to contractors subject to Office of Management and 
Budget Circular A-87, Cost Principles for State and Local Governments. 

b. FAR 31.205-18 makes CAS 420 partially applicable to all contracts, even con
tracts which are not CAS-covered or subject only to modified CAS-coverage. Auditors 
should ensure that proposed or claimed IR&D/B&P costs, where significant, are in 
compliance with the provisions of CAS 420. 
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8-420.1 General 

The standard provides that IR&D/B&P costs are to be accumulated by project. Un
der specific conditions, costs of IR&D/B&P projects performed by a segment but bene
fiting more than one segment must be accumulated at the home office. Home office 
IR&D/B&P costs are to be allocated to segments through (1) allocation to specific seg
ment(s) when beneficial or causal identification can be made, or (2) use of the CAS 403 
residual expense allocation base. Special allocations are also permitted. IR&D/B&P 
costs accumulated at segments (including home office allocations and transfers from 
other segments) will be allocated to final cost objectives using the same base used for 
G&A expenses under CAS 410; however, special allocations are permitted. 

8-420.2 Guidance 

a. The requirements for accumulation of IR&D/B&P costs by project and home of
fice accumulation of IR&D/B&P projects benefiting more than one segment increase 
the need for maintaining close coordination between the CAC, CHOA, or GAC and 
auditors at operating segments. It is necessary that project identification be retained on 
costs transferred from a segment to a home office in order that appropriate allocations from 
the home office to all benefiting segments can be accomplished. The coordination process 
includes audits of advance agreement proposals and audits of incurred costs. 

b. The standard provides that IR&D/B&P costs accumulated at the home office which 
can be identified with one or more specific segments shall be allocated to the specific seg
ment(s). The standard does not specify the allocation method to be used when two or more 
(but not all) segments of an organization benefit from a specific IR&D/B&P project. In eval
uating the method used, consideration must be given to whether the base will reasonably 
match cost distributions with the beneficial or causal relationships between the IR&D/B&P 
projects and the segments. The most straightforward base would consist of the same compo
nents used to allocate home office residual expenses. However, among other potentially ac
ceptable bases are total cost input and production labor hours or dollars. This listing is not all 
inclusive and any base which reasonably matches cost with the beneficial or causal relation
ships between IR&D and B&P projects and benefiting segments would be acceptable under 
the provision of the standard. 

c. The standard's prefatory comments indicate that a definition for B&P administrative 
costs was proposed by commentators, i.e., "B&P administrative costs, when not separately 
identified and classified as B&P costs in accordance with the contractor's normal accounting 
practice, are not considered B&P costs for the purpose of this standard." The CASB con
cluded that the proposed definition was not necessary because it dealt with allocation re
quirements which are addressed in CAS 420.50(a)(1). CAS 420.50(a)(1) states that 
IR&D/B&P project costs shall include ". . . costs, which if incurred in like circumstances for 
a final cost objective, would be treated as direct costs of that final cost objective . . . ." B&P 
administrative costs, when not separately identified, may be excluded from the B&P pool if 
in accordance with the contractor's normal accounting practice. B&P administrative costs 
which are charged to an overhead (non-B&P) pool are not construed as being incurred "in 
like circumstances for a final cost objective." Therefore, the standard does not disturb the 
accounting treatment of B&P administrative costs under the FAR provisions. 

d. Special allocations of IR&D/B&P costs are permitted from the home office to specific 
segments and from segment cost pools to specific final cost objectives provided the particu-
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lar segment or final cost objective would receive a disproportionate allocation of the costs by 
using the prescribed allocation base. However, the special allocation must be commensurate 
with the benefits received. The provisions governing special allocations (CAS 420.50(e)(2) 
and 420.50(f)(2)) are applicable to occurrences which are exceptions to the contractor's nor
mal operation, and are not intended for application to segment groups or classes of con
tracts or final costs objectives. As is the case with special allocations under CAS 
403.40(c)(3) and 410.50(j), it appears the CASB's intent is to use the special allocation 
provisions to resolve specific situations where equitable allocation cannot be achieved 
by normal methods. When a special allocation under CAS 420.50(e)(2) or 420.50(f)(2) 
is used, it must be described in the contractor's disclosure statement. 

e. The standard provides that any work performed by one segment for another seg
ment shall not be treated as IR&D or B&P costs of the performing segment unless the 
work is part of an IR&D or B&P project of the performing segment (CAS 420.50(d)). If 
the work of the performing segment does not qualify as IR&D or B&P effort, the costs, 
including business unit G&A expenses, are transferred directly to the receiving seg
ment. Auditors at the performing segment will have the primary responsibility for eval
uating the propriety of the accounting treatment of these interdivisional costs. 

f. If noncompliances are found, the auditor must ascertain their significance and 
make appropriate recommendations as outlined in 8-302.7. 

8-420.3 Illustrations 

The following illustrations are intended to supplement those in paragraph 420.60 of 
the standard. They are to be used as a guide in determining whether a contractor's prac
tices comply with the standard. 

a. Problem. A contractor currently uses a total cost input allocation base for G&A. 
In implementing CAS 420, this contractor proposes to exclude purchased services and 
major subcontracts from the allocation base for IR&D/B&P costs, citing the special 
allocation provisions of CAS 420.50(f)(2). The contractor points out that this practice, 
i.e., the exclusion of these costs from allocation of IR&D/B&P, has been accepted in 
previous years. 

Solution. This practice would not be in compliance with the standard. Allocation of 
IR&D/B&P costs to final cost objectives is to be on the same allocation base used for 
G&A. Special allocations for classes of contracts (e.g., exclusions of major subcontracts 
from the base) are not appropriate under CAS 420.50(f)(2). The special allocation pro
vision in CAS 420.50(f)(2) is limited to circumstances of a particular final cost objec
tive. 

b. Problem. Contractor H charges an engineering department's typing services for 
proposal preparation direct to B&P projects. General support typing services applicable 
to B&P and other departmental effort are not separately identified but are charged to an 
intermediate overhead pool and allocated to B&P projects, contract engineering pro
jects, and other cost objectives based on labor hours. 

Solution. The contractor's practice of charging general support B&P typing services 
to an intermediate overhead pool is in compliance with CAS 420.50(a). The B&P gen
eral support typing effort is not separately identified and classified as B&P cost and is 
not construed as being incurred "in like circumstances for a final cost objective." There
fore, B&P general support typing effort is allocable to an overhead account, providing 
the allocation practice is otherwise considered acceptable and equitable. 
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c. Problem. Company R has eight segments. Segment A performs IR&D projects 
which have technical application to it and two other segments. Technical application is 
not identifiable to the remaining five segments. The cost of those projects performed by 
Segment A is transferred to the home office and allocated in equal parts (one-third) to 
the three segments. 

Solution. Company R is in compliance with CAS 420.50(e)(1) and 420.50(f)(1) 
providing the technical applications received by the three segments are equal. If an allo
cation of equal shares does not reflect the participation in technical applications, other 
allocation bases that could be considered include total cost input (for the three segments) 
or a base consisting of the same components used to allocate home office residual expens
es. 
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8-500 Section 5 --- Audit of Cost Impact Proposals Submitted Pursuant to the Cost 
Accounting Standards (CAS) Clause 

8-501 Introduction 

This section contains guidance on the audit of contractor cost impact proposals that 
are submitted in accordance with the price adjustment provisions of the CAS clause. 

8-502 General - Cost Impact Proposals 

8-502.1 CAS Clause Requiring Price Adjustments 

Paragraph (a)(5) of the CAS clause (FAR 52.230-2) requires that contractors agree to 
contract and subcontract price adjustments, with interest, if increased costs to the Gov
ernment result from their failure to comply with CAS or to follow consistently their 
disclosed cost accounting practices in estimating, accumulating and reporting costs on 
contracts and subcontracts containing the CAS clause. The CAS clause provides in par
agraph (a)(4)(i) for an equitable price adjustment when a change from one accounting 
practice to another is required to comply with a CAS that subsequently becomes appli
cable to a contract or subcontract, or is necessary for the contractor to remain in compli
ance (required change). Paragraph (a)(4)(iii) also provides for an equitable price ad
justment when the cognizant Federal agency official (CFAO) determines that a change 
from one compliant practice to another is desirable and not detrimental to the Govern
ment (desirable change). However, paragraph (a)(4)(ii) provides that adjustments result
ing from a change which is a compliant change, but which the CFAO has not deemed 
desirable, may not result in increased costs to the Government in the aggregate (unilat
eral change). 

8-502.2 FAR Requirement for Submission of Cost Impact Proposal 

a. After a CFAO determines that costs paid by the Government may be materially 
affected by a cost accounting practice change or CAS noncompliance, FAR 52.230-6(c) 
requires that contractors submit cost impact proposals in the following instances: 

(1) Required Accounting Practice Changes. A required change arises when the 
CFAO determines that a contractor is required to make a change in cost accounting 
practices to comply prospectively with a new or modified cost accounting standard. A 
required change also arises for prospective changes from one compliant cost accounting 
practice (disclosed or established) to another compliant practice when the planned 
change is necessary for the contractor to remain in compliance with CAS (see 48 CFR 
9903.201-6(a)). 

An example of a prospective accounting practice change necessary to remain in 
compliance with CAS may arise when a labor-intensive contractor receives several ma
terial-intensive contracts. The contractor’s total cost input G&A allocation base would 
cause disproportionate allocations of G&A expense to the material-intensive contracts. 
Therefore, in order to remain in compliance with CAS 410, the contractor changes to a 
value-added G&A allocation base. Prior to award of these contracts, the contractor was 
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in compliance with CAS 410. In order to remain in compliance with CAS 410, the con
tractor must change to a value-added allocation base. 

The cost impact proposal for a required change provides the CFAO with a basis for 
equitable adjustment to CAS-covered contracts and subcontracts existing on the effec
tive date of the changed practice in accordance with FAR 52.230-2(a)(4)(i), and may 
result in either price or cost increases or decreases. 

(2) Unilateral Accounting Practice Changes. A unilateral change is a change from 
one compliant practice to another compliant practice that a contractor elects to make, 
but that the CFAO has not determined to be desirable (see 48 CFR 9903.201-6(b)). A 
unilateral change is subject to the provisions of FAR 52.230-2(a)(4)(ii). Because the 
change is neither required nor determined to be desirable, no increased costs may be 
paid by the Government on affected CAS-covered contracts and subcontracts as a result 
of the unilateral change. Unilateral changes are applied prospectively in accordance 
with FAR 52.230-2(a)(2). The cost impact proposal for a unilateral change provides the 
CFAO with a basis for determining the extent of increased costs, if any, to the Govern
ment in the aggregate on affected CAS-covered contracts and subcontracts as a result of 
the unilateral change. The cost impact proposal also provides the CFAO with a basis for 
determining the appropriate settlement alternative for the recovery of increased costs. 

(3) Desirable Accounting Practice Changes. A desirable change occurs when the 
contractor elects to make a change from one compliant practice to another, and the 
CFAO determines that the change is desirable and not detrimental to the Government 
(see 48 CFR 9903.201-6(c)). A change may be considered desirable even though costs 
increase on existing CAS-covered contracts and subcontracts. If the parties agree, such 
changes may include early implementation of new CAS. The cost impact proposal for a 
desirable change provides the CFAO with a basis for equitable adjustments to affected 
CAS-covered contracts and subcontracts in accordance with FAR 52.230-2(a)(4)(iii), 
and may result in either increased or decreased costs. 

Changes to 48 CFR 9903.201-6(c), effective June 14, 2000, provide that, for ac
counting practice changes that the CFAO has determined are desirable, the cost impact 
of associated management actions that have an impact on contract and subcontract costs 
should be considered. This means that there may be other events occurring at the same 
time as the accounting practice change that should be considered to equitably resolve 
the overall cost impact. Examples of “associated management actions” include internal 
restructuring activities. In order to consider the impact of this management action in the 
cost impact calculation, the cost impact of the changed practices should be calculated as 
the difference between the former accounting practice using the cost level without the 
effect of the management action, and the new accounting practice using the cost esti
mate with the effect of the management action as reflected in the new forward pricing 
rates. 

(4) Noncompliances. Noncompliances arise when the contractor fails to comply 
with an applicable CAS or to consistently follow any disclosed or established cost ac
counting practice. FAR 52.230-2(a)(5), 52.230-3(a)(4), and 52.230-4 implement the 
statutory requirement that the Government shall not pay increased costs as a result of a 
CAS noncompliance. 48 CFR 9903.306 further explains the statutory requirements. 
These FAR provisions also require that the Government recover interest from the time 
the payment of increased costs was made by the Government until the time the adjust
ment is effected. FAR 32.604(b)(4)(i) provides that interest on increased costs paid by 
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the Government is computed using the annual underpayment rate established under 26 
U.S.C. 6621(a)(2) of the 1986 Internal Revenue Code. This is the same interest rate 
used to compute interest when defective pricing is found (see 14-124). 

b. The cost impact proposal must be submitted within 60 days (or other mutually 
agreed-upon date) after the proposed change is determined adequate and compliant, the 
date of the contractor’s agreement with the initial finding of noncompliance, or the date 
the contractor is notified by the CFAO of a determination of noncompliance. 

c. An integral part of the cost impact proposal is the list of CAS-covered contracts 
and subcontracts that are, or will be, affected by the change or noncompliance. To com
ply with the requirements of FAR 52.230-6, contractors should maintain a system for 
identifying accurately and completely all contracts and subcontracts containing the CAS 
clause. The auditor should evaluate the adequacy of contractors' procedures and report 
to the CFAO if the contractor does not maintain the required records. Once the contrac
tor has established such procedures, the auditor should perform limited testing of con
tract and subcontract listings on specific cost impact proposals to assure the continuing 
effectiveness of the contractor's system. Report exceptions in the cost impact proposal 
examination audit report. For smaller contractors, test the listing of CAS-covered con
tracts and subcontracts included in specific cost impact proposals against FAO files of 
active cost reimbursable contracts and subcontracts, and listings of CAS-covered fixed 
price procurement actions available within DoD. (See CAS Working Group Paper 77-17.) 

8-502.3 Accounting Practice Changes Related to External Restructuring 

Often cost accounting practice changes occur in conjunction with organizational 
changes. Under 48 CFR 9903.201-8, effective June 14, 2000, the cost impact process does 
not apply to compliant cost accounting practice changes directly associated with external 
restructuring activities that are subject to and meet the requirements of 10 U.S.C. 2325. 
This statute established the allowability requirements and two-to-one savings requirements 
for external restructures, implemented by DFARS 231.205-70. This type of restructuring 
activity is described in Selected Areas of Cost guidebook, Chapter 63. One of the require
ments associated with this type of restructure is that savings for DoD exceed the costs 
allowed by a factor of two-to-one, or that savings exceed costs and the Secretary of De
fense determines that the restructuring activities will result in the preservation of a critical 
capability that might otherwise be lost to the Department. Since the Government is achiev
ing overall cost savings in this type of restructuring effort, the CASB decided to exempt 
changes to cost accounting practices directly associated with external restructuring activi
ties from the cost impact process. 

8-502.4 Cost Impact Proposal Data Requirements 

FAR 52.230-6 requires cost impact proposals to be prepared in the manner and form 
(level of detail) prescribed by the CFAO (usually with audit advice). Any cost impact pro
posal format specified by the CFAO should provide the same approximate result as if the 
cost impact for each CAS-covered contract was calculated individually. FAR 52.230-6(c) 
requires that cost impact proposals be prepared in sufficient detail to permit the evalua
tion, determination, and negotiation of the cost impact. The basic required data include (i) 
identification of each CAS-covered contract and subcontract and the cost impact (includ-
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ing cost, profit/fee, and price/amount) on each CAS-covered contract and subcontract or, 
if agreed to by the CFAO, a representative selection of contracts and subcontracts which 
will give the same approximate result as if the cost impact on each CAS-covered contract 
and subcontract was calculated individually and (ii) grouping the CAS-covered contracts 
and subcontracts by contract type (e.g., FFP, FPI, CPFF, CPIF) and by the various De
partments/agencies (e.g., Army, Navy, Air Force, NASA, DOE). 

8-502.5 Adequacy of Cost Impact Proposals 

Contractors are required to submit proposals that reflect the cost impact of changes 
made to their disclosed or established cost accounting practices, or noncompliances with 
CAS or disclosed accounting practices. 

a. Auditors should work closely with the CFAO to encourage contractors to submit 
timely and adequate cost impact proposals. If an adequate cost impact proposal is not 
submitted by a stipulated date, it may be necessary for the CFAO to exercise the withhold 
provisions of FAR 30.604(i) (see also FAR 52.230-6(j)). 

b. The auditor should initially evaluate the cost impact proposal for adequacy of con
tent and method of presentation. If inadequately prepared, return the proposal to the con
tractor through the CFAO with the deficiencies specifically identified. 

c. The auditor should not return the cost impact proposal to the contractor solely be
cause a certificate of current cost or pricing data did not accompany the proposal. Contract 
modifications made under the CAS clause are subject to FAR 15.403-4, which requires 
certified cost or pricing data and which incorporates the certification requirement at FAR 
15.406-2. This requirement applies to the individual modification, not to the cost impact 
proposal itself. The timing of the certificate is as of the date of agreement on price. There
fore, no certificate is required at the time of submission of the cost impact proposal. It is 
the CFAO’s responsibility to obtain a certificate of current cost or pricing data before 
completing the contract modification(s). 

d. For defense contracts, a certification is required per DFARS 243.204-70 and 
252.243-7002 at the time of submission of the cost impact proposal if the contractor 
requests an equitable adjustment that exceeds the simplified acquisition threshold 
($150,000) to any defense contract as a result of required or desirable cost accounting 
practice changes under the CAS clause. The $150,000 threshold applies to equitable 
adjustment on a contract-by-contract basis, not to the cost impact proposal itself. 

8-502.6 Audit of Cost Impact Proposals 

FAR 30.601(c) provides that the CFAO shall request and consider the advice of the 
auditor when performing CAS Administration, which would include audits of cost im
pact proposals. The purpose of the audit is to assist the CFAO in negotiating contract 
price adjustments on all affected CAS-covered contracts and subcontracts. Audit advice 
should be provided considering materiality and risk criteria. Auditors should consider an 
array of audit procedures as appropriate during the audit of cost impact proposals, in
cluding statistical and judgmental selection, risk assessment, past experience, discussion 
with contractor personnel, and comparison with previous cost estimates. The results of 
these evaluations will be reported to the CFAO responsible for negotiating the price 
adjustment. 
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8-502.7 Inclusion of Implementation Costs 

Implementation costs may be included in cost impact proposals only to the extent they 
are a part of appropriate indirect expense pools and allocated in accordance with the contrac
tor's normal accounting practices. (See CAS Working Group Paper 76-5.) 

8-502.8 Noncompliance with FAR Part 31 

The CAS clause, FAR 52.230-2, does not provide for price adjustment for noncompli
ance with FAR Part 31. Therefore, if a contractor fails to follow FAR, cost disapprovals 
will be processed in accordance with existing procedures. (see 8-302.8). 

8-503 Guidance on Evaluation of Cost Impact Proposals 

8-503.1 Five-Step Process to Calculate Cost Impact 

Auditors should use the five-step process described below to evaluate cost impact pro
posals and assist the CFAO in resolving cost impacts resulting from cost accounting prac
tice changes and CAS noncompliances. Auditors should use only steps a. through c. of the 
process to evaluate cost impacts resulting from required and desirable cost accounting 
practice changes which are subject to equitable adjustment. Auditors should use all steps 
to determine increased or decreased costs to the Government in the aggregate resulting 
from unilateral cost accounting practice changes and CAS noncompliances. Steps a. and b. 
involve ascertaining the impact of the accounting practice change or noncompliance on 
cost estimates and accumulations (i.e., cost measurement, assignment, and allocation). 
Step c. translates the resulting cost estimation/accumulation impact into its effect on con
tract and subcontract prices. Step d. calculates increased or decreased costs paid by the 
Government in the aggregate, using the CAS Board’s (CASB’s) definitions of increased 
costs paid. Finally, step e. addresses settlement alternatives available to the CFAO, who is 
responsible for administration of CAS matters. 

a. Compute the increased/decreased cost estimates and/or accumulations for CAS-
covered contracts and subcontracts. 

(1) Accounting practice changes. The increase or decrease in cost accumulations 
is the difference between the estimated cost to complete (ETC) using the old accounting 
practice and the ETC using the new accounting practice. It is prospective from the ef
fective date of the change and continues through the end of the period of performance of 
each affected contract and subcontract. 

(2) Noncompliance in cost accumulation. The increase or decrease in cost accu
mulations is the difference between costs accumulated using the noncompliant practice 
and costs that would have been accumulated if a compliant practice had been used. The 
cost accumulations affect only flexibly-priced contracts and subcontracts, and only for 
the period during which the contractor accumulated costs in a noncompliant manner. 

(3) Noncompliance in cost estimating. The increase or decrease in cost estimates 
is the difference between the costs estimated using the noncompliant practice and the 
costs that would have been estimated if the contracts and subcontracts had been priced 
using a compliant practice. Estimating noncompliances affect fixed price contracts and 
subcontracts, and fixed, target, and incentive fees on flexibly priced contracts and sub-
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contracts. Estimating noncompliances affect the entire period of performance for each af
fected contract and subcontract. 

b. Combine the increased/decreased cost estimates and/or accumulations within each 
contract group. In this step, we consider two groups of CAS-covered contracts - flexibly 
priced and fixed price (FP). 

(1) Flexibly priced contracts include cost-reimbursement contracts/subcontracts 
and other contracts/subcontracts subject to adjustment based on actual costs incurred; 
incentive contracts/subcontracts where the price may be adjusted based on actual costs 
incurred; and the flexibly priced portions of time-and-materials contracts/subcontracts. 

(2) FP contracts include those contracts and subcontracts where the price does not 
vary based on the contractor’s actual costs, including the fixed hourly rate portion of 
time-and-materials and labor-hour contracts and subcontracts. 

(3) In this step, the increased/decreased cost estimates and/or accumulations de
veloped in a. above are combined within each contract group. Combining the in
creased/decreased cost estimates and/or accumulations within a contract group is done 
for administrative convenience so the CFAO may adjust a few contracts, rather than all 
contracts. 

(4) The impact on cost estimates and/or accumulations is combined only within a 
contract group, not between contract groups, for the following reasons: 

(a) Increased costs paid by the Government on flexibly priced contracts and 
subcontracts result from increased cost accumulations arising from cost accounting 
practice changes or accumulation noncompliances. Increased costs paid by the Govern
ment on FP contracts and subcontracts result from decreased cost accumulations result
ing from cost accounting practice changes, or from higher costs estimated by using non-
compliant practices (48 CFR 9903.306). These differences make it improper and 
mathematically unworkable to simply combine the cost accumulations across contract 
groups. 

(b) Combining the increase/decrease in cost estimates and/or accumulations 
between contract groups could result in inequitable results. For instance, assume cost 
accumulations on FFP contracts and subcontracts decreased by a net $200, while cost 
accumulations on CPFF contracts and subcontracts increased by a net $200. If the cost 
accumulations are combined mathematically between contract groups, the Government 
would recover nothing, which is not equitable since increased costs paid by the Gov
ernment occurred on both FFP and CPFF contracts and subcontracts. 

(c) Combining the increase/decrease in cost estimates and/or accumulations 
between contract groups presumes that cost shifts occur only within CAS-covered con
tracts and subcontracts. Cost shifts also affect existing non-CAS-covered contracts and 
subcontracts, and/or future awards. Future awards are affected because the CAS-
covered contracts and subcontracts usually have different periods of performance. In the 
case of an estimating noncompliance, the periods of performance for the individual af
fected CAS-covered FP contracts and subcontracts cover different cost accounting peri
ods. Therefore, cost shifts also affect existing non-CAS-covered and/or future contracts 
not included in the cost impact proposal. 

c. Determine the increased/decreased cost paid by the Government for each contract 
group, using the net impact on cost estimates, accumulations and profits/fees. 
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(1) Increased costs paid by the Government. 
(a) Flexibly priced contracts. Increased costs paid by the Government occur 

when more costs are accumulated on flexibly priced contracts and subcontracts as a 
result of an accounting practice change or cost accumulation noncompliance. 

(b) FP contracts. Increased costs paid by the Government occur when fewer 
costs are accumulated on FP contracts and subcontracts as a result of an accounting 
practice change or when the negotiated contract or subcontract price is higher as a result 
of a cost estimate using a noncompliant practice. 

(c) Profit/fee. Increased costs paid by the Government also occur when more 
profit/fee was negotiated than would have been contemplated by the contracting parties 
if the cost estimate had been based on changed or compliant practices. Accounting prac
tice changes and estimating noncompliances affect fixed, target, and incentive fees. 
Accumulation noncompliances also affect incentive fees. Profit/fee that is not based on 
estimated costs (e.g., award fees) is generally not subject to adjustment. 

(2) Decreased costs paid by the Government. Decreased costs paid by the Gov
ernment are not defined by the CASB, although the CAS statute presumes that there can 
be decreased costs paid by the Government, since it provides for adjustments to remove 
only increased costs paid in the aggregate. We interpret “decreased costs” to be the con
ceptual opposite of the CASB’s definition of “increased costs.” 

(a) Flexibly priced contracts. Decreased costs paid by the Government occur 
when fewer costs are accumulated on flexibly priced contracts and subcontracts as a 
result of an accounting practice change or noncompliance in cost accumulation. This 
occurs automatically as fewer costs are recorded on the contracts and subcontracts. 

(b) FP contracts. Decreased costs paid by the Government occur when more 
costs are accumulated on FP contracts and subcontracts as a result of an accounting 
practice change or when the negotiated contract or subcontract price is lower as a result 
of estimating using a noncompliant practice. 

(c) Profit/fee. Decreased costs paid by the Government also occur when less 
profit/fee was negotiated than would have been contemplated by the contracting parties 
if the cost estimate had been based on compliant or changed practices. Cost accounting 
practice changes and estimating noncompliances affect fixed, target, and incentive fees. 
Accumulation noncompliances also affect incentive fees. Profit/fee that is not based on 
estimated costs (e.g., award fees) is generally not subject to adjustment. 

The results of this step are used as the basis for negotiation of equitable adjustments for 
required and desirable accounting practice changes. In these cases, it is not necessary to de
termine increased costs in the aggregate and steps d. and e. need not be performed. 

d. Determine the increased costs paid by the Government in the aggregate by combining 
across contract groups the increased/decreased costs paid by the Government for both con
tract groups, as determined in step c. Combining the increased/decreased costs paid by the 
Government between the two contract groups to determine increased costs in the aggregate 
is consistent with CAS regulations (see 48 CFR 9903.306(e)). However, there may be rare 
instances when combining the increased/decreased costs paid by the government across 
the two contract groups produces inequitable results. In these instances, auditors should 
apply another aggregation method to determine the increased costs in the aggregate. In
creased costs in the aggregate represent the total amount owed to and to be recovered by the 
Government as a result of the unilateral change or noncompliance. Should there be decreased 
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costs in the aggregate resulting from unilateral changes or noncompliances, there will be no 
recovery by the contractor. 

e. Settlement Alternatives. It is the CFAO’s responsibility to administer CAS, including 
the resolution of cost impacts. Once the aggregate increased costs paid by the Government as 
a result of unilateral changes and noncompliances are determined, it is the CFAO’s responsi
bility to work toward a settlement that precludes payment by the Government of this amount. 
There are a number of settlement alternatives available to the CFAO to resolve cost impacts. 
The auditor should assist the CFAO as necessary in settlement of these issues. Some of the 
options for recovery of increased costs include: 

(1) Contract adjustment. Adjustments may be made to all contracts and subcon
tracts, or limited to certain contracts, and may include reduced cost allowances on flexi
bly priced contracts, downward adjustment of contract prices, target costs, ceilings, and 
profit/fee. 

(2) Indirect rate adjustments. Any adjustment to indirect cost pools should be 
designed to ensure the recovery of the total amount of the aggregate increased costs paid 
by the Government (i.e., the impact on all CAS-covered contracts and subcontracts re
gardless of contract type). Indirect rate adjustments should be made only to final indi
rect rates, rather than on forward pricing rates, to ensure that the Government recovers 
the full amount it is owed. 

(3) Cash payment. This option may be appropriate when the amount of increased 
costs in the aggregate is small or when writing a check is less burdensome than making 
contract or indirect rate adjustments. 

8-503.2 Interest 

FAR 52.230-2(a)(5), 52.230-3(a)(4), 52.230-4 and 52.230-5(a)(5) provide that the Gov
ernment will also recover interest on overpayments made to the contractor, including in
creased costs paid due to CAS noncompliances. Interest will be compounded daily from the 
date payment is made by the United States until the date the adjustment is effected, using the 
annual rate established under section 26 U.S.C. 6621 of the 1986 Internal Revenue Code. 
This is the same interest rate used when defective pricing is found (see 14-124). The auditor 
should be alert to the potential significance of interest and offer to provide assistance to the 
CFAO in calculating interest due to the Government once the CFAO makes the final deter
mination on the cost impact proposal audit report. The auditor should calculate daily com
pound interest using the CAS Noncompliance Cost Impact Interest Calculator located on 
DCAA’s Intranet under DCAA SOFTWARE / APPLICATIONS LIBRARY. Calculating 
daily compound interest is in accordance with the Unites States Court of Appeals for the 
Federal Circuit (CAFC) ruling dated September 14, 2009; Case No. 2008-1543. 

8-503.3 Offsetting Cost Impacts 

FAR 30.606 specifically states that cost impacts may not be combined except under lim
ited circumstances provided at FAR 30.606(a)(3). 
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8-504 Failure to Submit Cost Impact Proposals 

a. FAR 52.230-6(j) provides that if the contractor fails to submit a cost impact proposal, 
FAR provides that the CFAO, with the assistance of the auditor, shall estimate the cost im
pact on contracts and subcontracts containing the CAS clause. The auditor should base the 
estimate, as much as possible, on readily available data. The auditor's objective is not to re
lieve the contractor of its responsibility for preparing the proposal, but merely to provide 
sufficient information upon which the CFAO can base a decision to withhold payment. Once 
the CFAO has made the decision to withhold payment, the burden of proof should rest with 
the contractor to demonstrate, through a detailed analysis, the cost impact its each CAS-
covered contracts and subcontracts, rather than to debate the merits of the Government esti
mate. (This is similar to the procedure established in FAR 49.109-7 for termination settle
ment by unilateral determination.) The associated audit report should include: 

(1) the scope of the audit, 
(2) a description of the circumstances relating to the contractor's failure to submit 

a cost impact proposal, and 
(3) the basis used to develop the estimate. 

If the auditor is unable to provide the estimate, the report should give the reasons and 
identify the data needed to comply with the CFAO's request. 

b. The FAR withhold provisions provide that the CFAO may withhold an amount not 
to exceed 10 percent of each subsequent payment request related to the contractor's 
CAS covered prime contracts which contain the appropriate withholding provisions 
until the cost impact proposal has been furnished. In these situations, the estimate of the 
cost impact will be used by the CFAO to determine a maximum amount that should be 
withheld. Although not specifically provided for in the FAR, the auditor should recom
mend to the CFAO that withholding begin immediately and continue while the estimate 
of the cost impact is being developed. 

8-505 Conferences and Reports on Audits-Cost Impact Proposals 

a. See 4-300 for guidance on entrance, interim, and exit conferences with the contrac
tor. When appropriate (e.g., when there are numerous CAS-covered contracts and subcon
tracts, a series of changes, or complicated changes), the contractor and the Government 
should discuss and agree in advance on the manner and form of a cost impact proposal in 
order to ease the administrative process. 

b. After completing each cost impact proposal audit, prepare and distribute a report 
using the guidance in 10-809. 

8-506 Coordination 

Extensive coordination will be required when the adjustments are for changes to or 
failure to follow home office accounting practices. Such adjustments will affect all CAS-
covered contracts and subcontracts at all organizational units that receive cost allocations 
from the home office. It is expected, therefore, that the CAC, the CHOA, the GAC, and/or 
the auditor cognizant of an intermediate management organization will furnish the audi
tors cognizant of all segments with the results of the audit on distributing home office 
expenses, so that the proposed effect on contracts and subcontracts at the receiving seg-
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ments can be verified. The cognizant auditors would then report back to the CAC, CHOA, 
or GAC who would issue a consolidated report to the CFAO responsible for the home 
office. 
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CHAPTER 9 

9-000 Audit Of Cost Estimates And Price Proposals 

9-001 Scope of Chapter 

a. This chapter presents guidance for evaluating estimates of cost and profit supporting 
price proposals submitted by contractors in connection with the award, administration, 
modification, or repricing of Government contracts. The guidance applies to audit of esti
mates submitted in connection with negotiation of the following: 

(1) prices of firm-fixed-price contracts; 
(2) initial and adjusted prices of redeterminable fixed-price contracts; 
(3) initial and successive target costs of incentive fixed-price and incentive cost-

reimbursement contracts; 
(4) estimated costs of cost-plus-fixed-fee contracts; 
(5) estimated costs for indefinite delivery/indefinite quantity contracts; 
(6) prices of spare parts; 
(7) contract change proposals; 
(8) rates for time and material and technical services contracts; 
(9) claims for price adjustments due to abnormal events; 
(10) economic price adjustments; 
(11) price adjustments pursuant to Cost Accounting Standards clauses; and 
(12) advance agreements on forward pricing factors such as indirect cost rates, la

bor hour rates, material handling rates, and other elements of pricing formulas to be used 
repetitively. 

b. Section 1 discusses administrative procedures for field pricing support; that sec
tion includes coverage of requests to provide specific cost information and to assist 
higher-tier contractors audit proposals submitted by subcontractors. Section 2 provides 
guidance in evaluating the adequacy of certified cost or pricing data and data other than 
certified cost or pricing data. Section 3 discusses general evaluation procedures for esti
mates. Sections 4 through 7 present specific guidelines for evaluating cost estimates for 
direct labor, direct material, other direct costs, and indirect costs. Section 8 presents 
special considerations in pricing the impact of inflation, including the audit of proposed 
contractual economic price adjustment provisions. Profit evaluation assistance to the 
contracting officer is discussed in Section 9. Section 10 highlights criteria for audit of 
estimates derived from cost estimating relationships that involve noncost variables. Sec
tion 11 is reserved. Section 12 provides guidance in evaluating forward pricing rate 
agreements. Section 13 provides guidance for DCAA participation as a member of a 
should-cost audit team. 

9-002 Related Audit Guidance 

a. Chapter 5-1200 covers Audits of Estimating System Internal Controls. It presents 
procedures applicable to auditing contractor compliance with the cost estimating require
ments at DFARS 252.215-7002. 
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b. Audit report preparation is covered in Chapter 10. Since audit reporting require
ments affect the fieldwork required, be familiar with Chapter 10 provisions applicable to 
the proposal at hand before you begin the proposal audit. 

c. The Graphic & Regression Analysis Guidebook, Improvement Curve Analysis 
Guidebook, and EZ Quant describe graphic and computational analysis and improve
ment curve analysis techniques as evaluation tools, and should be used in conjunction 
with this chapter. 

d. Throughout this chapter, various Cost Accounting Standards are cited. Refer to the 
complete text of CASB Rules, Regulations and Standards and to Chapter 8 for audit guid
ance on CAS. 

e. The DCAA Intranet and the APPS software provide an audit program to examine 
price proposals which is to be tailored to the specific circumstances and an audit program 
for the examination of proposals under $10 million, under activity code 21000. When ap
propriate, the DCAA Intranet and the APPS application software should be used to expe
dite: 

(1) rate applications; 
(2) audit summarization; and 
(3) preparation of summary working papers, audit report exhibits, and rate sched

ules. 
f. Chapter 4-403 covers the format and contents of working papers. Standardization in 

design, content, and arrangement facilitates audit, supervision, and report preparation. 
g. As part of planning the audit of a price proposal, brief the request for proposals in 

accordance with 3-303. During each audit of cost estimates or price proposals, observe 
any operations security (OPSEC) measures required by current DoD contracts or requests 
for proposals, in accordance with 3-305. 

h. While auditing the price proposal, if anticompetitive procurement practices are sus
pected, refer to 4-705 for audit guidance. 

9-003 The Total Audit Environment 

a. The guidance in this chapter should be applied to the audit of individual proposals 
with due regard for the audit environment, considering previous audit experience with the 
contractor and the materiality of the various elements of the proposal. A detailed evalua
tion of each element of every proposal submitted for audit is normally unnecessary. 

b. Make full use of all relevant knowledge about the contractor which has been docu
mented in prior audits. This would include: 

(1) The strengths or weaknesses of the contractor's estimating system, which may 
also be the subject of a separate examination (see 5-1200). 

(2) The general credibility of the contractor's proposals, as determined in the course 
of previous proposal evaluations and postaward audits. (When a contractor's accounting 
practices or representations of historical and projected costs repeatedly contain significant 
deficiencies, errors, or unreasonable estimates which suggest either negligence or an ap
parent intent to deceive the Government, such cases are reportable under 4-700.) 

(3) The reliability of the contractor's cost accounting system. 
(4) Current trends in the contractor's labor, indirect cost, or other costs, as reflected 

in the results of recent proposal evaluations or audits of incurred costs. 
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(5) Current changes in and/or modernization of the contractor's manufacturing prac
tices as noted during tours of the manufacturing floor, perambulations, and in the results
 
of estimating system compliance audits, recent proposal evaluations, or audits of incurred
 
costs. (Changing the flow of how products are made can affect the flow of costs (see 14
800)).
 

(6) Cost avoidance recommendations made as a result of operations audits (see 14
500).
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9-100 Section 1 --- Administrative Procedures for 
Field Pricing Support 

9-101 Introduction 

a. This section presents the general procedures for processing requests for advisory 
audit reports and other contract audit information related to contractor and subcontractor 
price proposals. Basic guidance on audit fieldwork and preparation of audit reports is not 
repeated in this section (see subsequent sections of this chapter and 10-300). 

b. The term "PCO" is also applied to a plant representative/ACO who has been dele
gated procurement authority to execute the particular contract action. 

9-102 The Field Pricing Support Concept 

9-102.1 The Approach 

a. FAR 15.4 and DFARS 215.4 describe the responsibilities and functions for the audit, 
analysis, and negotiation of price proposals, and related matters concerning negotiated 
procurements. Much of this guidance applies to all types of negotiated pricing actions, 
including contract price redetermination after costs have been incurred under the contract. 
However, certain requirements may apply only to the initial pricing of contracts, contract 
additions, or contract modifications (sometimes called forward or pre-award pricing ac
tions). 

b. Field pricing support consists of all audit and other specialist effort necessary for the 
contracting officer to determine the reasonableness of the proposed cost or price. FAR 
15.404-2 assigns the contracting officer responsibility for determining the extent of field 
pricing support required, and for establishing the specific areas in which audit input is 
needed. This usually results in a request to DCAA to provide field pricing assistance. 
DCAA provides the following forward pricing services: 

Type of 
Service Scope of Ser

vice 

Contractor’s 
Supporting 
Documentation 

Type of 
Report 
Statement Reporting 

CAM 
Cite 

Specific 
Cost In
formation 
[Code 
25000] 

Provide exist
ing data in 
FAO files, or 
additional 
services that 
can be provid
ed in 4 hours 
or less 

Certified cost or 
pricing data; 
data other than 
certified cost or 
pricing data 

None Telephone 
with writ
ten con
firmation 
memoran
dum 

9-107 
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Type of 
Service Scope of Ser

vice 

Contractor’s 
Supporting 
Documentation 

Type of 
Report 
Statement Reporting 

CAM 
Cite 

Applica- Performance Certified cost or Disclaimer Report 
tion of of specific pricing data; 9-108 
Agreed- procedures data other than 
Upon Pro agreed-upon certified cost or 
cedures in advance pricing data 
[Code with the cus
28000] tomer 
Cost Real- Evaluation to Data other than Disclaimer Report 
ism ascertain po certified cost or 9-108 
Analysis tential cost pricing data 
[Code understate 9-311.4 
28000] ment 
Audit of Examination Certified cost or Opinion Report 
Part of a of one or more pricing data on only on the 9-108 
Proposal cost elements the part(s) to be part(s) of 
[Code or parts of a examined; data the pro 9-209 
21000] cost element, 

e.g., rates or 
the bases, but 
not the entire 
proposal 

other than certi
fied cost or pric
ing data on the 
part(s) to be 
examined (cost 
information on
ly) 

posal ex
amined 

Complete Examination Certified cost or Opinion on Report 
Proposal of an entire pricing data; proposal as Chap. 9 
Audit proposal data other than a whole 
[Code certified cost or 
21000] pricing data 

(cost information 
only) 

Audit of Examination Certified cost or Opinion on Report 
Forward of a contrac pricing data; the rates 9-700 
Pricing tor’s direct data other than examined 
Rates and indirect certified cost or 9-1200 
[Code rates (general pricing data 
23000] ly in support 

of forward 
pricing rate 
agreements or 
informal rate 
recommenda
tions, howev
er, a request to 

(cost information 
only) 
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Type of 
Service Scope of Ser

vice 

Contractor’s 
Supporting 
Documentation 

Type of 
Report 
Statement Reporting 

CAM 
Cite 

examine an 
individual 
price proposal 
can trigger a 
Code 23000 
audit if the 
results are 
expected to 
form the basis 
for subsequent 
audit rate rec
ommendations 
related to oth
er price pro
posals) 

A clear understanding of the requestor's needs is essential for establishing the scope for 
audits of proposals for either prime contracts or subcontracts as discussed in 9-103.3 and 
9-104.2. When significant contractor deficiencies or system problems exist, the auditor 
should explain them to the contracting officer and discuss the potential for additional audit 
coverage. When a request is received for an examination of the entire proposal and there is 
little risk involved, discuss with the requestor if their needs could be met by other services 
such as examining part of the proposal (9-108) or providing specific cost information (9
107). See 4-104 for guidance on preparing acknowledgment and notification letters. There 
are special requirements for reporting on an examination of a part of a contractor's pro
posal as stated in 9-108, 9-206, 9-207, and 10-300. 

c. FAR 15.404-2(a)(3) encourages contracting officers to team with appropriate field 
experts throughout the acquisition process, including negotiations. Early communication 
among team members assists in determining the extent of assistance required, the specific 
areas for which assistance is needed, a realistic audit schedule, and the information neces
sary to perform the field pricing assistance audit. The Defense Contract Management 
Agency (DCMA) advocates use of Integrated Product Teams (IPTs) whenever possible. 
DCAA auditors may not be a team member of an IPT. However, DCAA will provide audit 
services, as necessary, to assist the contracting officer in determining a fair and reasonable 
price (See 1-800). DCMA no longer prepares traditional field pricing reports which inte
grate both technical and pricing aspects. FAR 15.404-2(b)(1)(ii) does not require that field 
pricing assistance reconcile technical and audit recommendations. When the PCO deter
mines that audit support is required, then the PCO will send the audit request directly to 
the cognizant audit office. The PCO sends requests for field pricing support services 
broader than audit services to the plant representative/ACO, with a copy to the cognizant 
contract audit office; the contract auditor shall treat the advance copy of the PCO request 
as a signal to begin the audit work. DCMA policy is that requests for DCAA audit will be 
forwarded to the cognizant FAO and the requestor be apprised of such action and advised 
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that future requests may be sent directly to DCAA. If after receiving an advance request 
there is concern about whether an audit will be necessary, immediately discuss the matter 
with the ACO. Any uncertainty about whether an audit will be needed should be resolved 
in favor of starting the audit. If the ACO states that an audit will not be requested, contact 
the PCO to determine whether ACO actions will be sufficient. If the PCO states that an 
audit is necessary, it should be performed as a direct request in accordance with FAR 
15.404-2(c) and the ACO should be so advised (see 9-103.1d.(7)). 

d. The field pricing support process is conducted as a cooperative team effort in order 
to ensure timely and effective response to the PCO's request. The efforts of all field pric
ing support team members are complementary, therefore, cooperation and communication 
are essential in order to establish a proper understanding of each member’s role. 

e. The procedural steps involving contract audit are discussed in later paragraphs of 
this section. The roles and relationships described in 9-305 also apply in the field pricing 
support situation. 

9-102.2 Applicability of Procurement Procedures 

a. FAR/DFARS procedures are cited in this section for convenience and only briefly 
outlined. Slight variations may occur among DoD components, and procedures applicable 
to non-DoD agencies may differ. Auditors auditing major or numerous proposals for a 
particular DoD or non-DoD contracting activity should be familiar with the applicable 
agency FAR supplement and any special proposal requirements of the procurement office. 
This information is needed to ensure good support to the PCO, to anticipate procurement 
needs for contract audit services, and to estimate and monitor workload trends. It is espe
cially important in this regard to know the procurement office's dollar thresholds and re
lated criteria for requesting field audit of proposals (9-102.3). 

b. FAR 15.404-2(c)(2), 10 U.S.C 2313(d) and 41 U.S.C. 254d provide that contracting 
officers are required to contact the cognizant audit office to determine whether an audit of 
the proposed indirect costs was conducted during the preceding 12 months. Contracting 
officers are not to request a preaward audit of indirect costs if this would entail duplicative 
audits. Requests may be made in circumstances where the information available is consid
ered inadequate for determining reasonableness of the proposed indirect costs. (See 1-303) 

c. Prime contractors are required to register in the Central Contractor Registration da
tabase (now known as the System for Award Management (SAM)) prior to award of a 
contract or agreement, which contains the clause at FAR 52.204-7 or DFARS 252.204
7004. When the contractor is required by the solicitation to register in the SAM database 
(https://www.sam.gov/portal/public/SAM/), the contracting officer should verify that the 
contractor has complied with that requirement prior to contract award. 

9-102.3 Applicability of Dollar Thresholds 

a. DFARS PGI 215.404-2(c) limits contracting officer requests for DCAA audit assis
tance, unless there are exceptional circumstances, to: 

 Fixed-price proposals exceeding $10 million; 
 Cost-type proposals exceeding $100 million. 
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b. The audit thresholds apply to the total proposal value. Contracting officers may re
quest audit of parts of a proposal that are less than the threshold provided the total pro
posal value exceeds the threshold. 

c. When a request for audit of a price proposal under the audit threshold is received 
from a contracting officer, FAO management personnel should discuss with the requester 
the exceptional circumstances bringing about the need for a DCAA audit and document 
this discussion in the working papers. In determining whether circumstances are excep
tional, the audit team should consider the totality of the factors contributing to the risk that 
the proposal is significantly misstated. If the circumstances do not warrant a DCAA audit, 
the audit team should generally refer the requesting official to the DCMA for field pricing 
assistance. 

d. Auditors will continue to assist DCMA in their pricing analysis by responding to 
requests for available specific cost/rate information (see CAM 9-107). 

e. When an assist audit request of an under threshold subcontract price proposal is re
ceived from another DCAA office, the receiving office should perform the audit as re
quested. In the case of an assist request from a DCAA office performing an audit of a 
prime or higher-level subcontract, the higher level auditor has determined that the audit 
risk is such that audit procedures need to be performed on the subcontract proposal in or
der to opine on the higher level proposal being audited. This includes an assist audit re
quest of an under threshold subcontract price proposal. As with any request for audit, the 
receiving office should coordinate with the requesting office to thoroughly understand the 
risk associated with the subcontract proposal, and perform the audit as requested. 

f. Although DFARS PGI 215.404-2(c) applies to DoD, the DFARS PGI audit thresh
olds should be considered for requests from non-DoD organizations. The non-DoD re
quest for audit of a price proposal under the DFARS PGI audit threshold should be sup
ported with the documented circumstances on the need for an audit. 

9-103 DCAA Field Pricing Support at the Prime Contract Level 

9-103.1 Coordination of the Request-Field Pricing Support 

a. In responding to requests for audit services, FAO managers, supervisors, and audi
tors should keep in mind that the PCO and ACO are the primary users of our services. Our 
aim is to provide timely and responsive audits, audit reports and financial advisory ser
vices that meet the user’s needs. This goal can be achieved by establishing open and effec
tive channels of communication that allow for the sharing of information and ideas as the 
audit progresses. FAR 15.404-2(a)(3) encourages PCOs to team with appropriate field 
experts and to communicate early in the acquisition process. 

b. In particular, requests for field pricing support need to be handled in an expeditious 
manner. Proposals should be evaluated for adequacy as soon as possible after receipt so 
that corrective action can be taken immediately (see 9-200). The auditor should seek assis
tance from the ACO/PCO, if needed, early in this process. The Agency has also developed 
criteria that can be used to evaluate the adequacy of contract price proposals. The auditor 
may discuss the checklist with contracting officers and suggest that they use it in the 
screening process. The form is available on the DCAA Intranet and the APPS (file name 
Proposal Adequacy Checklist). 
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c. Locally established working arrangements may expedite handling of relatively rou
tine requests. However, effective field pricing support to the PCO may, in some cases, 
require individualized cooperative arrangements between the plant representative/ACO 
and the auditor. Also, some matters may need reconsideration during the course of major 
field pricing support cases. 

d. Additional key matters the auditor may need to coordinate: 
(1) Obtaining a copy of the contractor's proposal and applicable portions of the 

RFP, if not received with the PCO request and not provided directly by the contractor. 
(2) Establishing the due date for the audit report, considering existing audit work

load, required audit scope, or any other relevant factors. The contract auditor should coor
dinate due date adjustments with the PCO and the plant representative/ACO. Any audit 
conflicts involving more than one PCO should be worked out jointly between the auditor 
and the plant representative/ACO (see 9-103.7). 

(3) Obtaining a clear understanding of the requestor's needs and identifying areas of 
the contractor's proposal for special consideration. Verbal discussions with the PCO 
and/or ACO should be held before beginning the audit if the auditor does not have a clear 
understanding of the requestor’s needs. Otherwise, communicate information regarding 
the nature, timing, and extent of planned testing and reporting, including the level of as
surance expected to be provided, in the acknowledgment of request letter. 

(4) The auditor should coordinate with the requestor, upon completion of the risk 
assessment, to resolve any inconsistencies between the requested audit effort and the 
scope of audit determined by the auditor’s assessed level of risk (see 9-103.3a). If the re
quest is for an audit of something that is of lesser significance and lower risk that should 
be handled as a request for specific cost information (see 9-107.1), the auditor should dis
cuss this with the contracting officer and make an appropriate recommendation. Likewise, 
the auditor should discuss with, and make an appropriate recommendation to the contract
ing officer if the request is for less than a full audit where the risk assessment reveals that 
a full audit should be conducted. However, the final decision regarding the need for a 
complete examination, an application of agreed-upon procedures, or a request for specific 
cost information rests with the contracting officer. If there is disagreement with the con
tracting officer after the auditor clearly explains that the requested level of audit services is 
not appropriate based on the risk, Financial Liaison Advisor (FLA) assistance should be 
requested. The FLAs can provide valuable assistance working with procurement officials 
to ensure requests for services are accurate, clear, and appropriate for the risk involved. 
(FLAs are identified in the FLA Locator on the DCAA Intranet site.) If a command does 
not have an assigned FLA, the auditor should contact the appropriate Senior FLA. If the 
contracting officer continues to disagree with the FAO’s recommendation to modify the 
request for audit services, the FAO should consider elevating the issue to regional man
agement for further coordination with the command’s management. The modifications 
that the FAO believes should be made due to its risk assessment should be addressed in 
the acknowledgement letter or response to specific cost information along with the actions 
taken to elevate the issue within the command. In the interim, the auditor should com
mence with the audit services requested by the contracting officer. If the disagreement is 
not resolved during the audit, the Subject of Audit paragraph in the audit report should 
confirm the auditor’s advice regarding the potential impact of known issues and the rea
sons given by the contracting officer for not modifying the requested audit services. The 
working paper file should include documentation on the discussions and decisions. 
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(5) Arranging for all technical input needed for the audit, including field technical 
reports the PCO requests to be incorporated into the audit report. Technical input can often 
be obtained through informal consultation; however, written confirmation of the requested 
information should follow. Similarly, informal audit input may be needed to support other 
field pricing support efforts before the audit report is prepared (see 9-306). 

(6) Arranging for any needed supplementary analysis of subcontract or intracompany 
proposals by the prime contractor and/or Government field personnel. Time constraints re
quire that this area be given early, expedited attention (see 9-104 and 9-105). If the prime 
contract proposal contains foreign subcontract costs requiring audit by foreign auditors under 
a reciprocal audit agreement, the auditor should recommend that the contracting officer seek 
a separate audit of those subcontract costs under the terms of the reciprocal agreement (see 
4-1007). 

(7) Obtaining the PCO's estimate of most likely level of procurement requirements 
under a proposed basic ordering agreement or time-and-materials-type contract. The reason
ableness of proposed costs should be evaluated considering the anticipated level of effort. 

(8) Obtain the PCO’s estimate of a reasonable quantity for indefinite deliv
ery/indefinite quantity (IDIQ) contracts (FAR 16.500). IDIQ contracts are used to acquire 
supplies and/or services when the exact times and/or exact quantities of future deliveries are 
not known at the time of contract award. IDIQ contracts generally require the Government to 
order, and the contractor to furnish, at least a stated minimum quantity of supplies or ser
vices. Other considerations should include anticipated funding limitations by year; anticipat
ed order dates; and whether the basic contract includes various contract types (cost-plus, 
fixed price) for task orders (for service) or delivery orders (for supplies). Proposal audits of 
IDIQ contracts should be completed in the same manner as any other proposal audit. The 
risk assessment should be based on the potential order types (cost vs. fixed) and estimated 
quantities to be ordered. When the PCO cannot provide a reasonable estimate of the potential 
orders, the maximum order value should be used. However, when determining the dollars 
examined for DMIS purposes, it is important to remember that if an estimate is not available 
from either the contracting officer, or the contractor, dollars examined should not be reported 
(see DMIS User’s Guide for more information). There is no conflict in having different dol
lar amounts for risk assessment purposes and DMIS reporting purposes. 

(9) When requests are received directly from the PCO, auditors should not delay 
these audits awaiting a request through the ACO. When these requests are received, neces
sary coordination will be made directly with the requestor. 

(10) When the contracting officer identifies that the price proposal is for an FMS 
procurement, the auditor should coordinate with the contracting officer the release of con
tractor proprietary data to the FMS user and the level of detail to be included in the report. 
The auditor should also determine at the start of the evaluation whether the contractor will 
have any reservations or restrictions on release of the report to the FMS user (see 9-110). 
Similarly, if the price proposal evaluation is for Direct Commercial Contract (DCC) users 
(foreign countries), requested by the DCMA International and Federal Business Division, 
DoD Central Control Point (DoDCCP), the auditor should coordinate with the DoDCCP 
and FLA the release of contractor proprietary data to the DCC user and the level of details 
to be included in the report. 
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9-103.2 Acknowledging the Request 

At an early stage in planning the audit, contact the requestor to notify them that we 
received the request and discuss his or her needs and any specific concerns. Within five 
days of receipt, the auditor will follow up with an e-mail documenting that conversation 
and indicate we will furnish an acknowledgment letter once the risk assessment is com
plete and we have coordinated an agreed-to due date. Once the risk assessment is com
plete, provide an acknowledgment letter which includes the agreed-to date and details 
regarding the scope of the services based on risk factors (see 4-104). 

9-103.3 Audit Scope - Field Pricing Support 

a. When an examination of the contractor's price proposal is requested, the auditor is 
responsible for determining the scope and depth of examination required to render an in
formed opinion as to the adequacy of the certified cost or pricing data or data other than 
certified cost or pricing data for negotiation of a price, including the use of technical spe
cialists when necessary. To determine the scope of audit, the auditor should first read the 
audit request and get a clear understanding of exactly what is requested and whether the 
proposal is based on certified cost or pricing data or data other than certified cost or pric
ing data. The auditor should then complete a risk assessment (see 4-403f) based on this 
understanding. After completing the risk assessment, the auditor should coordinate with 
the requestor to resolve any inconsistencies between the requested audit effort and the 
scope of audit determined by the auditor’s assessed level of risk (see 9-103.1d(3)). Prior to 
performing the detailed audit steps, the auditor should submit the risk assessment and au
dit program to the supervisor for review and approval (see 3-203.2b.). Requests for audit 
of part(s) of a price proposal are discussed in 9-108. 

b. As early as possible, determine whether technical review requested by the ACO will be 
sufficient to allow the auditor to express an opinion regarding the quantitative and qualitative 
aspects of the contractor's proposal. The auditor is responsible for ensuring that adequate 
evidential matter is examined to render an opinion on the proposed costs. This includes mak
ing decisions about what technical assistance is needed, effectively communicating with the 
technical specialist(s), assessing the impact of technical specialist findings upon the audit 
opinion, and reporting on the uses of technical specialists or the impact of their nonavailabil
ity (see Appendix D and 9-306). 

c. When ACO/PCO-imposed time constraints make it impossible to perform an entire 
proposal examination, coordinate with the ACO/PCO to determine if other services can be 
performed in the prescribed time frame to assist in the negotiation of the award (e.g., 
providing specific cost information or examining part of a proposal---see 9-107 and 9
108). If no services can be provided in the prescribed time frame, confirm the results of 
the conversation in writing with the ACO/PCO. 

d. If there is a lack of adequate technical input necessary for the expression of an un
qualified opinion regarding the quantitative and qualitative aspects of the proposal, the 
audit report should be qualified accordingly (10-304). 
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9-103.4 Sampling Procedures to be Used 

a. Requests to evaluate an inordinate number of items and/or dollar amounts should be 
discouraged. Criteria used by some procuring offices for auditing line items may be more 
extensive than DCAA's established statistical sampling guidance and government auditing 
standards requirements. Although the auditor establishes the scope of audit following es
tablished and accepted statistical sampling procedures (see 4-600 and the Variable Sam
pling Guidebook), the requestor's sampling procedures may be considered, as appropriate. 

b. Coordinate the selected line-item sample with the PCO. Additional line items of 
particular concern to the PCO that were not selected in the initial sample selection should 
be looked at separately on a case-by-case basis. Coordinating the stratification process and 
ensuring that random techniques are properly applied will make the sample results more 
useful to the auditor and the requestor. 

c. Value Evaluation. A value evaluation involves a subjective assessment of item pric
es (as compared to an illustrated parts breakdown, picture, drawing, or sketch of the item), 
including a short written description of labor, material, and engineering characteristics of 
the item. The purpose of a value evaluation is to determine if the price offered appears to 
be a fair value. For example, a value evaluation could determine that $1.50 is a fair price 
for a switch, toggle, multi-terminal while $11.50 may not be a fair price; or that $10.00 is 
not a fair price for a particular bolt while $0.25 may be a fair price. Generally, a value 
evaluation is performed as a procurement function. Therefore, the auditor should ensure 
that a listing of all items that failed the value evaluation has been provided as part of the 
audit request. These items, along with an explanation as to what caused their failure, 
should be considered as audit leads. If the auditor plans to evaluate a failed value item 
separately, the requestor should be advised so as to avoid duplication. 

9-103.5 Request to Report by Line Item 

a. Audit requests which require auditors to spend an inordinate amount of time report
ing their findings by line item do not usually result in an economical use of audit re
sources, particularly when the contractor's accounting system does not identify total cost 
by individual line item. 

b. Although some contractors propose engineering and other direct support effort by 
using estimating or pricing factors for individual line items, their accounting systems usu
ally do not account for direct support cost by individual line item. Furthermore, the use of 
such techniques cannot be supported by historical cost experience. 

c. When there is no direct relationship between factors and individual line item costs, 
the total amount of direct support effort should be evaluated by Government technical 
personnel to ascertain the reasonableness of the effort proposed. The auditor will recom
mend labor and indirect cost rates applied to this total effort and results will be reflected in 
the audit report. The auditor will also comment on any estimating/pricing techniques used 
to distribute the direct effort to line items and their impact on the proposed cost. 

d. Contractors may not record their costs on a line-item basis and it may not always 
be practical to track audit findings to a line item. When impediments to identification 
exist, request contracting officer assistance before any additional audit resources are 
spent to develop audit findings and write a report by line item. In these cases, the con
tracting officer should solicit the contractor's assistance to aid in the identification of 
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costs by line item. Such assistance is needed in order for the auditor to report questioned 
costs by line item. 

9-103.6 Requests to Report on Comparative Historical Cost Information 

a. The requirement to have comparative historical cost information should be placed 
on the contractor and included as part of the cost proposal. 

b. If a request to develop this type information is received, request that the contractor 
prepare the information, notify the requestor of the action taken, perform whatever audit 
steps are necessary to verify the accuracy of the information, and include the information 
with the audit report. In the event the information is not received in time for inclusion in the 
audit report, include appropriate comments necessary to explain the circumstances. This, of 
course, does not preclude the inclusion of readily available recent historical cost information 
in audit reports to support the audit findings. 

9-103.7 Scheduling Audit Report Issuance 

a. Issuance of a report on an audit of a price proposal should not be delayed beyond 
the agreed-to due date pending the receipt of an assist audit report (9-104) or technical 
report (Appendix D). Neither should the report be delayed because of the contractor's 
oral statement about revising the proposal. However, other developments during the 
course of the audit may impact the audit report schedule, such as: 

(1) Serious problems with the contractor such as lack of cooperation, insufficient 
supporting data, or denial of access to records, which may have a major adverse impact 
on price negotiations (see also 9-205). 

(2) Expansion of audit requirements by the PCO. 
(3) Major unanticipated problems with the proposal, such as unusual or complex 

data or significant controversial items of cost. 
(4) New, competing priorities in other PCO requests. 

b. Promptly discuss these other developments with the PCO or plant representa
tive/ACO. His or her early attention may correct the problem and eliminate the need for 
the auditor to request a due date change or for an audit report qualification. FAR 
15.404-2(d) requires that the contracting officer be notified in writing, following imme
diate oral notification, of circumstances shown in (1) above. The notification should 
include a description of the deficient or denied data or records (copies of the deficient 
data should be provided, if requested by the contracting officer), the need for the evi
dence, and the unsupported costs resulting from the denial (1-504.3). In addition, the 
audit report should identify any certified cost or pricing data submitted that are not accu
rate, complete, and current and a schedule of any cost representations that are unsup
ported. (See also 10-304.) 

c. Supplemental reports may be required upon receipt of assist audit reports (9-104), 
technical reports (9-103.8), or receipt of additional certified cost or pricing data. In addi
tion, FAR 15.404-2(c)(3) requires the contracting officer to provide to the auditor up
dated information that affects the audit. FAR 15.404-2(c)(1)(ii) requires the auditor to 
immediately notify the contracting officer about any information disclosed after submis
sion of an audit report that may significantly affect the findings. This information may 
include data related to costs unsupported in the original audit report. The contracting 
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officer will require the offeror to concurrently submit this data to the audit office. Upon 
receipt of the data and a request to evaluate it, the auditor should initiate a timely audit 
of the data and issue a supplemental report if the status of negotiations is such that a 
supplemental report will serve a useful purpose. 

d. If an extension of the audit report due date is considered necessary, follow the 
procedures in 4-105, including coordination and, documentation of the extension and, if 
applicable, report qualification. 

e. Peak workload periods and other unforeseen strains on FAO audit resources do 
not relieve FAO management from the responsibility for judicious and timely manage
ment of proposal audits. Therefore, every effort should be made to issue proposal audit 
reports by the original due dates. 

9-103.8 Technical Evaluations Impact on Audit Report Schedule 

a. If the auditor requests a technical analysis, she/he normally will incorporate the 
financial effect of the analysis in the audit report. In view of the number of technical 
specialties that could be involved, there may be several technical reports to consider 
(see 9-103.1 and Appendix D). If the auditor requests a technical analysis, (s)he should 
not expect any other party to consolidate reports on proposal analyses made by the sev
eral technical specialists on the field pricing support team. 

b. In the absence of adequate requested technical analysis, the report will be quali
fied (see 10-304). However, if the auditor can obtain sufficient evidence to support an 
opinion on the proposal, including requirements, then a request should not be made and 
the report should not be qualified. This holds even if the auditor knows that an evalua
tion is being done, and the results are not received. A qualification should not be used in 
this case even though the technical report may question elements which the auditor did 
not question. 

c. Technical report results which are not received in time for inclusion in the initial audit 
report will be incorporated in a supplemental report, if the status of negotiation is such that a 
supplemental report will serve a useful purpose. All technical report results received by the 
auditor will be included in the audit report. 

d. Any continued delays in receipt of field technical reports required to satisfy the 
PCO's request for field pricing support should be treated as a matter of special manage
ment concern because of the impact on contract audit workload. If the matter cannot be 
resolved at the local level, it should be elevated to the regional office. 

9-104 Field Pricing of Subcontract Proposals Included in Prime Contract Price 
Proposals 

9-104.1 Basic Responsibilities for Subcontract Proposals 

a. FAR 15.404-3(b) requires contractors to conduct appropriate subcontract price or 
cost analysis and include those analyses with their proposal support. FAR 15.408, Table 
15-2 requires that the contractor provide data showing the basis for establishing the source 
and reasonableness of price. For competitive acquisitions, the contractor should also in
clude the degree of competition. This data should be provided for all acquisitions exceed
ing the pertinent threshold set forth in FAR 15.403-4(a)(1). For noncompetitive acquisi-
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tions that meet the requirements of FAR 15.403-4(a)(1), the certified cost or pricing data 
supporting the prospective source's proposal as required by FAR 15.404-3(c)(1) should 
also be submitted. 

b. Primary responsibility for evaluation of subcontractor proposals rests with prime 
contractors and upper-tier subcontractors. FAR 15.404-3(b) require contractors and high
er-tier subcontractors to conduct appropriate cost or price analyses to establish the reason
ableness of proposed subcontract prices. FAR 15.408, Table 15-2 requires contractors and 
higher-tier subcontractors to conduct price analysis of all subcontractor proposals and a 
cost analysis of each subcontract proposal when certified cost or pricing data are required 
by FAR 15.403-4(a)(1) regarding noncompetitive methods and to provide the results of 
such evaluations prior to negotiations. FAR 15.404-3 and DFARS PGI 215.404-3 permit 
the contracting officer to request audit or field pricing support to analyze and evaluate the 
proposal of a subcontractor at any tier (notwithstanding availability of data or analyses 
performed by the prime contractor), if the contracting officer believes that this support is 
necessary to ensure reasonableness of the total proposed price. DFARS PGI 215.404
2(c)(i) further provides that, if, in the opinion of the contracting officer or auditor, the 
review of a prime contractor's proposal requires further review of subcontractor’s cost 
estimates at the subcontractors’ plants (after due consideration of reviews performed by 
the prime contractor), the contracting officer should inform the ACO having cognizance of 
the prime contractor that a review is required. 

c. During coordination of the PCO request for audit of a prime contract proposal (9
103.1), the needed coverage of any significant proposed subcontract costs will be a major 
consideration. The auditor at the prime contract level plays a major role in ensuring that 
proposed subcontract costs are adequately evaluated. Depending upon the contractor's 
basis for the proposed subcontract costs, an evaluation may be made only at the prime 
contractor plant or an audit at the subcontractor plant may be required (see 9-103 and 9
104.2). If the prime contract proposal contains foreign subcontract costs requiring audit by 
foreign auditors under a reciprocal audit agreement, coordination with the PCO is espe
cially important (see 4-1007). 

d. In some cases, audits of subcontracts may be performed when requested by the con
tracting officer prior to completion of the prime contractor’s proposal and the prime con
tractor’s analysis of the subcontract proposal provided all of the following three guidelines 
are met: 

(1) The subcontract proposal has been approved by the appropriate subcontractor 
management. 

(2) The prime contractor has submitted the subcontract proposal to the Government 
with an assertion from the prime contractor’s management that it intends to contract with 
this subcontractor, and 

(3) The contracting officer, prime contract auditor, or next higher-tier subcontract 
auditor requests an audit of the subcontractor proposal and informs the subcontract auditor 
that the contracting officer has determined subcontract audit support is required based on 
DFARS PGI 215.404-3(a)(i). The PGI provides that such assistance may be appropriate 
when, for example: 

(a) There is a business relationship between the contractor and the subcontractor 
not conducive to independence and objectivity; 

(b) The contractor is a sole source supplier and the subcontract costs represent a 
substantial part of the contract cost; 
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(c) The contractor has been denied access to the subcontractor’s records; 
(d) The contracting officer determines that, because of factors such as the size of 

the proposed subcontract price, audit or field pricing assistance for a subcontract at any 
tier is critical to a fully detailed analysis of the prime contractor’s proposal; 

(e) The contractor or higher-tier subcontractor has been cited for having signifi
cant estimating system deficiencies in the area of subcontract pricing, especially the fail
ure to perform adequate cost analyses of proposed subcontract costs or to perform subcon
tract analyses prior to negotiation of the prime contract with the Government; or 

(f) A lower-tier subcontractor has been cited as having significant estimating 
system deficiencies. 

e. When auditors determine that a division affiliated with the prime contractor is propos
ing to perform subcontract effort or interdivisional transfer effort and there are unaffiliated 
companies in competition to perform as a subcontractor, notify the contracting officer. Be
cause of the potential for bias, the contracting officer should ask offerors to submit a plan 
explaining how they will ensure that the competition will be conducted fairly and result in 
the best value for DoD. The Government is not expected to act as a surrogate source selec
tion official or to approve the selection of a particular source. Also, see 9-104.2b.(3) regard
ing the potential need for an assist audit. 

f. The prime contract auditor is responsible for providing the subcontract auditor with 
Government price negotiation memorandums applicable to negotiations with the prime 
contractor concerning subcontract prices. 

9-104.2 Deciding Whether a Government Field Audit of a Subcontractor's Proposal 
Should be Obtained 

a. Generally the prospective prime contractor should support proposed subcontract 
prices, including performance of price or cost analysis of subcontractor certified cost or 
pricing data, when required by FAR 15.408, Table 15-2 regarding noncompetitive meth
ods. DFARS PGI 215.404-3(a)(v) provides that when the contracting officer’s selection is 
based on a decision other than lowest price, deficient contractor analyses may be returned 
for correction. The Government may decide, however, that adequate evaluation of a prime 
contract proposal requires field pricing support at the location of one or more prospective 
subcontractors at any tier. 

b. The prime contract auditor will specifically evaluate each pricing submission and 
available supporting data to determine the need for subcontractor assist audits. As part of 
this evaluation, ascertain the adequacy of the prime contractor's completed price or cost 
analysis of subcontract proposals. For those analyses that are not completed, determine the 
contractor's completion schedule and consider the adequacy of its procedures for conduct
ing price/cost analysis. An estimating system deficiency report should be issued if the 
contractor fails to perform the required price/cost analysis of its subcontractors, (see 5
610.1 and 5-1209.3). There may be no need to request an assist audit when the contractor's 
procedures are adequate and the cost analyses are scheduled for completion prior to nego
tiation. This independent evaluation of the risks associated with subcontracts and the re
sulting determinations on the assist audits to be performed will be clearly documented in 
the working papers. FAO’s should not rely on arbitrary dollar thresholds alone for request
ing subcontract assist audits. The following items will generally indicate a need for an 
assist audit: 
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(1) The contractor's price or cost analysis is inadequate or is not expected to be 
completed prior to negotiations. 

(2) The prime contractor's policies and procedures for awarding subcontracts are 
inadequate. 

(3) There is a business relationship between the prospective prime contractor and 
subcontractor not conducive to independence and objectivity, as in the case of a parent-
subsidiary or when prime and subcontracting roles of the companies are frequently re
versed. 

(4) The proposed subcontract costs represent a substantial part of the total contract 
costs. 

(5) The prospective prime contractor was denied access to the proposed subcontrac
tor's records. 

c. Upon determining and documenting the need for an assist audit, establish whether 
the assist audit has already been appropriately requested by either the ACO or PCO. If a 
needed assist audit has not been requested, immediately bring this matter to the attention 
of the ACO and PCO and convey the reason the assist audit should be obtained. 

d. The auditor should take special care to point out to the ACO and PCO any prime 
contractor price/cost analysis that will not be available before the conclusion of audit 
field work, but is scheduled for completion prior to negotiations (see 9-104.2b.). Also 
comment on the adequacy of the contractor's procedures for conducting price/cost anal
ysis (see 9-406.1). This information will allow the ACO and/or PCO to decide whether 
to wait for the contractor's price/cost analysis or to request an assist audit if the prime 
contract auditor has not already requested an assist audit. Regardless of whether or not 
an assist audit has been requested, if the contractor has not completed its analysis, or the 
completed analysis is inadequate, the costs should be classified as unsupported (see 10
304.8). 

e. When the prime contract auditor determines that the ACO or PCO has requested 
or will request an assist audit, he or she should at once alert the subcontract auditor and 
confirm that the audit can be completed timely. The prime auditor will immediately 
confirm the notification. If the subcontract auditor has not already begun the audit, it 
should be started upon such notification. 

f. If, after notification and discussion with the ACO and PCO, the assist audit is still 
determined necessary and it is not going to be requested by either the ACO or PCO, the 
prime contract auditor will prepare and address an assist request to the prime contractor 
ACO. The prime contract auditor will also immediately notify the subcontract auditor of 
the impending audit request and send a copy of the request directly to the assist auditor. 
It should include all of the information required by DCAA's management information 
system to set up an assist audit assignment including a due date which, if possible, will 
allow the assist audit results to be incorporated into the prime auditor's report. The re
quest for assist audit should be accompanied by copies of: 

	 the subcontractor's proposal, along with all related cost, pricing, and pertinent 
technical data; 

 if available, the results and supporting data from the prime contractor's evaluation 
of the subcontractor's proposal; and 

 the audit request received by the prime DCAA office (used to identify reimbursa
ble work). 
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g. The auditor cognizant of the subcontractor should obtain a clear understanding of 
the requestor's needs and identify areas of the subcontractor's proposal for special con
sideration (in addition to any specified by the PCO/ACO). To the extent necessary, dis
cussions with the PCO, ACO, and/or auditor cognizant of the contractor should be held 
before beginning the audit. If the request is for an audit of an immaterial cost item(s) or 
one which could be handled as a request for specific cost information (see 9-107.1), the 
auditor cognizant of the subcontractor should discuss this with and make an appropriate 
recommendation to the contracting officer. However, the final decision regarding the 
need for a complete audit, an application of agreed-upon procedures, or specific cost 
information rests with the contracting officer. The working paper file should include 
documentation on the discussions and decisions. 

h. A Government audit of proposed subcontract costs does not relieve the prime con
tractor of its responsibilities. FAR 15.404-3(b) and FAR 15.408, Table 15-2 require 
prime contractors and higher-tier subcontractors to conduct price or cost analysis of 
each subcontract proposal and include the results of these analyses and the subcontrac
tor’s certified cost or pricing data in the prime contractor’s price proposal. The DCAA 
auditor should include an appendix in the audit report identifying subcontracts requiring 
contractor price or cost analyses which have not yet been provided to the auditor (see 
10-308). 

i. Auditors should not perform audits of subcontract proposals where the prime con
tract is a firm-fixed-price contract and has been already negotiated. An audit of a sub
contract proposal must serve a valid Government interest. Generally, this would mean a 
potential for a Government prime contract price adjustment if the proposal is found to 
be misstated. An audit is appropriate only when a firm-fixed-price type contract has a 
special contract clause providing for recovery of later subcontract price reductions. 

9-104.3 Coordination of Major Program Subcontract Assistance 

A DoD contracting activity is required to notify applicable contract administration 
activities when a planned major acquisition will require extensive, special, or expedited 
field pricing assistance of subcontractors' proposals (DFARS PGI 215.404-2(c)(ii)). 
DCAA support of these programs will be facilitated by prompt and thorough coordination 
among the FLA, regional offices, FAOs, and Headquarters element involved in the acqui
sition program. 

9-104.4 Processing Requests for Audit of Subcontractor Price Proposals 

a. Under DoD field pricing support procedures, audit requests of subcontractor pro
posals, at any tier, will be processed through plant representative/ACO channels. This 
applies whether the request has been initiated by the PCO, by the field pricing support 
team, or by the cognizant auditor at the prime contractor location. In each case, a copy 
of the request is to be sent directly to the contract auditor responsible for audit of the 
prospective subcontractor. The request will be accompanied by copies of (1) the subcon
tractor's proposal to the prime or higher-tier contractor, including a proposal cover sheet 
if FAR 15.408, Table 15-2 is used, and related certified cost or pricing data, and (2) the 
review package accomplished by the prime contractor and/or by the higher-tier subcon
tractor involved, including any cost and/or price analysis if available (FAR 15.404-3). 
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b. Upon receipt of either a copy of the PCO request, a written request through ACO 
channels, or a copy of the prime contract auditor's request, the auditor at the subcontrac
tor location will set up the assist audit assignment and begin the audit, if not already 
started as a result of following the guidance for advance telephone notification of im
pending requests in 9-104.2. The request will be acknowledged following the guidance 
in 4-104. Required technical assistance for such audits will be arranged through ACO 
channels as currently provided for in 9-103.1d and Appendix D. 

9-104.5 Special Requirements for Timeliness and Coordination of Subcontractor 
Audits 

a. Time available for proposal audit becomes successively shorter as field pricing 
support is required at major subcontractors and lower subcontract tiers. To support the 
PCO on the prime contract pricing action, field audit offices must take special prompt 
action on requests and reports concerning subcontract proposals. 

b. The prime contract auditor is responsible for taking all reasonable steps to ensure 
that the results of the assist audit are incorporated in the final audit report. This includes 
following up periodically on the status of all assist audits being performed and document
ing this follow-up effort in the audit working papers. Thus, the prime contract auditor 
must be fully aware of the results of any cost evaluations performed at prospective sub
contract locations. Coordinate closely with the plant representative/ACO to ensure com
plete interchange of communications to and from other plant representatives/ACOs and 
contract auditors concerning the proposed subcontract costs. If incorporation of assist au
dit results is not possible, the prime contract auditor should confirm that the assist audit 
report will be available in time to meet the needs of the ACO/PCO (see 9-104.2e. & f.). 

c. To help ensure timely incorporation of assist audit results into the prime auditor's 
report, auditors should notify each other of any impending delays in report issuance. 

9-104.6 Differences of Opinion Between DCAA Offices 

Should a difference of opinion arise between offices when performing subcontractor 
audits, the procedures stated in 6-807 for resolving the difference will be followed. 

9-105 Intracompany Proposals Included in Prime Contract Price Proposals 

a. Basic FAR provisions on responsibilities for subcontract proposals (9-104.1 and 9
104.2) also apply to proposals of other company segments included in a prime contract 
proposal. However, the factor of common control, or possible lack of arms-length dealing 
(9-104.2b.) make any significant intracompany proposal an area for special consideration 
in auditing the prime contract proposal (see 9-103.1). 

b. If adequate audit of a prime contract proposal requires field pricing support at anoth
er segment location, procedures in 9-104 will be followed as applicable to the intracompa
ny situation. This includes processing of requests through plant representative/ACO chan
nels, as well as the special audit coordination requirements stated in 9-104.5. 

c. Upon receiving the copy of a request from the higher-tier plant representa
tive/ACO, the contract auditor at the other segment location will follow procedures in 9
103, 9-104, and 10-300, as applicable to the intracompany situation. 
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9-106 Special Considerations --- Release of Data to Higher-Tier Contractors 

a. DFARS PGI 215.404-3(a)(iii) governs the methods by which the plant representa
tive/ACO will release field pricing results to the higher-tier contractor. Where the lower-
tier contractor consents, the Government will furnish "a summary of the analysis per
formed in determining any unacceptable costs, by element, included in the subcontract 
proposal." Absent the lower-tier contractor's consent, the Government will furnish "a 
range of unacceptable costs for each element." 

b. Based on the above, a subcontractor's objection to unrestricted release of the audit 
report may place an extra reporting burden on the higher-tier plant representative/ACO. 
Therefore, the contract auditor will determine at the start of the evaluation whether the 
subcontractor will have any restrictions or reservations on release of the report to the high
er-tier contractor. If so, promptly notify the requesting plant representative/ACO to deter
mine whether the proposal evaluation should be continued. The plant representative/ACO, 
working with the higher-tier contractor, may be able to remove the subcontractor's re
strictions or reservations. 

c. If the evaluation is completed at the request of the plant representative/ACO despite 
the subcontractor's objections to unrestricted release of the results, audit report marking 
and contents will be modified per 10-206.3. In no event may the subcontractor withhold 
its decision on release of the audit report pending review of the audit results or report con
tents. 

d. Where subcontract proposal audits are made on a recurring basis for the same high
er-tier contractor, try to expedite the process by developing a working arrangement for 
unrestricted audit report release. The arrangement should be documented by the subcon
tractor's representative, with a copy to the plant representative/ACO and the auditor. 

9-107 Written and Telephone Requests for Specific Cost Information on Price 
Proposals 

9-107.1 Processing Requests for Specific Cost Information 

a. In connection with a pricing action, a PCO may request specific information con
cerning a contractor's costs without requesting an audit or evaluation of the contractor 
proposal. Data to be provided should already be determined. Examples of such infor
mation include recent costs for specific production items or lots; established pricing for
mulas such as for spare parts or other logistics items; established prices for standard com
ponents; and current rates for labor, indirect costs, per diem, etc. However, auditors may 
also respond to any request (telephone or written) from a customer as a telephone request 
for specific cost information when effort can be accomplished in 4 hours or less. When a 
PCO requests a complete audit and the auditor determines that there is sufficient infor
mation available in the FAO files to meet the PCO’s request, the auditor should explain 
the available options to the PCO and make an appropriate recommendation. (See 9
103.1d.). The PCO has the final decision in determining if a full audit is needed to deter
mine cost reasonableness. 

b. The PCO may request specific cost information by telephone, mail, fax, or electron
ically directly from the field auditor. Such requests should receive timely attention. Writ-
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ten requests are sometimes desirable for clarity, but will not be required. See 15-300, and 
particularly, 15-304.3(c)(1), for obtaining the assistance of a DCAA financial liaison advi
sor (FLA) in requesting specific cost information. 

c. The auditor should ask the requestor for the value, type of contract contemplated and 
the performance period, in order to provide advice on the usefulness of the data being 
provided. If the information that the requestor seeks is considered to be of limited or no 
use in assessing the reasonableness of the proposed costs, the auditor should explain any 
concerns to the requestor. However, even if the auditor recommends limitations on the use 
of the information, it must still be furnished. 

d. Take care to ensure that contractor data is released only to known authorized Gov
ernment procurement or contract administration personnel. Within 24 hours, by telephone 
or in person, provide requested information contained in the files or otherwise readily 
obtainable. 

9-107.2 Written Confirmation of Specific Cost Information 

a. FAOs (other than FLAs) will issue a confirming written response to each PCO re
quest for specific cost information within one week. However, specific cost information 
submitted to the plant representative/ACO at his or her request need not be confirmed in 
writing unless the requestor so desires. See 9-107.3 as to information requested by a high
er-tier contractor. 

b. The response should be in the form of a memorandum/letter, with "Submission of 
Specific Cost Information" as the first line of the subject block. Do not use the terms "re
port," "audit," “examination,” "review," or “evaluation” in the subject. State that the pur
pose is to furnish the cost information requested, and include applicable cautionary state
ments per 9-107.1c. Whenever applicable, state that the information is based on the 
contractor's yearly sales volume of $XXXXX and may require adjustment if the proposed 
procurement will affect the contractor's level of operation. Also, when indirect rate infor
mation is furnished, state the period to which the rate(s) apply and the cost elements the 
contractor classifies as the allocation base. Include the following statement: 

Providing this information does not constitute an audit or attestation engagement 
under generally accepted government auditing standards. 

Provide a copy of the memorandum to the FLA if any. See Figure 9-1-1 for a sample re
sponse format. 

9-107.3 Special Considerations --- Subcontractor Cost Information 

a. Specific cost information on prospective or current subcontractors will be provided to 
Government procurement or contract administration personnel at any tier per the preceding 
paragraphs. Special care must be taken, however, to ensure that subcontractor information is 
not released by DCAA to an upper-tier contractor without express permission of the subcon
tractor. In addition, avoid providing assistance to contractors that would not serve a govern
mental purpose (see 9-106). 

b. The necessity for controlling subcontractor information will usually preclude releasing 
it to higher-tier contractors by telephone or in person unless the subcontractor's authorized 
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representative is present. Where there are continuing requirements for DCAA confirmation 
of specific cost information of a subcontractor to a particular higher-tier contractor, a local 
working arrangement may be made to expedite the process. The arrangement should be doc
umented by the subcontractor's representative, with a copy to the plant representative/ACO 
and the auditor. 

c. If the higher-tier contractor prefers to submit requests for subcontractor specific cost 
information in writing, this should be accommodated. Coordination between the plant repre
sentative/ACO and contract auditor at the requestor's plant will establish how such requests 
are to be processed. 

d. The required written response (9-107.2) on subcontractor specific cost information 
provided to a higher-tier contractor will be addressed to the plant representative/ACO at 
the higher tier. Distribute a copy to the contract auditor at the higher tier, and distribute 
a copy to the subcontractor's plant representative/ACO if he or she so desires. 

9-108 Audit of Part(s) of a Proposal and Applications of Agreed-Upon Procedures – 
Price Proposals 

a. Auditors will be responsive to a contracting officer’s request for an application of 
agreed-upon procedures or an audit of part(s) of a proposal provided it clearly establishes 
the agreed-upon procedures to be applied or parts of the proposal to be examined. 

(1) Audits of part(s) of a proposal are examinations conducted to express an opin
ion on one or more parts of a pricing proposal, but not on the entire proposal. A part of a 
proposal may be an entire cost element, for example, labor costs which encompass both 
the labor rates and the labor hours, or only part of a cost element, for example, specified 
labor rates or material loading factors. Audits of part(s) of a proposal may be conducted on 
proposals based on certified cost or pricing data and on proposals based on data other than 
certified cost or pricing data, if that data is cost data (see 9-206b., 9-207c.). Auditors may 
not examine and express opinions on proposals based on data other than certified cost or 
pricing data if that data is price or sales data (see 9-207a.). The auditor establishes the 
scope of audit for the part of the proposal under examination. This applies to contemplated 
awards made on the basis of negotiation as well as source selection awards made in ac
cordance with FAR Subpart 15.3. In establishing the need for examinations of this type, 
the dollar thresholds by contract type in DFARS PGI 215.404-2(a) apply to the total 
amount of the contractor's proposal regardless of the dollar value of the elements specified 
for examination (also see 9-208). 

(2) Applications of agreed-upon procedures are performances of procedures agreed 
upon with the contracting officer at the start of the engagement (see 14-1000). Auditors 
may perform applications of agreed-upon procedures on proposals based on certified cost 
or pricing data or on data other than certified cost or pricing data. All proposals supported 
by pricing and sales data will be evaluated by performing applications of agreed-upon 
procedures; no examinations may be performed (also see 9-207). 

b. When a full proposal has been prepared, the total price proposal package should 
accompany these requests even though only certain parts of the proposal will be exam
ined or only specified agreed-upon procedures will be performed. If the PCO/ACO ini
tially requests an examination of the complete proposal but later modifies this to a re
quest for an examination of parts of the proposal or the accomplishment of agreed-upon 
procedures the reporting guidance in 10-300 or 10-1000, respectively, is applicable. 
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Once the field work has begun, auditors should consider the guidance on disclaimer of 
opinions in 2-102.2h. before agreeing to convert an examination to an application of 
agreed-upon procedures. An examination cannot be converted to an application of 
agreed-upon procedures merely to avoid disclosing a scope limitation encountered dur
ing the examination (e.g., when the examination cannot be completed within the PCO’s 
request time frame. 

c. A clear understanding of the requestor's needs is essential (see 9-103.1d.(3)). Dis
cussions with the ACO and/or PCO, should be held in accordance with 4-104 before be
ginning the audit. When significant contractor deficiencies or system problems exist, ex
plain them and discuss the potential for additional audit coverage. Also convey 
information about prior contract performance and related cost history which the contract
ing officer may want to consider in finalizing the audit request. However, the final deci
sion regarding the type of audit to be performed rests with the contracting officer respon
sible for negotiating the contract. See 9-103.1d.(3), for guidance when the auditor risk 
assessment does not coincide with the contracting officer’s requested level of services. 
FLA assistance should be requested. Once the type of audit is established, the auditor 
should perform the required steps and report the findings. The report will confirm the au
ditor's advice to the contracting officer regarding the potential impact of known contractor 
deficiencies or systems problems on areas not audited and the reasons given by the con
tracting officer for not expanding the audit request. 

d. It is important to recognize that the examination of part of a proposal and application 
of agreed-upon procedures differs from the processing of requests for specific cost infor
mation (9-107), wherein the auditor provides information from the audit files without do
ing an audit of any specific proposal. Paragraph 9-107 prohibits the use of the terms "re
port," "audit," or "examination" when processing requests for specific cost information. 

9-109 Evaluation of Data Rights Price Proposals 

a. DFARS 252.227-7013, "Definitions," states “Developed exclusively at private ex
pense” means development was accomplished entirely with costs charged to indirect cost 
pools, costs not allocated to a government contract, or any combination thereof.” The 
Government is entitled to only limited rights in technical data developed exclusively at 
private expense (DFARS 227.7103-5(c)). DFARS 227.7103-5(d) states that specific li
cense rates may be negotiated when the parties agree to modify the standard license rights 
granted to the Government or when the Government wants to obtain rights in data in 
which it does not have rights. 

b. In determining a fair and reasonable price, the contracting officer may request 
assistance from the DCAA auditor. However, the contractor proposals are not generally 
supported by certified cost or pricing data; therefore, the auditor's involvement in audit
ing such proposals is limited. The auditor can verify to the books and records the 
amount claimed by the contractor as the cost of developing the proposed technical data 
(previously charged to indirect costs, or direct contract costs). The auditor can also 
evaluate information regarding sales of the technical data to other parties, if any. If such 
sales have occurred, the Government should not pay any more than the price paid by the 
contractor's most favored customer. However, the auditor cannot determine if the costs 
incurred under a claimed project or account relate only to the proposed data; nor can the 
auditor determine if there were other costs related to the data that were incurred under 
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additional projects or accounts. The auditor also cannot be reasonably certain as to 
whether or not there is a specific contract or contracts that required development of 
some or all of the proposed data (such a determination would give the Government in
creased data rights and possibly preclude the need to make the purchase). 

c. As indicated above, the auditor will be unable to render an informed opinion regard
ing the reasonableness of the contractor's proposed price for data rights. DCAA effort will 
normally be limited to the application of agreed-upon procedures related to a cost or price 
verification. The report will include a statement regarding the adequacy and compliance of 
the contractor's disclosed accounting practices. Unless providing this information is part of 
the agreed-upon procedures, these items should be included in the “Other Matters to be 
Reported” appendix (see 10-1011). However, to be fully responsive to the contracting 
officer, the auditor should contact the requestor upon receipt of a data rights audit request 
to discuss the specific agreed-upon procedures to be performed. Guidance for the applica
tion of agreed-upon procedures is contained in 9-108 and 14-1000. The appropriate report 
format, including the disclaimer of opinion, is included in 10-1000. 

9-110 Release of Contractor Proprietary Data to FMS/DCC Customers 

a. The U. S. Government contracting officer is responsible for determining the data to 
be released to FMS customers and for providing that data to the FMS customer. Auditors 
shall not provide contractor proprietary information to an FMS customer unless the con
tracting officer directs such release in writing (e-mail messages will suffice) and the con
tractor does not object to the release. If the price proposal evaluation is for Direct Com
mercial Contract (DCC) customers (foreign countries), requested by the DCMA 
International and Federal Business Division, DoD Central Control Point (DoDCCP), the 
auditor should coordinate with the DoDCCP and FLA regarding the release of contractor 
proprietary data to the DCC customer. 

b. When the contracting officer or DoDCCP identifies that the price proposal is for an 
FMS/DCC customer, the auditor should determine at the start of the audit whether the 
contractor objects to the release of the report to the FMS/DCC customer. Auditors should 
request at the start of the audit that the contractor provide a written statement either con
firming the contractor’s agreement or the contractor’s objection to the release of proprie
tary data and advise the contracting officer or DoDCCP accordingly. The contractor may 
not withhold its decision as to the release of its proprietary data pending review of the 
audit results or report contents. If the contractor objects to the release to the FMS/DCC 
customer, the third paragraph of the report restrictions discussed in 10-303.3 should state 
the contractor’s objection. 

c. There may be instances where the FMS/DCC customer requests additional infor
mation concerning FMS/DCC prices. The contracting officer or DoDCCP, after consulta
tion with the contractor, may decide that certain proprietary data may be released to the 
FMS/DCC customer. In this instance, the contracting officer may request that the FAO 
tailor the presentation of the data in the audit report to satisfy the FMS/DCC customer 
requests. It is the contracting officer’s decision as to the level of contractor proprietary 
data to be provided in the report. The tailoring of the presentation of any proprietary data 
in the audit report in no way affects the scope of audit or results of audit, including the 
questioned cost. It merely affects the presentation of the data in the audit report. 
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Figure 9-1-1
 
Sample Format for Confirmation of Specific Cost Information on Price Proposals
 

October 15, 20XX 

MEMORANDUM FOR PROCURING CONTRACTING OFFICER, 
DEFENSE FUEL SUPPLY CENTER 

ATTENTION: PPK/John Smith 

SUBJECT: Submission of Specific Cost Information Related to RFP No. DLA31-XX-R
0001 - The ABC Company, Alexandria, Virginia 

As you requested by telephone on , we gathered the following ABC Company data 
contained in our files or otherwise readily available: 

Description Amount How Applied Source * 
Engineer $29.00 Rate per Hour Unaudited actual Weekly 

Labor Run 16 dated 
3/3/20XX. 

Design Engineer $30.50 “ “ 
Senior Engineer $35.00 “ “ 
Technician $26.50 “ “ 
Material Overhead 18.3% % of Mat’l Costs Unaudited CFY 20XX 

budget dated 12/28/20XX 
Labor Overhead 187.3% % of Labor Costs “ 
G&A 12.2% % of Mat’l/Labor “ 

[* Clearly identify the source of the information, including whether the rates are “audit
ed” or “unaudited.”] 

The above information is only applicable to contractor fiscal year (CFY) 20XX and is 
based on the contractor's annual sales volume of $ ______. These rates and factors may 
require adjustment if a pricing action significantly affects the contractor's level of opera
tion. 

Providing this information does not constitute an audit or attestation engagement under 
generally accepted government auditing standards. 

ABC Company information given above may be proprietary. The restrictions of 18 
U.S.C. 1905 should be considered before releasing it to the public. Also, this information 
should not be used for other purposes without first consulting us regarding its applicabil
ity. 

Any questions on this matter should be directed to ___ at telephone number ________. 

Mary C. Simms 
Branch Manager 

FOR OFFICIAL USE ONLY 
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9-200 Section 2 --- Evaluating the Adequacy of Certified Cost or Pricing Data or 
Data Other Than Certified Cost or Pricing Data in Price Proposals 

9-201 Introduction 

a. This section provides criteria for determining whether the contractor/offeror has 
submitted adequate certified cost or pricing data or data other than certified cost or pric
ing data in support of its price proposal. It also provides guidance for deciding what 
type of audit opinion should be used depending on the nature of the audit request, 
whether certified cost or pricing data or data other than certified cost or pricing data was 
submitted by the contractor, and whether the data submitted is considered adequate, 
inadequate in part, or wholly inadequate. 

b. The objective in requiring certified cost or pricing data or data other than certified 
cost or pricing data is to enable the Government to perform cost or price analysis and ul
timately enable the Government and the contractor to negotiate fair and reasonable con
tract prices. 

9-202 Definitions 

a. FAR 2.101 makes a clear distinction between certified cost or pricing data and 
data other than certified cost or pricing data. Certified cost or pricing data consist of all 
facts existing up to the time of agreement on price which prudent buyers and sellers 
would reasonably expect to have a significant effect on price negotiations. Certified cost 
or pricing data is data requiring certification in accordance with FAR 15.406-2. In addi
tion to historical accounting data, cost or pricing data include such factors as vendor 
quotations, nonrecurring costs, make-or-buy decisions, and other management decisions 
(e.g., from minutes of board of directors meetings) which could reasonably be expected 
to have a significant bearing on costs under the proposed pricing action. Certified cost or 
pricing data consist of facts which can be verified and should be distinguished from 
judgments (opinions based on facts) made by the contractor in estimating future costs. 
(Also see 14-104.) Except as provided in FAR 15.403-1/DFARS 215.403-1, the 
(sub)contractor must submit a certificate of current cost or pricing data (in the format 
specified in FAR 15.406-2 certifying that to the best of its knowledge and belief, the 
cost or pricing data were accurate, complete, and current as of the date of final agree
ment on price of the (sub)contract or another date agreed upon between the parties that 
is as close as practicable to the date of agreement on price. 

b. Data other than certified cost or pricing data means any type of data that is not 
required to be certified in accordance with FAR 15.406-2, that is necessary to determine 
price reasonableness or cost realism. The data may include information on prices, sales, 
or costs. 

9-203 Certified Cost or Pricing Data Requirements 

FAR 15.403/DFARS 215.403 contain the basic requirements related to certified cost 
or pricing data, including the procedural requirements to be used when submitting certi
fied cost or pricing data to the contracting officer or the contracting officer's representa
tive. Subject to the exceptions listed in FAR 15.403-1/DFARS 215.403-1, the contractor 
is required to submit certified cost or pricing data whenever a pricing action will be over 
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certain stated dollar thresholds (see 14-103.2). The SF 1411, Contract Pricing Proposal, 
was eliminated as a result of the FAR 15 Rewrite. The contracting officer may now re
quire submission of certified cost or pricing data in the format indicated in FAR 15.408, 
Table 15-2—Instructions for Submitting Cost/Price Proposals When Certified Cost or 
Pricing Data are Required; specify an alternate format; or permit submission in the con
tractor’s own format. The mere availability of books, records, and other documents for 
verification purposes does not constitute submission of certified cost or pricing data. 
FAR 15.408, Table 15-2, Note 1, states that if the offeror submits updated data, it must 
show how this data relates to the proposal. 

9-204 Determining Adequacy of Certified Cost or Pricing Data 

a. Evaluate the proposal to determine the adequacy of the certified cost or pricing data 
for audit purposes, and advise the contracting officer whether the offeror has, in the audi
tor's opinion, met its obligation to submit adequate certified cost or pricing data (See 9
205). FAR 15.408, Table 15-2, Note 1, states that the requirement for submission of certi
fied cost or pricing data is met when all accurate certified cost or pricing data reasonably 
available to the offeror have been submitted, either actually or by specific identification in 
writing. However, neither this FAR provision nor the basic public laws describe in detail 
what constitutes submission or identification and how much data is enough data. The re
quirement for submission of certified cost or pricing data continues up to the time of 
agreement on price. 

b. Use professional judgment when deciding whether all reasonably available data has 
been submitted or identified to the auditor at the time of the proposal audit. If so, the certi
fied cost or pricing data can be considered adequate. 

c. When the certified cost or pricing data are considered adequate and the proposal is 
prepared in accordance with FAR/DFARS, then the proposal will usually be considered 
"acceptable" as a basis for negotiation of a price. If there are inadequacies in the certified 
cost or pricing data, the auditor must decide whether the proposal, after proper adjustment 
by the contractor, can be used as a basis for negotiation of a price, or whether the impact is 
such that the contracting officer should be advised that the proposal should not be used as 
a basis for negotiation until specified corrective action(s) is completed. 

9-205 Deficient or Denial of Access to Certified Cost or Pricing Data 

a. Support from the ACO and PCO is critical in successfully dealing with deficient or 
denial of access to certified cost or pricing data situations. These situations are often sensi
tive/complex and require extensive coordination between DCAA, the ACO/PCO, and the 
contractor. It is essential that the ACO and PCO have the maximum amount of lead time to 
resolve the conditions. 

b. When such situations are encountered, the auditor should give immediate oral 
notification to both the ACO and the PCO (see 1-504.4 and 9-310) followed by written 
confirmation to the ACO with a copy to the PCO. Written confirmation should normally 
take place within 7 days of receipt of the contractor's proposal. When the auditor is to 
obtain a copy of the proposal from the contractor, the proposal should be readily availa
ble. Notify the ACO and PCO if the contractor does not furnish the proposal timely. The 
written confirmation shall include: 
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(1) a description of the deficient or denied data or records, with copies of defi
cient data if requested by the contracting officer; 

(2) an explanation of the documentation or contractor action needed to correct the 
deficient certified cost or pricing data; 

(3) an explanation of why the documentation/denied data or records are needed; 
(4) the amount of proposed cost considered unsupported due to deficient certified 

cost or pricing data or to be questioned due to denial of access to records; and 
(5) the actions taken by the auditor to obtain adequate certified cost or pricing 

data. (Further guidance on access to records problems is in 1-504.) 
c. There is no set formula for determining when certified cost or pricing data are so 

deficient as to justify notifying the contracting officer. Depending on the specific circum
stances, the auditor must decide whether one item alone or a combination of items justifies 
a notification. Examples of certified cost or pricing data deficiencies that would usually be 
reported to the contracting officer follow: 

(1) Significant amounts of unsupported costs. 
(2) Significant differences between the proposal and supporting data resulting from 

the proposal being out of date or available historical data for the same or similar items not 
being used. 

(3) Significant differences between the detailed amounts and the summary totals 
(e.g., the bill of material total does not reconcile with the proposal summary). 

(4) Materials are a significant portion of the proposal, but the contractor provides 
no bill of materials or other consolidated listing of the individual material items and 
quantities being proposed. 

(5) Failure to list parts, components, assemblies or services that will be performed 
by subcontractors when significant amounts are involved. 

(6) Significant differences resulting from unit prices proposed being based on quan
tities substantially different from the quantities required. 

(7) Subcontract assist audit reports indicate significant problems with access to 
records, unsupported costs, and indirect expense rate projections. 

(8) No explanation or basis for the pricing method used to propose significant in
terorganizational costs. 

(9) No time-phased breakdown of labor hours, rates or basis of proposal for signifi
cant labor costs. 

(10) No indication of basis for indirect cost rates when significant costs are in
volved. 

(11) The contractor does not have budgets beyond the current year to support indi
rect expense rates proposed for future years. 

d. If the certified cost or pricing data are so deficient that an examination cannot be 
performed, the auditor should notify the contracting officer of the deficiencies and rec
ommend that the contracting officer return the proposal to the contractor. However, if the 
contracting officer decides not to return the proposal and maintains the request for audit, 
the auditor should document the discussion and evaluate the proposal to the extent practi
cal under the circumstances. Because the deficiencies are significant, the report will advise 
the contracting officer that the proposal should not be used as a basis for negotiation until 
specified corrective actions are completed. A disclaimer of opinion may be appropriate in 
some cases (see 9-211.4). The working papers file will document the contracting officer's 
reason for wanting a completed audit of an inadequate proposal. Auditors should discuss 
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the matter with FAO management to determine whether this condition should be appropri
ately elevated (see 4-803 and 4-804). 

9-206 Data Other Than Certified Cost or Pricing Data Requirements 

a. FAR 15.402 contains a hierarchical preference for contracting officers to use in ob
taining data to determine price reasonableness. Here, and throughout FAR Part 15, con
tracting officers are to avoid unnecessarily obtaining certified cost or pricing data and 
shall not require submission of certified cost or pricing data if an exception at FAR 
15.403-1 applies. These exceptions include: 

(1) adequate price competition, 
(2) prices set by law or regulation, 
(3) acquisition of commercial item, 
(4) a waiver of certified cost or pricing data, and 
(5) modifications to commercial contracts or subcontracts. 

In addition, certified cost or pricing data shall not be obtained for acquisitions below the 
simplified acquisition threshold. (14-907 provides additional information on these excep
tions.) The contracting officer always has to determine that he/she is getting a fair and 
reasonable price. In establishing reasonable prices, the contracting officer shall not obtain 
more data than is necessary. Nevertheless, the contracting officer is responsible for obtain
ing data that is adequate for evaluating price reasonableness. The FAR 15.402 hierarchical 
preference requires the contracting officer to rely first on data available within the Gov
ernment and then on data obtained from sources other than the offeror. If the contracting 
officer cannot obtain adequate data from sources other than the offeror, the contracting 
officer must require submission of data other than certified cost or pricing data that is ade
quate to determine a fair and reasonable price. At a minimum, the contracting officer must 
require appropriate data on the prices at which the same or similar items have previously 
been sold, unless there is an exception at FAR 15.403-1(b) for adequate competition or 
prices set by law or regulation. 

b. Data other than certified cost or pricing data encompasses a broad range of data. 
FAR 2.101 defines it as “pricing data, cost data, and judgmental information necessary for 
the contracting officer to determine a fair and reasonable price or to determine cost real
ism.” The data may be identical to the types of data required by FAR 15.408, but without 
certification. The level and type of data other than certified cost or pricing data obtained 
varies depending upon whether a cost or price analysis is being performed. (See FAR 
15.404-1(b) and (c)) Contracting officers are required to conduct a price analysis even 
when certified cost or pricing data is not required. A cost analysis may be conducted to 
evaluate data other than certified cost or pricing data to determine cost reasonableness or 
cost realism. 

c. The auditor’s participation, and the amount of support provided, will be at the dis
cretion of the contracting officer. The types of contractor data requested by the contracting 
officer can be in any form unless the contracting officer considers a specific format essen
tial and describes it in the solicitation. The FAR Rewrite eliminated the optional SF 1448, 
Proposal Cover Sheet, Cost or Pricing Data Not Required, which previously was available 
for submission of this type of data. FAR 15.403-5(a)(4) instructs the contracting officer to 
specify in the solicitation the necessary preaward audit access. Solicitation clauses at FAR 
52.215-20 and -21 provide preaward audit access as well. 

DCAA Contract Audit Manual 



930 June 29, 2016 
9-207 

9-207 Audits of Proposals Based on Data Other Than Certified Cost or Pricing Data 

a. Auditors may not perform examinations and render opinions on the acceptability 
of proposals as the basis for negotiation of a fair and reasonable price that are supported 
only by sales or pricing data because suitable criteria to judge the price and sales data is 
not available. The attestation standards require that the auditor conduct the audit only 
“if he or she has reason to believe that the subject matter is capable of evaluation 
against criteria that are suitable and available to users.” The criteria must be objective, 
measurable, complete, and relevant to the subject matter. In the past, the FAR contained 
such criteria. However, changes made to the FAR as a result of the Federal Acquisition 
Streamlining Act of 1994 and the Clinger-Cohen Act of 1996, deleted the Standard 
Form 1412 and the specific criteria against which price and sales data could be judged. 
The price and sales data can assist the contracting officer in determining if the price is 
fair and reasonable. To assist contracting officers in such cases, auditors should perform 
applications of agreed-upon procedures. 

b. In performing agreed-upon procedures on proposals supported by price and sales 
data, the auditor should be responsive to the contracting officer’s request for assistance in 
evaluating the data submitted. Since the effort will vary from procurement to procurement, 
the auditor must communicate with the requestor to ensure an understanding of the 
agreed-upon procedures prior to starting the engagement (see 4-104). Once the auditor has 
completed the performance of the agreed-upon procedures, a report using the format in 10
1000, Reports on Application of Agreed-Upon Procedures, will be used. (Also see 14
907.8) 

c. Auditors may perform examinations (in full or in part) on proposals supported by 
any amount or quality of cost data. The amount or quality of the cost data is not relevant in 
determining whether an examination can or cannot be performed. However, it could im
pact the type of opinion provided. Generally, the criteria in FAR Part 15, while not specif
ically applicable to data other than certified cost or pricing data, provides a guideline to us 
in reaching an opinion as to the acceptability of the cost data, and therefore, the require
ments of the attestation standards are met. (See 9-208) The attestation standards provide 
for different types of opinions to address when cost data is sufficient or when it is not suf
ficient, i.e., unqualified, qualified, adverse, and disclaimer (see 9-211). 

d. In establishing assignments to audit proposals based on cost data, it is important for 
the auditor to understand the level of cost data that the contracting officer required for 
submission. A disclaimer of opinion in an examination would not serve a useful purpose. 
Therefore, if the contracting officer has not required a level of cost data that would be 
sufficient for the auditor to perform an examination and render an opinion, then an appli
cation of agreed-upon procedures may be a more appropriate service choice for the con
tracting officer. The contracting officer may have additional data not provided by the con
tractor, such as market data, which will be used in making the determination of a fair and 
reasonable price. 

e. As required by 9-103.1d., the auditor should discuss/coordinate with the contracting 
officer to obtain a clear understanding of his/her needs and the level of cost data that was 
required by the solicitation. The auditor should then: 

 assess the audit risk for the proposal, and 
 discuss with the contracting officer the appropriate level of service to be provided 

considering the auditor’s assessed risk level, the contracting officer’s needs, and 
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the nature and type of cost data requested by the contracting officer in support of 
the proposal. 

Based on these discussions, the contracting officer will make the final decision on the 
services to be required, i.e., an examination, an application of agreed-upon procedures, or 
a request for specific cost information, e.g., a rate check. For unresolved differences re
garding the level of services to be performed, FLAs are available to provide assistance 
(see 9-103.1d.). Auditors must document the working papers for these discussions and 
describe the basis of the decision underlying the assignment. Once the auditor has com
pleted his/her examination or application of agreed-upon procedures of the cost data, a 
report using the format in 10-300, Audit Reports on Price Proposals, or 10-1000, Reports 
on Application of Agreed-Upon Procedures, respectively will be used. 

9-208 Determining Adequacy of Data Other Than Certified Cost or Pricing Data 

a. Review the proposal to determine the adequacy of the data other than certified cost 
or pricing data for examination purposes. Inadequacies in the data other than certified cost 
or pricing data can occur when (1) the offeror does not submit the data required by the 
contracting officer (requirements described in the solicitation) or (2) the contracting of
ficer has not required the offeror to submit a level of data other than certified cost or pric
ing data sufficient for the auditor to perform an examination and render an opinion as to 
the adequacy of the proposal or part(s) of the proposal in negotiating a fair and reasonable 
price. 

b. Inadequacies may be attributed to the offeror, when not complying with the con
tracting officer’s requirements. Advise the contracting officer if the offeror has not, in the 
auditor’s opinion, met its obligation to submit the level of data other than certified cost or 
pricing data required by the contracting officer. Typically, the contracting officer makes 
this specification in the solicitation. Generally, criteria in FAR Subpart 15.4, while not 
specifically applicable, provide a guideline to the auditor in reaching an opinion as to the 
adequacy of the cost data. There are no public laws or regulations that describe in detail 
how much data is sufficient. Use professional judgment in determining whether the offeror 
has complied with the contracting officer’s requirements. 

c. Inadequacies may be attributed to the contracting officer having not required the 
offeror to submit sufficient data upon which to render an opinion on the proposal or part(s) 
of the proposal submitted. Auditor determinations of adequacy must relate to the services 
requested by the customer, i.e., examination of the proposal in total or examination of part 
of the proposal. If the contracting officer only requests an examination of part of a pro
posal, then the auditor is only examining the cost data to support that part of the proposal 
and rendering an opinion on that part of the proposal. If there are inadequacies in the data 
other than certified cost or pricing data, the auditor should recommend that the contracting 
officer obtain enough data to protect the Government’s interest. The contracting officer 
will make his/her decision to request additional data based on data in his/her possession, 
such as market data or prior prices paid to other contractors. As discussed in 9-207e., the 
auditor should clarify with the contracting officer that an examination is needed before the 
start of fieldwork, given the level of data that the contracting officer has required. Once 
fieldwork has begun, if no additional data is forthcoming, then the auditor must decide 
whether the proposal or part of the proposal being examined can be used as a basis for 
negotiation of a fair and reasonable price, or whether the impact of inadequate data is such 
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that the contracting officer should be advised that the proposal or part of the proposal be
ing examined should not be used as a basis for negotiation without additional supporting 
data other than certified cost or pricing data, i.e., issue an adverse or qualified opinion. 

9-209 Audit of Parts of a Proposal 

A price proposal audit request may call for an examination limited to those steps nec
essary to establish the adequacy of certified cost or pricing data or data other than certified 
cost or pricing data related to specified cost element(s) or parts of cost elements (9
102.1b., 9-108). When this type of examination is conducted, the audit report will clearly 
describe, as part of the purpose and scope section, what parts of the proposal were exam
ined and comment on any known significant estimating system, internal control or ac
counting system deficiencies. The opinion and report exhibits will address only the part(s) 
of the proposal examined. As described below, the report opinion may be unqualified or 
qualified (9-211.1 and 9-211.2) when the certified cost or pricing data/ data other than 
certified cost or pricing data are adequate and the examination discloses no significant 
noncompliances with FAR and/or CAS; or adverse (9-211.3) when the examination dis
closes significant inadequate certified cost or pricing data/data other than certified cost or 
pricing data and/or significant noncompliances with FAR and/or CAS. 

9-210 Reporting Results of Evaluations of Pricing Proposals with Certified Cost or 
Pricing Data or Data Other Than Certified Cost or Pricing Data 

Once the auditor has completed his/her evaluation of the certified cost or pricing data 
or data other than certified cost or pricing data related to a proposal (or to the parts of a 
proposal requested), a report using the format included in 10-300 will be issued. This re
port will include a summary and necessary supporting details for a clear understanding of 
the results. Any noted inadequacies in the certified cost or pricing data or data other than 
certified cost or pricing data usually result in questioned, unsupported or unresolved costs, 
as discussed in 10-304. To the extent that fraud, other unlawful activity, or improper prac
tices are found, (see Fig. 4-7-3 for examples of potential indicators), the procedures of 4
702.4 should be followed. 

9-211 Types of Audit Opinions in Price Proposal Audit Reports 

a. In addition to reporting the results of the examination of the certified cost or pricing 
data/ data other than certified cost or pricing data, the reporting standard on opinions (10
210.5) requires that the report shall contain either an expression of the auditor's opinion 
regarding the cost representations or an assertion that an opinion cannot be expressed, i.e., 
a disclaimer. The opinion is composed of three parts. An opinion is given on the adequacy 
of the certified cost or pricing data/ data other than certified cost or pricing data submitted 
in support of the proposed cost examined. In addition, the opinion will address the com
pliance of the certified cost or pricing data/data other than certified cost or pricing data 
with CAS or FAR Part 31, as applicable. The concluding part of the opinion will address 
whether the proposal or part(s) of the proposal examined should be considered acceptable 
as a basis for negotiation of a fair and reasonable price. (See 10-304.6) The standard al-
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lows for three types of opinions: unqualified, qualified and adverse. The following subsec
tions discuss each type of opinion. 

b. When the auditor examines the entire proposal, the opinion will be on the cost repre
sentations taken as a whole. Examples of the standard opinion paragraphs used in price 
proposal reports on examinations of certified cost or pricing data/data other than certified 
cost or pricing data are included at 10-304. 

c. When the auditor examines only part(s) of a proposal, the opinion will be on the cost 
representations related to the part(s) of the proposal examined. The opinion on part(s) of a 
proposal is prepared using the standard opinion paragraph in 10-304, tailored for the 
part(s) of the proposal examined. An example of an opinion paragraph on a part of a pro
posal is included in 10-305.4. 

d. An application of agreed-upon procedures is a performance of procedures agreed 
upon with the contracting officer, not performance of procedures that the auditor believes 
are necessary to support the basis of an unqualified opinion. It is performed in accordance 
with generally accepted government auditing standards. Therefore, the report should dis
claim an opinion (10-1000). 

9-211.1 Unqualified Opinion 

This type of opinion results when the submitted certified cost or pricing data/ data oth
er than certified cost or pricing data are considered by the auditor to be adequate, accepta
ble and in compliance with applicable FAR/DFARS and CAS provisions. In this type of 
opinion, the auditor considers the examined certified cost or pricing data/data other than 
certified cost or pricing data adequate and compliant and the proposal or the part(s) of a 
proposal examined to be acceptable as a basis for negotiation of a fair and reasonable 
price. 

9-211.2 Qualified Opinion 

An unqualified opinion cannot be issued when there are inadequacies with the certi
fied cost or pricing data/data other than certified cost or pricing data, noncompliances 
with FAR/DFARS or CAS, or other problems not related to contractor actions or inac
tions (9-212). When the entire proposal is being examined, a qualified opinion states 
that the effects of the matter to which the qualification relates have a significant but 
limited impact on the proposal taken as a whole; therefore, the certified cost or pricing 
data/data other than certified cost or pricing data submitted or identified are an accepta
ble basis for negotiation of a fair and reasonable price. When only part(s) of a proposal 
is being examined, a qualified opinion states that the effects of the matter to which the 
qualification relates have a significant but limited impact on the part(s) of the proposal 
examined, therefore, the certified cost or pricing data/data other than certified cost or 
pricing data is an acceptable basis for negotiation of a fair and reasonable price for the 
part of the proposal examined. In determining whether a qualified opinion is appropriate 
in the circumstances, the auditor must consider the impact of questioned/unsupported 
costs on the negotiation of a fair and reasonable price and the extent of the corrective 
action the contractor should be required to undertake. See also 10-210.4 for factors to 
consider in deciding whether to qualify or disclaim the audit report opinion. 

DCAA Contract Audit Manual 



934 June 29, 2016 
9-211 

9-211.3 Adverse Opinion 

a. An adverse opinion shall be rendered when there is denial of access to records/data 
having a significant effect on the examination, or when significant inadequacies or signifi
cant noncompliances requiring corrective action by the contractor prior to negotiation are 
noted. When the entire proposal is being examined, an adverse opinion presents the audi
tor's judgment that when taken as a whole: 

(1) the submitted certified cost or pricing data/data other than certified cost or pric
ing data are not adequate, or 

(2) the proposal was not prepared in accordance with applicable acquisition regula
tions and Cost Accounting Standards, and 

(3) the proposal is, therefore, not acceptable as a basis for negotiation of a fair and 
reasonable price. 
When only part(s) of a proposal is being examined, the adverse opinion is only related to 
the examined part(s) of the proposal. When an adverse opinion is expressed, if there are 
scope limitations, they should be discussed in the Scope of Audit section. Scope limita
tions should not be referred to as qualifications. The “except for” language should not be 
used in an adverse opinion. The opinion paragraph should include a direct reference to 
another paragraph/section that explains the item(s) causing the adverse opinion. This other 
paragraph/section in the report must explain specifically, fully, and clearly the reason or 
reasons for the adverse opinion as well as the specific corrective action necessary to re
solve the situation. 

b. An adverse opinion is generally the consequence of a contractor’s action or inaction. 
Situations where an adverse opinion may be justified include, but are not limited to the 
following: 

(1) Significant amounts of questioned or unsupported costs which render the certi
fied cost or pricing data/data other than certified cost or pricing data inadequate as a basis 
for negotiation. 

(2) Significant deficiencies in the cost data submitted. 
(3) Accounting system deficiencies or estimating system deficiencies which have a 

significant impact on the proposal and preclude an effective examination. 
(4) Noncompliances with CAS or FAR/DFARS which have a significant impact on 

the proposed costs and which require corrective action by the contractor prior to negotia
tion. 

(5) Denial of access to records, budgetary data, or performance data which are con
sidered necessary to evaluate the proposal. 

(6) Significant amounts are classified as unresolved costs because the subcontractor 
has either: 

(a) denied access to records, budgetary data, or performance data which are 
considered necessary to evaluate the subcontract proposal or 

(b) not maintained its books and records in a condition which would allow for 
the examination within reasonable time constraints. 

(7) Nonreceipt of technical evaluation reports when the results of such reviews are 
considered necessary and are so significant that they may have a material impact on the 
proposed costs, if the contractor has denied access to the technical specialists (see D-301 
and D-302). 
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c. An adverse opinion based on the contractor's action or inaction will normally result 
in a specific statement that the certified cost or pricing data or data other than certified cost 
or pricing data are not considered acceptable as a basis for negotiations. 

9-211.4 Disclaimer of Opinion 

a. A disclaimer of opinion states that the auditor does not express an opinion on the 
audited certified cost or pricing data or data other than certified cost or pricing data. It is 
appropriate when the auditor has not performed an audit sufficient in scope to enable him 
or her to form an overall opinion on the submission being audited. See 10-210.4 for fac
tors to consider in deciding whether to qualify or disclaim the audit report opinion. A dis
claimer of opinion may be used when: 

(1) Procurement imposed time constraints allow only a portion of the certified 
cost or pricing data/data other than certified cost or pricing data to be examined, but do 
not allow sufficient time for obtaining competent evidential matter on which to base an 
opinion on the proposal as a whole or in requests to audit part(s) of a proposal for the 
specific elements to be examined, and the procurement office will not or cannot grant an 
extension of the due date. 

(2) There are significant amounts of unresolved costs due to the nonreceipt of assist 
reports covering the proposed subcontract costs, if nonreceipt of the assist audit is not due 
to the (sub)contractor’s action or inaction. 

(3) There is nonreceipt of technical evaluation reports when the results of such re
views are considered necessary and are so significant that they may have a material impact 
on the proposed costs, and the nonreceipt is not due to a contractor’s action or inaction 
(see D-301 and D-302). 

(4) The contractor’s proposal is evaluated through application of agreed-upon pro
cedures. 

b. When disclaiming an opinion, the auditor should state that the scope of audit was 
not sufficient to warrant the expression of an opinion. See report language for disclaimer 
of opinions on examinations in 10-200 and on agreed-upon procedures in 10-1009. 

9-212 Reporting the Audit Opinion in Price Proposal Audit Reports 

a. The certified cost or pricing data/data other than certified cost or pricing data pro
vided with the proposal (or for the limited elements/areas audited) may be completely 
acceptable (unqualified opinion), generally acceptable except for or subject to some spe
cific deficiency that is significant but has a limited impact on the proposal taken as a 
whole (qualified opinion), or unacceptable (adverse opinion). As with 9-205c above there 
is no set formula on when each type of opinion must be used. It depends on the auditor's 
judgment as to the significance of the problems noted. In other words, the auditor must 
consider the magnitude of the deficiencies found relating to the submitted certified cost or 
pricing data/data other than certified cost or pricing data. If no deficiencies (i.e., inadequa
cies or noncompliances) are found, then normally an unqualified opinion would be appro
priate. Deficiencies that are significant but have a limited impact on the proposal taken as 
a whole normally result in a qualified opinion. An adverse opinion would usually be war
ranted when the deficiencies have a significant impact on the proposal taken as a whole, 
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and as a result, render the proposal unacceptable as the basis for negotiation of a fair and 
reasonable price. 

b. Whichever of the three audit opinions is given (9-211), it should be reported as part 
of the summary portion (i.e., the "Results of Audit" section of 10-304) of the report. Nec
essary comments explaining the inadequacies in the certified cost or pricing data/data oth
er than certified cost or pricing data and how they influence the audit opinion are usually 
part of the "Scope of Audit" portion of the report. (This usually means these two sections 
closely complement and cross-reference each other.) 
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9-300 Section 3 --- General Evaluation Procedures for Cost Estimates 

9-301 Introduction 

a. This section presents general guidance on evaluation of contractors' estimates including 
preliminary survey procedures and overall audit policies. Guidance related to specific cost areas 
is included in the remaining sections of this chapter (e.g., material cost is in Section 4 and labor 
cost is in Section 5). 

b. This section is also intended to provide a general framework for the discussion on per
forming contractor estimating system compliance audits included in 5-1200. 

9-302 Adequacy of Cost Accounting System for Preparation of Price Proposals 

a. When the contract price is to be negotiated based on certified cost or pricing data, 
the contractor is required to certify that the data in support of the proposal are accurate, 
complete, and current (see 9-202b and FAR 15.403-4). The contractor's cost accounting 
system usually is a major data source used in preparing the proposal. In evaluating cost 
accounting system adequacy, the results of prior audits of materials, labor, indirect costs, 
budgeting function, etc., should assist in determining whether valid, reliable, and current 
costs are readily available (see 5-1207.3). When applicable, the contractor is also required 
to file a CAS Board Disclosure Statement certifying that the practices are complete and 
accurate as of the day of submission. The contractor is also certifying that the practices 
used in estimating costs in the proposal are consistent with the cost accounting practices 
disclosed in the statement. In evaluating the cost accounting system, determine that the 
actual estimating practices comply with CAS and the disclosure statement (see Chapter 8). 

b. To provide data required for cost estimating purposes, the contractor's cost account
ing system must contain sufficient refinements to provide, where applicable, cost segrega
tion for 

(1) preproduction work and special tooling; 
(2) prototypes, static test models, or mock-ups; 
(3) production by individual production centers, departments, or operations---as 

well as by components, lots, batches, runs or time periods; 
(4) engineering by major task; 
(5) each contract item to be separately priced; 
(6) scrap, rework, spoilage, excess material, and obsolete items resulting from en

gineering changes; 
(7) packaging and crating when substantial; and 
(8) other nonrecurring or other direct cost items requiring separate treatment. (See 

also 5-1207.3 and 5-1209.) 
c. Accounting data used in developing estimated costs must be valid and reliable. For 

example, in an accounting system which provides for lot costing, inadequate controls over 
job lot cutoffs may result in inaccurate lot cost data. This type of error could produce in
equitable results when lot cost trends are used in developing or evaluating costs for fol
low-on procurement. For this reason, an audit of internal controls is important. 
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9-303 Contractor Estimating Methods and Procedures-Cost Estimates 

a. A contractor's estimating method is influenced by the type of accounting system 
maintained and the statistical data available. Data supporting individual cost estimates 
may include: 

(1) directly applicable experience for an entire product, such as a follow-on pro
curement for a product already in production; 

(2) directly applicable experience for certain tasks comprising a new procurement 
similar to those accomplished under previous contracts; and 

(3) general or indirectly applicable experience represented by various ratios and 
percentage factors applicable to a common base. 
When experience ratios or percentage factors are used by contractors to derive related 
estimates for a current estimate, determine whether adjustments were made to reflect 
differences in complexity, production rate, contract performance period, and other fac
tors which influence the validity of the current estimate. 

b. Contractors may employ uniform procedures to prepare prospective price proposals 
or may justifiably use a variety of methods and procedures. Special problems may require 
a deviation from established procedures. It may be desirable in certain instances, from 
both the cost and time standpoints, to use overall or broad estimating procedures, rather 
than more precise, detailed methods; or it may be necessary to rely on the judgment of 
qualified personnel in design, production, and other fields. Variations in estimating proce
dures employed may be attributable to such factors as: 

(1) the relative dollar amount of each estimate, 
(2) the contractor's competitive position, 
(3) the degree of firmness of specifications related to a new item, and 
(4) the available cost data applicable to the same or related products/services previ

ously furnished. 
c. Regardless of whether the contractor has based an estimate directly on past incurred 

costs, ensure that cost estimates for future work are based on correction of any past or 
current inefficient or uneconomical contractor practices. For example, if the proposed 
engineering or manufacturing productivity is less than that reasonably achievable by the 
contractor in performing the proposed contract, the cost difference between the proposed 
productivity and the more likely achievable productivity should be questioned in the audit. 
Also question the impact of any cost avoidance recommendations using the criteria in 9
308. (See also 5-1209.) 

d. There are various methods of preparing cost estimates. The most frequently used are 
the detailed, comparison, and roundtable methods or a combination of the three. 

(1) The detailed method requires the accumulation of detailed information to arrive 
at estimated costs and typically uses cost data derived from the accounting system, adjunct 
statistical records, and other sources. The information often includes specifications; draw
ings; bills of material; statements of production quantities and rates; machine and work
station workloads; manufacturing processes, including the analysis of labor efficiency, 
setup and rework, and material scrap, waste, and spoilage; data determining plant layout 
requirements; analysis of tooling and capital equipment, labor, raw material and purchased 
parts; special tools and dies; and composition of the indirect cost pools. 

(2) The comparison method is used when specifications for the item being estimat
ed are similar to other items already produced or currently in production and for which 
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actual cost experience is available. Under this method, requirements for the new item are 
compared with those for a past or current item, the differences are isolated, and cost ele
ments applicable to the differences are deleted from or added to experienced costs. Ad
justments are also made for possible upward or downward cost trends. 

(3) The roundtable method is used to estimate the cost of a new item when there is 
no cost experience or detailed information regarding specifications, drawings, or bills of 
material. Under this method, representatives of the engineering, manufacturing, purchas
ing, and accounting departments (among others) develop the cost estimates by exchanging 
views and making judgments based on knowledge and experience. This method has the 
advantage of speed of application and is relatively inexpensive, but may not produce 
readily supportable or reliable cost estimates. When this method is used, technical assis
tance may be required to evaluate the resultant cost estimates. 

9-304 Price Proposals Format and Support 

a. Contractor price proposals required by FAR 15.403 /DFARS 215.403-1 to be sub
mitted with certified cost or pricing data must also be submitted with the first page of the 
proposal including the details specified by FAR 15.408, Table 15-2, if Table 15-2 is being 
used. Departments which contribute data to the proposal may include, among others, ac
counting, cost control, budgeting, estimating, planning, purchasing, production control, 
engineering, drafting, publications, and sales. In addition to the cost data contained in the 
accounting system, adjunct statistical records and data may be maintained and used in 
preparing cost estimates. The data may include bills of material, vendor quotations and 
catalogs, blueprints, value analysis reports, labor efficiency reports, sales budgets, and 
indirect cost budgets. Contractors may also prepare time series charts, scatter charts, learn
ing curves, and other forms of graphic analysis in developing cost estimates. 

b. To expedite the audit process, the Agency has developed criteria which can be used 
to evaluate the adequacy of the basic supporting data and information submitted with the 
proposal. This form is available on the DCAA Intranet and the APPS (file name 
ADEQUACY). 

c. When coordinating with the responsible Government procurement and technical 
representatives, solicit the contractor's cooperation in reaching an informal agreement on 
types of data and information to be submitted with a proposal or to be made available at 
the beginning of the audit. 

d. If not already provided electronically, request the contractor to submit its proposal 
and supporting data in electronic media (e.g., CD-ROM, on-line access). The data should 
be in an acceptable format for processing on DCAA computers. 

9-305 Coordination with Contracting Officers 

a. The organizational relationship of auditors with contracting officers and their repre
sentatives is discussed in 1-400. A close working relationship is essential for complete and 
meaningful evaluations of contractors' cost estimates. 

b. Contracting officers, through proper coordination and utilization of members of the 
procurement team (including engineers, lawyers, price analysts, and contract auditors), 
must ensure that contractors' price proposals have been prepared on a sound basis and are 
evaluated in sufficient depth to support an informed opinion regarding reasonableness. 
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The contracting officer is responsible for requiring the timely submission of needed data. 
Each member of the team is responsible for making recommendations in his or her respec
tive area. 

c. The auditor will perform financial evaluations and analyses requiring access to the 
contractor's records. These analyses will cover both the adequacy of statements of current 
costs and the adequacy and reasonableness of projections to the extent information rele
vant to such projections can be obtained from the contractor's records. These evaluations, 
for example, might cover material prices and quantities; labor hours and rates; and the 
elements of the various indirect cost pools and their distribution. As used in this para
graph, "records" include, among other things, historical cost records, cost ledgers, pur
chase orders, subcontractor and vendor quotations, budgets, forecasts, learning curve 
computations, and similar cost and forecasting data. 

d. Administrative procedures to coordinate: 
(1) a PCO request for audit or technical review of a prime contractor price proposal 

or 
(2) an ACO, PCO, or auditor request for audit or technical review of a lower-tier 

contractor price proposal are described in 9-103, 9-104, 9-108, and Appendix D. 
e. The manner in which information furnished by the auditor is used in negotiation is 

the responsibility of the contracting officer. Where the contracting officer fails to accept 
an audit recommendation and the auditor believes that this action has a significant or con
tinuing impact on the reasonableness of the price or on administration of the contract, and 
in addition, feels that there is an opportunity for useful corrective action, the auditor 
should report the situation to his or her supervisor (see 4-803 and 15-600). 

f. The type of contract to be awarded and the contract provisions are the responsibility 
of the contracting officer. When an evaluation of the contractor's operation indicates that 
the contemplated contract type would not be in the Government's best interest because of 
the contractor's type of business, accounting system, production of similar items for com
mercial purposes, or other reasons, recommend that the contracting officer consider a dif
ferent type of contract. Also advise the contracting officer when proposed contract provi
sions appear inappropriate or undesirable (see 3-300). 

9-306 Use of Specialist Assistance in Price Proposal Technical Evaluations 

a. An important aspect of a proposal evaluation is determining the reasonableness of 
material and labor estimates. Audit tests of these estimates may require the assistance of 
technical specialists. 

b. Specialist assistance is usually obtained when the contractor's support for the cost 
being audited is not based on accounting or financial data and the auditor cannot effi
ciently or effectively determine the reasonableness of the costs through alternative 
means. However, the decision to use specialists should be reached only after consider
ing the type of risk factors described in 9-402.2 and 9-501. These risk factors and others 
may indicate that specialist assistance is not necessary. 

c. Detailed procedural guidance is presented in Appendix D to assist in: 
(1) deciding whether technical specialist assistance is needed, 
(2) identifying what type of assistance is needed, 
(3) requesting the assistance, 
(4) achieving good communications with technical specialists, and 
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(5) reporting on the use of technical specialists or the impact of their nonavaila
bility. 

d. Statement on Auditing Standards (SAS) No. 73, "Using the Work of a Specialist," 
requires auditors to exercise professional judgment when the work of a specialist is re
quired, including a determination of the type of technical expertise needed, and provides 
guidance on using the specialist's findings. It notes that while the appropriateness and 
reasonableness of methods or assumptions used and their application are the responsi
bility of the specialist, the auditor should obtain an understanding of these matters to 
determine whether the findings are suitable for corroborating the cost representations. 

9-307 Incorporating Technical Evaluations into the Audit Report 

Refer to Appendix D for requirements on evaluating the work of a technical special
ist and referencing the specialists work in the audit report. 

9-308 Incorporating Cost Avoidance Recommendations into Audits of Price 
Proposals 

a. In evaluating the reasonableness of proposed cost elements (including direct labor 
and material quantities and prices, other direct costs, and indirect costs), consider what 
it should cost to supply the proposed items assuming the offeror operates with reasona
ble economy and efficiency. Auditors use contract audit procedures where applicable to 
assist the procuring contracting officer in meeting his or her obligation (FAR 15.404
1(c)(2)(ii)) to ensure that the effects of any inefficient or uneconomical contractor prac
tices are not projected into future contract prices. Useful tutorial material on this con
cept is contained in the Air Force Institute of Technology (AFIT) and the Federal Ac
quisition Institute (FAI) Contract Pricing Resource Guides, specifically volume III. The 
internet address is 
http://www.acq.osd.mil/dpap/cpf/contract_pricing_reference_guides.html. 

b. Operations audits performed as discussed in 14-500 provide one key source of 
information about inefficient or uneconomical contractor practices which should be 
considered in each proposal audit. The audit program for each price proposal evaluation 
will provide for assessing each cost avoidance recommendation from operations audits 
at the contractor, to determine if there is a significant impact on the proposal. As cir
cumstances develop (for example, the contractor implements a recommended cost 
avoidance or a cost avoidance proves not applicable to a certain product line), the pro
posal impacts can be expected to vary. Therefore, a reassessment should be made in 
each proposal evaluation. 

c. Any significant impact of cost avoidance recommendations will be reflected as ques
tioned costs in the audit of price proposals when all of these criteria are met: 

(1) The findings and recommendations have been discussed with the contractor as 
provided by 4-304.5. It is not necessary to have issued the operations audit report, or have 
received the contractor's reaction to the findings and recommendations. However, the pro
posal impacts should be adjusted as these events occur, if they result in adjustment of the 
recommended cost avoidance. 

(2) The proposal audit has established that the recommended cost avoidance is ap
plicable to the proposed contract performance and is not reflected in the contractor's esti-
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mated costs for the proposal. Note that a cost reduction may not be reflected in the pro
posal even though the contractor has agreed to make the needed improvements, or even if 
the recommendation has been implemented. Take care not to question costs: 

(a) for a time period before the contractor could reasonably achieve the recom
mended economy or efficiency improvement, 

(b) for work areas where the recommendation does not apply, or 
(c) for proposal elements that adequately anticipate the expected cost reduction. 

Technical assistance (see 9-103 and 9-306) may be needed on these points, especially 
where the proposed costs are based on assumed future conditions or performance methods 
that would differ from those in effect when the cost avoidance recommendation was de
veloped. 

(3) The impact calculated for the specific proposal reasonably reflects the contrac
tor direct and indirect start-up costs and investment amortization necessary to achieve the 
recommended cost avoidance, allocated using the contractor's established cost accounting 
practices. 

9-309 Evaluation of Methods and Procedures-Cost Estimates 

a. Evaluation of a contractor's estimating methods and procedures may be divided 
into two broad areas: first, an evaluation and understanding of the contractor's pre
scribed methods and procedures; and second, an evaluation and understanding of the 
methods and procedures actually used in preparing the cost estimate. Work in these two 
areas may be performed concurrently or separately using, as a reference point, past or 
current cost estimates prepared by the contractor. In either case, consider the findings in 
both of these broad areas when planning and developing the audit program (see 5-1200). 

b. The auditor's objective in these two areas is to examine the available data to the ex
tent necessary to: 

(1) form a sound opinion on the validity of the methods and procedures used to 
develop the cost estimates, and 

(2) make sound judgments on the extent and nature of testing to be done in areas 
requiring further examination. 
Also determine whether the results of recent estimating system compliance audits (5
1200) indicate that the estimating system is reliable enough to allow reduced audit effort 
on individual price proposals. 

c. The extent of the auditor's evaluation may be influenced by the: 
(1) experience gained in comparing earlier estimates with applicable actual costs, 
(2) degree to which the contractor's estimating procedures agree with the account

ing procedures, 
(3) timeliness and depth of evaluation given contractors' estimating methods and 

procedures by other Government representatives, and 
(4) results of operations audits that affect future costs. 

d. Recommend changes in estimating methods and procedures when the evaluation 
indicates existing procedures are inadequate or improper. 
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9-310 Deficiencies in Specific Cost Estimates 

a. This section deals with deficiencies in specific cost estimates versus deficiencies in 
overall certified cost or pricing data covered in 9-205. When any of the following defi
ciencies are encountered and are significant, the auditor should immediately notify both 
the ACO and the PCO in accordance with the guidance contained in 9-205. 

b. Deficiencies in cost estimates can result from a number of things. A few examples 
of these are: 

(1) the use of incorrect, incomplete, or noncurrent data; 
(2) the use of inappropriate estimating techniques; 
(3) the failure to consider or use all applicable factors or necessary techniques; 
(4) the improper use of an estimating technique; 
(5) an apparent deliberate concealment or misrepresentation of the data supporting 

the estimate either in the historical data from prior contracts or in the supporting docu
ments prepared specifically for the proposal (see 4-700); or 

(6) the failure to estimate in a manner consistent with the disclosed or established 
accounting procedures as required by CAS 401 (see Chapter 8). 

c. If the proposal method and/or the condition of the underlying data have caused the 
proposal to not meet the audit criteria (e.g., FAR Parts 15 and 31, CAS), the auditor 
should immediately discuss the potential noncompliance with the contractor to ensure an 
accurate understanding. If a noncompliance is confirmed, the auditor should plan and per
form procedures to develop the elements of the finding that are relevant and necessary to 
achieve the audit objectives. One of the key elements of a finding discussed in the profes
sional standards is the effect. The effect is a clear link to establish the impact of the differ
ence between the contractor’s noncompliant estimate and the estimate made to comply 
with the audit criteria. Presenting the effect serves to establish the consequences of the 
finding. In many cases, the effect can be determined by using the proposal data provided 
by the contractor and applying the applicable audit criteria (e.g., FAR, CAS). For exam
ple, a quote furnished by the contractor shows a quantity discount not considered in the 
proposed value and the auditor concludes that the estimate does not comply with the crite
ria found in FAR 31.205-26(b)(1). In quantifying the effect, the auditor determines the 
difference between the proposed value and the quoted price adjusted to reflect the dis
count, and reports the difference as questioned costs. 

Fully developing a finding of noncompliance may require evidence that is neither 
included with the proposal nor referenced. The auditor can and should request additional 
documentary evidence considered necessary to fully develop the finding. Table 15-2 at 
FAR 15.408 (Note 2) provides for access to books, records, documents, and other types of 
factual data (regardless of form or whether the data are specifically referenced or included 
in the proposal as the basis for pricing) that will permit an adequate evaluation of the pro
posed price. The auditor should take the necessary steps to identify and obtain the evi
dence needed from the contractor, which may include requesting assistance from the ACO 
and/or PCO (see 10-304.8c). If the contractor denies us access to the needed records, reso
lution should be pursued following the guidance at CAM 1-504.5. 

The auditor is not limited to contractor-furnished data in developing a finding. It 
may be necessary to obtain data from third-party sources to quantify the effect of the non
compliance. Regardless of the source of the audit evidence, the auditor should make every 
practical attempt to fully develop the effect of the noncompliance and present the amount 
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in the report Exhibit as questioned costs. Developing the elements of an audit finding that 
are relevant and necessary to achieve the audit objectives does not impair auditor inde
pendence. 

When we have made all practical attempts to obtain the appropriate evidence and 
apply the necessary procedures, yet the auditor is still unable to reach a definitive conclu
sion on the proposed costs because the contractor evidence is incomplete or otherwise 
inadequate, the auditor should report any questioned costs identified and report unsupport
ed cost where the evidence remains incomplete or inadequate. This approach optimizes the 
auditor ability to render an informed audit opinion while providing report users with as 
much information as possible to assist the Government in reaching a fair and reasonable 
price. 

The auditor should also determine if the identified cost estimate deficiency repre
sents a noncompliance with the estimating system requirements at DFARS 252.215
7002(d)(4). If a noncompliance is confirmed, a separate business system deficiency report 
assignment should be immediately established. Because of the importance of timely com
munication of such business system noncompliances, issue the deficiency report as soon 
as possible. The auditor should prepare the draft report and coordinate it with the contrac
tor at the time the deficiency is found, rather than waiting until the proposal audit is com
pleted. This procedure will provide for issuing the deficiency report at the same time or 
shortly after the proposal audit report is issued. Give the contractor a reasonable amount of 
time to comment on the draft report, usually 1 to 2 weeks. If the contractor does not re
spond within the timeframe requested, the auditor should issue the estimating system defi
ciency report without the benefit of the contractor's response and explain in the report that 
the contractor was provided an opportunity to respond but did not do so within the availa
ble time. This report should address each noncompliance with the estimating system re
quirements, including those that represent a significant deficiency/material weakness and 
those that are less severe than a significant deficiency/material weakness, yet important 
enough to warrant the attention of responsible contractor officials. Both the deficiency 
report and the proposal audit report will note that the separate deficiency report is an inte
gral part of the examination engagement and each report will reference the other. 

d. A separate deficiency report is not required if the estimating deficiency has been 
reported previously and the contractor's corrective action is currently being monitored by 
the Government. Such deficiencies are listed in the Contractor’s Organization and Systems 
section of proposal reports, as described in 10-306, until they are resolved. In addition, the 
explanatory notes of the price proposal audit report should describe the cost impact of any 
outstanding significant deficiency which affects the proposal. 

e. Items that would normally be identified in an estimating system deficiency report 
when encountered include but are not limited to the following (also see 5-1200 and 10
400): 

(1) The lack of clearly documented policies, standard procedures, and methods 
covering the contractor's estimating system. (Use judgment on the level of detail needed 
by small contractors with less than $50 million per year in Government sales derived from 
proposals based on certified cost or pricing data.) 

(2) Nonexistent, out-of-date, or inadequate support for factors used in the proposal 
(such as raw material, attrition, or normal production allowance). 

(3) Failure to perform an adequate evaluation of proposed subcontracts prior to 
submission of the proposal. 
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(4) The lack of budgetary data beyond the current contractor fiscal year. 
(5) Contractor policies requiring that all production effort remain within the com

pany, regardless of the comparative cost of the effort. 
(6) Proposing material on a stand-alone basis without considering other known 

requirements (spares, related programs, other production lots) that might be ordered at the 
same time. 

(7) Proposing costs based on vendor quotes without considering historical data in
dicating that prices ultimately negotiated with vendors are lower than the prices quoted. 

(8) Not considering or selectively using historical cost experience for similar pro
grams. 

(9) Not considering residual inventories. 
(10) Applying escalation to firm vendor quotes. 

f. This reporting policy does not negate the requirement for in-depth analysis of estimat
ing procedures and practices. Periodic estimating system audits (5-1200) are still required. 
The frequency of these periodic audits may vary dependent upon the items identified in the 
deficiency reports. 

g. When an estimating system deficiency is identified, consider whether the condition 
is likely to constitute defective pricing if not revised prior to negotiation and agreement on 
a contract price. If the auditor concludes the cost estimate is not current, accurate, or com
plete, take the following actions: 

(1) Inform the contractor and request it take the necessary corrective action. Seek 
contracting officer assistance where applicable. 

(2) Attempt to obtain the necessary evidence and develop the finding through audit 
means. 

(3) If the contractor does not correct potentially defective certified cost or pricing 
data and time or resource constraints make it impractical to sufficiently develop a finding 
(i.e., quantify the impact of the deficiency), the audit report should advise the contracting 
officer of the inadequacies in the contractor's proposal (also see 9-205). 

(4) For all proposals or other audits subject to U.S.C. 2306a, complete a Defective 
Pricing Lead Sheet (DCAAF 7640-22b) to rate the proposal for defective pricing potential. 
After completion of both parts, the original will be placed in the permanent file with a 
copy remaining in the audit working papers. 

9-311 Evaluation of Individual Cost Estimates and Cost Realism 

a. As appropriate, procedures should include: 
(1) a review of operations audit findings and recommendations, including cost 

avoidance recommendations that have an impact on proposed costs (9-308); 
(2) an analysis of reports of noncompliance with CAS and FAR Part 31 for possible 

application of the findings to proposal evaluations; 
(3) reviews of available written estimating procedures; 
(4) discussions with contractor personnel; 
(5) examination of the methods and procedures actually followed; 
(6) consideration of the data developed and the manner in which they were used; 
(7) comparisons of past cost estimates with incurred costs; and 
(8) analysis of cost trends. 

b. Obtain information related to the following areas: 
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(1) The contractor's organization with emphasis on the various segments participat
ing in cost estimating. 

(2) The estimating methods and techniques actually used and the nature of the un
derlying data and judgments supporting each cost element. 

(3) The attention given to special terms either contained in the request for proposal 
or to be imposed by the contract. 

(4) The availability and use made of accounting, statistical, budgetary, and other 
data. 

(5) The extent company-wide forward pricing factors are developed and used when 
preparing the cost estimates and whether these pricing factors are current (see 9-1200). 

(6) The graphic analysis (such as time series and correlation charts) used in prepar
ing the estimate. 

(7) The degree of consistency between cost classifications used for cost accounting 
purposes (direct and indirect costs) and those used for cost estimating purposes, and the 
reasons for significant differences, especially on proposals submitted for like or similar 
items. 

(8) The types of products manufactured and the manufacturing processes involved. 
This includes information from continuous monitoring of the manufacturing process for 
the effects of changes and/or modernization (see 14-800). 

(9) The reliability of prior cost estimates, including an evaluation of cost areas 
where significant differences exist between estimated and actual costs and the reasons for 
these differences. 

(10) The contractor's managerial controls and review procedures (to ascertain 
whether cost estimates were prepared using established company practices). 

(11) The relationship of the contractor's technical proposal to the cost estimate. The 
technical proposal may contain information such as descriptions of the items to be produced, 
production schedules, cost estimating plans, adequacy of tooling on hand, and the specific 
instructions furnished each department responsible for preparing cost elements contained in 
the proposal. 

9-311.1 Evaluation of Indirect Versus Direct Cost Classification 

a. Evaluate the contractor's cost classification for consistent treatment of cost elements 
to determine whether the treatment given direct and indirect costs in estimating parallels 
the accounting treatment of incurred costs as required by CAS 401 and 402. Inconsisten
cies should be analyzed and the reasons for different treatment explained. A violation 
should be reported as a CAS noncompliance. 

b. Compare the pattern of direct and indirect cost treatment of the proposal being au
dited with the current CAS Disclosure Statement and with other proposals recently sub
mitted, particularly when the end items involve similar work. When the estimating basis is 
different, the difference should be thoroughly explored. 

c. Differing direct versus indirect criteria among competitors and the exercise of spe
cial allocation provisions of certain Cost Accounting Standards requires that considerable 
attention be directed to consistency. Although differences are natural consequences of 
varying circumstances, be careful to avoid perceptions that inconsistent audit applications 
are causing or contributing to the accounting differences. Price proposal audit reports 
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should clearly identify unusual cost accounting practices having a significant impact, par
ticularly those requiring the use of any special allocation provisions. 

9-311.2 Evaluation of Consistency in Estimating and Accounting 

CAS 401 requires that the methods used for estimating costs should be consistent 
with the methods used for recording or accounting for costs. However, examination 
might disclose, for example, that while actual costs are used in estimating costs, stand
ard costs are used in recording costs. Under these circumstances, compare the amounts 
shown for a selected number of items extended at suppliers' actual prices with the 
amounts for the items obtained by applying established standards and related variances. 
This comparison should allow the auditor to evaluate the propriety of the cost estimate 
and to identify possible inequities resulting from using an estimating method which 
differs from the method used in accounting for costs. Similar comparisons could be 
made in other cost areas. 

9-311.3 Comparison of Estimated and Actual Costs 

When applicable, compare prior cost estimates with costs incurred. The information 
gained will not constitute conclusive evidence of the reliability of the contractor's cost 
estimating methods and procedures, but may disclose significant differences between es
timated and actual costs. Reasons for the differences should be ascertained and considered 
in evaluating the reliability of the estimating methods/procedures and in determining the 
extent of selective tests in areas requiring further analysis. 

9-311.4 Cost Realism Analyses 

Guidance on Cost Realisms is currently under revision. In the meantime, the guidance 
in MRD 07-PSP-030, dated September 5, 2007, and 10-PSP-028, dated October 7, 2010, 
should be followed. 

9-312 Pre-Established Forward Pricing Rates and Factors 

Formal or informal agreements between contractors and the Government may exist 
which establish certain cost factors for use in forward pricing actions during specified time 
periods (such as forward pricing rate agreements and formula pricing agreements---a sys
tematic method of pricing a large volume of small acquisitions). These factors may in
clude indirect cost rates, labor hour rates, material and labor variances, material handling 
rates, and allowances for scrap and obsolescence. See 9-1200, FAR 15.407-3 and 42.17 
for detailed guidance on the audit of forward pricing rate and formula pricing agreements. 
Periodically determine whether present conditions or intervening occurrences negate cur
rent applicability of these types of pre-established cost factors. Circumstances which may 
adversely affect their continued applicability are changes in business volume, changes in 
market conditions affecting material or labor costs, savings accruing from cost reduction 
programs, changes in manufacturing processes used to make products, and changes in the 
accounting treatment of direct and indirect costs. Board of Directors minutes may docu
ment major decisions that affect the above areas (see 5-109.2 and 14-605a.). 
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9-313 Evaluation of Cost Estimates After Costs Have Been Incurred 

Under certain circumstances, a contractor's submission is evaluated after all or a portion 
of the costs have been incurred, such as in the case of pricing proposals, contract status re
ports, termination claims, and delay claims. In these cases, the audit of the submission 
should not be limited merely to a comparison with the actual costs. Refer to the appropriate 
section of CAM for pertinent guidance relative to the specific audit being performed. 

9-314 Cost Estimates Based on Standard Costs 

Guidelines for evaluating the validity of historical costs derived by using standard costs 
and related variances are contained in Chapter 6. The same guidelines apply when standard 
costs and related variances are used in preparing cost estimates. The basic principle underly
ing the use of standard costs in estimating is that the standard cost plus the estimated vari
ance must reasonably approximate the expected actual cost. 

9-314.1 Estimates Based on Revised Standards 

A contractor may revise direct material and direct labor standard costs, adjusted by 
estimated variances, to develop direct material and direct labor cost forecasts. Review 
the basis for revising the standards and decide whether the estimated variances have 
been properly adjusted to reflect the changes made in the standards. When revised 
standards reflect only certain historical cost changes, the related variances must be ad
justed so that the two combined will approximate the anticipated actual cost. 

9-314.2 Variance Analysis 

a. Direct material and direct labor cost variances may be segregated by contributing caus
es (such as price and rate variances, use and efficiency variances, and variances caused by 
make or buy decisions) and by product lines (with homogeneous products) to produce rea
sonably accurate prime product costs. When variances are segregated, make comparative 
studies of historical costs and cost trends. For this analysis, consider employing techniques 
such as 

(1) time series charts, plotting the percentage relationship of a major direct vari
ance element (material or labor) to related standard costs within the product line, and 

(2) improvement curves, plotting the unit or cumulative average direct material or 
direct labor costs (standards and related variances) for successive quantities of end 
products produced. 

b. Measure the effect of anticipated changes so that historical costs may be adjusted 
to a basis comparable to that underlying the forecasts. Adjustments may be necessary 
when the following conditions exist: 

(1) The planned production within a product line may be of a continuing nature, 
whereas, in prior periods, a number of related products were initially put into production 
causing high start-up prime costs. 

(2) The planned sales and production volume within a product line may be substan
tially higher or lower than previous periods. Changes in volume have an impact on quanti-
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ty discounts on direct material purchases, direct labor efficiency, and other factors which 
contribute to variances from standard costs. 

(3) The planned reduction in inventories on hand may lead to unusual rework effort 
and result in high nonrecurring variance cost. 

(4) The planned changes in make or buy policies for specific components and in the 
product mix within a product line may have an impact on direct material and direct labor 
variances previously caused by a volume change. 

9-314.3 Variances by Product Line 

When standard costs and the related experienced variances are used by a contractor in 
estimating prime costs, establishing the reasonableness of the estimates will be difficult 
unless the contractor's accounting system provides for segregation of variances by product 
lines. Analyze recorded product line data to determine whether the contractor's estimate 
reasonably approximates expected actual costs. Available statistical analyses of the vari
ances may provide more appropriate costs for specific products than recorded overall vari
ances. Statistical data of this type may be used to appraise direct material or labor cost 
estimates based on applying overall variances to standard costs. 

9-314.4 Consistency in Using Standards 

When a contractor employs standard costs and submits multiple proposals, the direct 
material and direct labor standard costs should be consistent for pricing all procurements. 
Verify that standards are current before they are compared with cost estimates. However, 
these standard costs are generally not applicable for pricing items: 

 not in continuous production, 
 being phased out of production, or 
 being produced under special production runs. 

9-315 Evaluation of Statement of Income and Expense 

a. In some circumstances, the contractor's Statement of Income and Expense should 
be evaluated for each organizational element comprising a profit center with its own 
cost estimating and proposal responsibility. Consider for further study and operations 
audits areas of favorable or unfavorable results of operation. Comparisons should also 
be made to the contractor's budgets as discussed in 5-500. In considering what areas 
might warrant further study, attempt to identify those factors which influenced operating 
results without reflecting on the soundness of the contractor's estimating procedures. 
Examples of these factors are unusually high profit rates compared with the estimated 
rates because of the introduction of more efficient production and management tech
niques, or unusually low rates of profit (or losses) resulting from deliberate low bids 
because of competition. 

b. When a detailed study is to be made, obtain any further segregations of the income 
and expense statement that are available. This includes segregation by: 

 commercial business; 
 Government business; or 
 major categories of Government business by product, contract, and type of contract. 
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The analysis should compare the segregated data with the corresponding data shown in 
sales forecasts, company budgets, and cost estimates used by management in the conduct 
of the business. 

c. Be alert to situations where the profit rates, based on an analysis of financial state
ments or other summary information, appear to be out of line (e.g., significantly higher 
than would be anticipated based on the profit rates negotiated). In these cases, determine 
the reason(s) for the high profits. Consider the results of this evaluation during future pro
posal, estimating system, and defective pricing audits. 

9-316 Evaluation of Contractor Cost Controls 

a. The adequacy and effectiveness of the contractor's system for controlling costs 
should be evaluated. This is done to decide whether the projected costs are being consid
ered when preparing cost estimates. In other words, are there controls on the cost level 
used to control operational costs over a selected time period (budgets) and to do they 
achieve specific cost reductions (efficiency studies)? The evaluation of the cost controls 
should include the following: 

(1) an analysis of the contractor's budget system---preparation of the budgets, oper
ations covered, its use in controlling costs, relationships of the various segments contained 
in the overall budget, and comparisons of past estimates with costs actually incurred; and 

(2) an analysis of past, current, and planned cost reduction programs with emphasis 
on the nature of the programs, the cost savings achieved, and cost savings goals 
established for future periods. 

b. Many major Government contracts contain clauses requiring an approved Earned 
Value Management System (EVMS) for performance measurement on selected acquisi
tions (11-200). On proposals expected to result in contracts covered by DFARS clause 
252.234-7002, EVMS, when a contractor has proposed to use a previously accepted 
EVMS, the auditor should provide comments on any deficiencies that are affecting the 
EVMS on other contracts. These comments should include the impact of other contractor 
system deficiencies (such as those disclosed during audits of material management and 
accounting systems, labor, other accounting systems, budgets, and billing systems) that are 
being reported EVMS surveillance reports (11-203.5.c). Provide the comments in the ap
plicable note or an appendix to the proposal audit report (see 10-306 and 10-308). 

9-317 Evaluation of Cost Reduction Programs 

a. Cost reduction programs include: 
(1) value engineering, 
(2) work simplification, 
(3) design review, 
(4) time and motion studies, 
(5) organizational structure reviews, and 
(6) suggestion and energy conservation programs. 

These programs provide for greater economy and efficiency and may also indicate the 
effectiveness of a contractor's operations. Except for "value engineering," the general na
ture of these programs is adequately described in the titles. According to FAR 48.101, 
value engineering is a "formal technique by which contractors may: 
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(1) voluntarily suggest methods for performing more economically and share in any 
resulting savings or 

(2) be required to establish a program to identify and submit to the Government 
methods for performing more economically. 
Value engineering attempts to eliminate, without impairing essential functions or charac
teristics, anything that increases acquisition, operation, or support costs." 

b. In evaluating cost estimates, determine whether the contractor has considered specif
ic cost reductions anticipated resulting from cost reduction programs other than value en
gineering. FAR Part 48 contains a discussion of the contract provisions that cover value 
engineering incentives and value engineering program requirements and their impact on 
pricing. 

9-318 Evaluation of Plans for Plant and Facility Improvements 

Some contractors are accomplishing substantial technological advancements on the 
factory floor. Improvements in the contractor's plant and facilities frequently generate 
substantial reductions in labor and material requirements. Evaluate the contractor's plans 
and budgets for improvement of plant and facilities (see 14-600) during the proposed con
tract period and ascertain whether applicable production cost reductions are reflected in 
the cost estimates. Evaluate the data submitted by the contractor to justify any new or ad
ditional Government-furnished equipment or other facilities scheduled to be provided and 
the timetable for implementation of new equipment and manufacturing processes. The 
contractor's justification for these items normally will provide a good basis for determin
ing whether applicable cost reductions are reflected in new work cost estimates. 
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9-400 Section 4 --- Evaluating Direct Material Cost Estimates 

9-401 Introduction 

a. This section presents guidelines for evaluation of direct material cost estimates. 
b. Direct material costs may include estimates for raw materials, purchased parts, sub

contracted parts, packaging, freight, interdivisional transfers, vendor tooling, and other 
material directly identified with the engineering effort or the manufacture of a product. If 
the costs of scrap, spoilage, rework, process loss, obsolescence, and similar items can be 
reasonably estimated through the development of forward pricing factors or other means, 
then these should also be charged direct. It is important, however, to ensure that the meth
od of estimating and costing these items complies with the applicable Cost Accounting 
Standards (see Chapter 8). 

c. When direct material cost estimates are evaluated, the auditor should consider both 
the validity of the estimated prices and the quantitative and qualitative material require
ments. Appendix D and 9-306 provides detailed guidance on the technical review aspects 
of material cost estimates and the procedures for requesting assistance. 

9-402 Direct Materials Estimating Methods 

a. The method of estimating direct material cost depends on the type of accounting and 
statistical data available to the contractor and the bases for this data. The available data 
may be based on directly applicable experience for: 

(1) an entire product, as in the case of follow-on procurement, or 
(2) certain parts and components comprising a product, as in the case of an estimate 

for an item substantially similar to or related to an item previously produced. 
The data may also be based on general production standards or on previous production 
experience. Examples include factors like direct material cost per pound of product and 
ratios of direct material to direct labor for similar products. 

b. The four basic procedures for estimating direct material are: 
(1) estimate quantity requirements; 
(2) determine raw material requirements, convert measurements as necessary, and 

estimate actual yields; 
(3) estimate current prices; and 
(4) adjust estimated prices for cost trends and quantities and project total cost. 

Note that prior to applying these procedures, the auditor should analyze individual materi
al estimates from a qualitative perspective to ensure that the proposed material effectively 
satisfies the Government's requirements. 

9-402.1 Source of Material Cost Estimates 

Information on which to base direct material cost estimates usually may be obtained 
from one or a combination of the sources listed below: 

(1) Cost records, appropriately adjusted, for the last completed contract. 
(2) Cost records for the last lot or a selected number of lots for the last completed 

contract. 
(3) Experienced direct material costs, plotted on an improvement curve, for the 

same or similar product or components. 
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(4) Priced bills of material. 
(5) Appropriately adjusted, priced bills of material for a related product. 
(6) Direct material costs incurred for a pilot run of a prototype model. 
(7) A prior cost estimate adjusted to reflect current needs. 
(8) A budget prepared for the period during which the same or similar item was 

produced. 
(9) Experience factors and ratios established for related or unrelated products of 

similar size and complexity. 
(10) Operations time sheets. 
(11) Engineering drawings. 

9-402.2 Extent of Auditor's Evaluation 

a. Direct material cost estimates should be evaluated based on the validity of the 
estimated prices and the quantitative and qualitative material requirements. Factors 
which influence the scope of audit include: 

(1) the materiality of the proposed direct material costs, 
(2) the adequacy of the contractor's material related certified cost or pricing data 

(see 5-1200), 
(3) the adequacy of the contractor's estimating procedures for determining material 

requirements (see 5-1204.1), 
(4) the extent to which actual estimating and material requirements practices follow 

established procedures, 
(5) the contribution of other Government representatives in evaluating the quantita

tive and qualitative requirements for a specific proposal, and 
(6) the results of operations audits of material related functions. 

The contractor's classifications of direct materials in cost estimates must be consistent 
with classifications in the accounting system, as required by Cost Accounting Standard 
401. Inconsistencies should be brought to the contractor and the contracting officer's atten
tion so that appropriate action can be taken. 

b. Whenever the auditor needs the assistance of a specialist to form an opinion on the 
measurement of costs, such assistance should be obtained. The auditor should: 

(1) identify the specific type of assistance needed, 
(2) communicate with the technical specialist, and 
(3) assess the impact of technical specialist findings in formulating the audit opin

ion (see 9-306 and Appendix D). 

9-403 Price Proposals Bill of Material Evaluations 

a. A properly prepared bill of material (BOM) generally will provide a sound basis for 
estimating direct material costs. The BOM will usually contain a detailed listing of the 
types and quantities required for raw material and for each component and part. It may 
also include allowances for expected losses; defects; spoilage during processing; scrap 
generated; common supply items such as welding rods, nuts, bolts, and washers; or other 
additives to the basic material requirements. When it contains only the basic material re
quirements, loading factors stated as a percentage of material costs may be applied to pro
vide for expected costs of material losses and common supply items. The auditor needs to 
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ensure, however, that the estimated costs supporting these loss allowances or loading factors 
are not also included in the contractor's indirect cost estimates in noncompliance with CAS 
401 or 402 (see 8-401 and 8-402). 

b. At some contractor locations there may be both an engineering and manufacturing 
BOM. The engineering BOM will list all parts required to produce the end products. 
However, engineering may be unable to estimate certain quantity requirements such as 
length of wire. In such a case, manufacturing will develop detailed material requirements 
in the form of a BOM that will be used as a manufacturing aid. The auditor can use this to 
further define the material requirements of the engineering BOM. 

c. Bills of material at large contractors are usually loaded into computer data bases 
which provide the capability to request information in many formats. Additional infor
mation such as description, where-used, item number, and dollar value may also be avail
able in the data base. 

d. A BOM can usually be provided for an end product or any subassembly. The most 
common sorts are: 

(1) Part Number Ascending Order. This bill of material is sorted by ascending part 
number showing total quantity required for each part of an end item. A detailed report may 
give further information including where the part is used (see D-408.3). 

(2) Assembly/Subassembly. This BOM is hierarchical and lists major assemblies 
followed by the various levels relating to subassemblies (see D-408.3). 

9-403.1 Evaluating Quantity Estimates 

a. When the estimate relates to a follow-on procurement and prior experience exists, 
the audit should include, but not be limited to, the following procedures: 

(1) Obtain the engineering BOM that supports the contractor's proposal. An engi
neering BOM is preferable to a manufacturing BOM because of its correspondence to 
engineering drawings. If the auditor intends to select a manual sample of parts, an ascend
ing/descending BOM with prices is usually necessary. Higher assembly information must 
be part of this BOM, or available in a supplemental document to ensure that the lower 
level parts are identified and verified to their appropriate higher assemblies. For a comput
er based bill of material, the part numbers may be in ascending/descending order or as
sembly/subassembly order. The preferred method for sample selection is to use one of 
several available software tools including DATATRAK III. 

(2) Determine that the bill of material is current and that, based upon the applicable 
specifications, it reflects all anticipated changes in the unit quantitative requirements. 

(3) Prepare a sampling plan. Select for evaluation either a random stratified sample 
or dollar unit sample of parts. Information on performing a sample is contained in the Var
iable Sampling Guidebook located on the DCAA intranet. Although the sample should be 
designed to validate bills of material quantities to engineering drawings, the sample should 
also be used to validate pricing to the extent that this is practical. 

(4) Obtain detailed engineering drawings for the sampled parts. Separate engineer
ing drawings may not be available for purchased parts, but may be available as part of the 
next higher assembly drawing. Also, an initial BOM may be incomplete and contain unde
fined parts which do not have engineering drawings. A large number of undefined parts 
usually indicates a need for technical specialist assistance. 
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(5) Compare sample part quantities and specifications (dimensions, tolerances, etc.) 
on engineering drawings to the BOM and note any discrepancies. 

(6) Identify how the contractor calculated part quantities and the number of parts to 
be produced from raw material. Pay special attention to the contractor's use of "rounding" 
when calculating raw material factors. Verify the accuracy of the contractor's calculations 
by working through several part estimates and note any discrepancies. 

b. When the estimate relates to a completely new product, the contractor may have 
only rough sketches or design prints for a prototype. The types and quantities of required 
materials may have been developed primarily based on the personal experiences and 
judgments of contractor personnel. Such estimates should be given close scrutiny because 
errors that duplicate material items are often found. Estimates for completely new prod
ucts often require the use of technical specialists (see 9-402.2b). 

9-403.2 Using Operations Time Sheets 

An operation time sheet (see D-408.4) usually includes a description of the discrete 
manufacturing operations and associated times necessary to build the part, and may dis
close material quantity, tools, fixtures and labor standards. They are a main source of labor 
information as discussed in 9-504.4. However, they may also be used as a substitute for a 
BOM for cost estimating purposes. Care should be taken when operations time sheets are 
used in conjunction with bills of material to ensure that costs are not duplicated. 

9-403.3 Using Engineering Drawings 

Material requirements are normally determined from engineering drawings. These 
drawings illustrate and provide essential information needed to design and manufacture a 
product. This includes: 

(1) physical characteristics, 
(2) dimensional and tolerance data, 
(3) critical assembly sequences, 
(4) performance ratings, 
(5) material identification details, 
(6) inspection tests, 
(7) evaluation criteria, 
(8) calibration information, and 
(9) quality control data. 

9-404 Evaluating Contractor's Direct Materials Pricing Procedures 

9-404.1 Sources for Pricing 

Sources for pricing components include: 
(1) standard costs, 
(2) previous purchase order prices adjusted for quantity differences, 
(3) current vendor quotations, and 
(4) current order placement prices. In evaluating the contractor's pricing procedure, 

consider the following: 
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a. The sources of arriving at the prices used for each element comprising the total 
direct material estimate or the priced BOM. 

(1) When the source is standard costs, determine whether the variance factor ap
plied is realistic compared to past and current experience, and probable future trends. 

(2) When prices are developed from previous purchases, identify the source of the 
prices (stock record cards or purchase orders) and ascertain if the prices used are current 
and appropriate for the estimated quantity required. 

(3) When prices are developed from current vendor quotations, determine the 
extent of bid solicitations and the reasonableness of prices submitted. 

(4) Contractors generally maintain inventories of parts and components which are 
incorporated into regularly manufactured products. Inquiries should be made to ascer
tain the extent that available inventory has been considered in deciding the source of 
proposed material. When parts included in the inventory are to be used in the fabrication 
or production of items included in a proposal, verify the unit costs applicable to the in
ventory. Procedures for verifying inventory costs are included in 6-300. 

(5) Regardless of the source used, compare the prices in the proposal with: 
(a) those quoted by competing suppliers for comparable quantities, 
(b) recent quotations for the same or similar items, 
(c) costs incurred by the contractor for the same or similar items and 
(d) the cost of any available inventory not specifically identified to other con

tractual requirements. 
b. The type of subcontract or purchase order to be awarded. When conditions war

rant the use of a cost-type or fixed-price redeterminable subcontract or purchase order, 
evaluate the price which the contractor has included in the estimate. Assistance of the 
auditor at the subcontractor location may be needed in making this evaluation (see 9
104). 

c. The consistency with which the material pricing sources are used. When a variety 
of material pricing sources are used in costing the BOM, consistency in estimating pro
cedures is not possible unless there are guidelines which closely define the governing 
factors. This becomes apparent when the contractor has a recurring, substantial dollar 
proposal volume. Closely scrutinize the propriety and reasonableness of material price 
estimates when there are inconsistencies in estimating procedures. Be alert for viola
tions of the applicable Cost Accounting Standards. 

9-404.2 Effect of Purchasing Procedures on Prices Paid 

Economical buying practices generally result in obtaining the lowest prices for max
imum quantities consistent with need, required quality, and delivery schedules. The 
contractor's purchasing practices (see 5-1302) should be tested for reasonableness of 
quantities, quality, and the prices of direct materials, not only for parts in inventory, but 
also for parts required to be purchased under the proposed procurement. When current 
vendor quotations are used to support the contractor's direct material cost estimate, de
termine the extent to which the contractor followed economical buying practices. Ven
dor quotations should be examined to determine whether they were submitted in re
sponse to the procurement under consideration, and whether prices are appropriate in 
light of required quantities and specifications. When effective competition does not 
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exist, as in the case of sole source vendors, the contractor's source for estimating mate
rial prices should be given close analysis. 

9-404.3 Using Previous Purchase Order Prices 

The contractor may use prices paid for the same items in previous purchases to esti
mate the material cost of follow-on procurements when current vendor bids have not been 
obtained. Determine the extent to which; 

(1) recent purchase orders were selected to obtain applicable prices and adjusted, 
where necessary, to reflect price trends, 

(2) purchase order prices selected are for comparable quantities required for the 
follow-on procurement, 

(3) quantity discounts were given when increased quantities are to be purchased, 
and 

(4) consideration has been given to eliminating high start-up costs. 

9-404.4 Pricing of Company-Produced Components 

Under certain circumstances, contractors may propose materials and supplies based on 
price rather than cost when they are sold or transferred between any division, subsidiary or 
affiliate of the contractor under common control. In these cases, ascertain whether the 
specific circumstances meet the criteria described in 6-313. If the audit discloses items that 
are improperly based on price rather than cost, appropriate adjustments should be made to 
eliminate the intracompany profit (plus any inapplicable indirect costs). 

9-404.5 Pyramiding of Costs and Profit on Material Purchases 

a. Most major programs require the use of subcontractors, not only to obtain facilities 
and skills which may not be available within the upper-tier contractor, but to broaden the 
procurement base and to meet requirements for utilizing small business. However, the 
auditor should be alert to instances where a proposal may be excessive because of unrea
sonable pyramiding of costs and profits. This may occur between divisions, plants, or sub
sidiaries of a company or between subcontractors and upper-tier contractors. The contrac
tor's procurement program should be reviewed to determine whether the planned 
subcontracting pattern is reasonable. The auditor should not limit his or her considerations 
to first-tier subcontracts, but should coordinate with auditors at subcontractor locations to 
disclose unreasonable pyramiding of costs or profits at any of the levels of the procure
ment chain where significant costs are involved. 

b. Situations likely to result in excessive or unreasonable pyramiding of costs include 
the following (where questionable practices seem to exist, consult with Government tech
nical and procurement personnel as appropriate): 

(1) Intracompany transactions through which items are charged to the contract at a list 
price (see 9-404.4) or at a cost plus unnecessary or unreasonable handling charges. 

(2) Purchases from a subcontractor who acts merely as an intermediary/agent rather 
than as a manufacturer. Items may be drop-shipped direct to the upper-tier contractor's plant 
or they may pass through the subcontract plant for minor additions, changes, or testing which 
could be done more economically and as well at a lower or an upper-tier contractor's plant. 
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(3) Purchases by an upper-tier contractor of items which are identical with or simi
lar to items being purchased by the Government and which could more economically be 
supplied as Government-furnished property. 

c. When proposed material costs include loadings added by the prime contractor and 
upper-tier subcontractors, and the added amounts appear to be disproportionate com
pared to their planned work contribution, the audit report should comment on the in
creased costs and profit attributable to the pyramiding. The report should state: 

(1) the estimated savings which will result by eliminating the intermediary and 
shortening the procurement chain, 

(2) the considerations underlying the treatment of the direct procurement as Gov
ernment-furnished items, and 

(3) the degree to which the component or item involved can be treated independent
ly from the system for which it is to be procured. 

9-404.6 Subcontract Decrements 

a. Vendor quotations and contract prices are frequently subject to change. These 
changes occur when: 

(1) vendors agree to make voluntary price adjustments and refunds in the event 
purchases exceed a predetermined level, 

(2) vendors agree to reduce a competitive quote, or 
(3) profits become excessive. 

If significant amounts of these changes are attributable to inefficient prime contractor 
purchasing practices, the auditor should recommend corrective measures be taken in
cluding: 

(a) improving the prime or upper tier subcontractor's purchasing practices and 
(b) recognizing the impact of the changes in cost proposals. 

The auditor at the prime or upper tier subcontractor level should also advise the auditor 
at the (lower) subcontractor level to reappraise the subcontractor's estimating proce
dures. 

b. Information concerning patterns of reductions from quotes to actual prices paid 
may be useful in evaluating a cost estimate. Information about historical reductions is 
cost or pricing data and should be disclosed to the Government. In addition, DFARS 
252.215-7002(d)(4)(ix) requires contractors to use historical experience when appropri
ate. Contractors should, therefore, analyze the pattern of historical reductions, determine 
its applicability to the subject procurement, disclose the analysis, and reduce proposed 
cost, if appropriate. None of these steps, however, relieves the contractor of its respon
sibility for performing cost or price analyses as required by FAR. 

c. If there is a pattern of price reductions, review the prime contractor's or upper tier 
subcontractor's analyses of quotes and subcontract prices. Determine whether the con
tractor considered the pattern in estimating material and subcontract costs. Evaluate the 
method used to analyze the price reductions. The contractor may apply a decrement to 
cost estimates based on patterns that are company-wide, program-wide, contract specif
ic, or vendor specific. Ascertain what cost data were used to develop the decrement fac
tor and confirm that the factor is properly and consistently applied to vendor-quoted 
base costs. For example, if the decrement factor was developed using both competitive 
and noncompetitive quotes, the factor should be applied to both competitive and non-
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competitive quotes. The data used to develop the decrement should be accurate, current, 
and representative. If the contractor has failed to use experience adequately in estimating 
costs, it may be necessary to develop a decrement for use in evaluating material estimates. 

9-404.7 Using Trade Information 

Regularly published trade information may be useful when evaluating the reasonableness 
of estimated prices. Information on industry-wide cost trends may also be useful, especially 
when contractors' estimates for follow-on procurement include increases in direct material 
prices based primarily on unsupported percentages. Information published in financial and 
industry papers usually reflects prices of basic commodities, trends and forecasts of wage 
increases by industry, and opinions by experts on economic trends. Trade publications can 
be of assistance in evaluating the contractor's material price estimates for aluminum and 
steel, especially when purchase orders are "future" commitments based on prices for the 
delivery date. Follow-on orders for large quantities may result in prices lower than are indi
cated by general market conditions discussed in trade publications because of quantity dis
counts or improved vendor efficiency. 

9-404.8 Use of Consolidated Material Requirements 

a. DFARS 217.7503 and PGI 217.7503 provide for an acquisition strategy entitled, 
Spares Acquisition Integrated with Production --- SAIP where spare part orders are to be 
combined with prime contract orders for production components to achieve lower bill of 
material component unit prices. Furthermore, a review of previous direct material purchases 
(see 9-404.3) may disclose that bill of material components are required for two or more 
contractor programs. When appropriate, proposed bill of material component unit prices 
should be based on the total production schedule quantity requirements (i.e., for both produc
tion and spares). 

b. When SAIP requirements are utilized by the contracting officer, the auditor may be 
requested to, as part of his/her overall proposal audit, ascertain if the contractor or subcon
tractor has complied with the SAIP agreement. An evaluation, as determined by the auditor, 
will be conducted to ensure that prices for spares and identical items used in the production 
of end items reflect savings as a result of combined ordering. 

9-405 Make or Buy Decisions – Direct Material Cost Estimates 

A contractor must decide whether to make or buy parts and components. Responsibility 
for this decision is usually delegated to key personnel from the production, tooling, engineer
ing, accounting, production planning, and purchasing departments. Factors considered in 
arriving at a make or buy decision include: 

(1) previous experience, 
(2) future requirements, 
(3) relative costs, 
(4) market conditions, 
(5) delivery schedules, 
(6) available capacity, 
(7) finances, 
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(8) staffing, 
(9) subcontractors' capabilities, and 
(10) availability of materials. 

Review the guidance in 14-600 as part of the evaluation of the contractor's proposed make or 
buy decisions. 

9-405.1 General Considerations 

A contractor's make or buy decisions may have a significant impact on direct material 
cost estimates. In determining the scope and extent of the proposal audit, evaluate the ade
quacy of the contractor's make or buy policies and procedures. This should include deter
mining whether: 

(1) the factors listed in the preceding paragraph have been considered, 
(2) the contractor was effective in communicating with its estimators to ensure that 

the estimate properly reflects the make or buy decisions, 
(3) past make or buy decisions reflected in prior estimates were followed, and 
(4) the results of operations audits of the various manufacturing functions involved 

in a make decision indicates any weaknesses. 

9-405.2 Special Considerations in Make or Buy 

Be alert to special factors involved in make or buy decisions. These include: 
(1) intracompany procurement, 
(2) changes in make or buy, 
(3) simultaneous actions involving both the making and the buying of the same 

parts, and 
(4) an extensive time lapse between the proposal submission date and the actual 

contract date. 
These factors are discussed below. 

a. Purchases by a contractor from one of its divisions, affiliates, or subsidiaries may be 
classified as either "make" or "buy" depending on circumstances. When the reimburse
ment to the subsidiary is on a cost basis, the purchase would be considered a decision to 
make the item. When the reimbursement is based upon a competitive price, the purchase 
would be considered as a decision to buy the item. Evaluate make items involving signifi
cant direct material estimates of the contractor and its subsidiaries, affiliates, and divi
sions. The cost estimates for make items should not include charges by both the affiliate 
and the contractor in areas such as engineering, field service, and product warranty. Eval
uation techniques for buy items are similar to those used for competitive outside vendors. 
Special attention, however, must be given to determining whether contractor practices 
permit affiliates to obtain business by meeting the lowest bid submitted by outside ven
dors. This practice may not result in fair pricing and may reduce and tend to eliminate 
competition on future procurements. The audit report should include comments on any 
intracompany procurement practices which do not result in fair prices. 

b. It is not unusual for a contractor to change make or buy decisions. When a con-
tractor's plant facilities or those of its affiliates are not operating at full capacity there 
may be an incentive for the contractor to change from a decision to buy to a decision to 
make. A change from buy to make may require additional engineering, tooling, and 
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starting load costs; additional labor operations with related indirect costs; and the elimi
nation of the vendor price for the component. Conversely, a change from make to buy 
will result in the addition of a vendor price for the component and the elimination of 
direct labor and related overhead. In evaluating the estimated cost, determine whether 
the contractor has properly reflected the offsetting effect of changes in past make and 
buy patterns on all related cost elements in the proposal. If a proposed change in make 
or buy policy results in a significant increase in cost to the Government, evaluate the 
contractor's justification for making the change. The auditor may ascertain the extent to 
which make or buy policies are changed, by comparing ratios of direct material to direct 
labor on current and prior procurements for the same or similar products. Discussions 
with contractor personnel responsible for make or buy decisions should provide the au
ditor with useful information. This information should also be noted for follow-up in 
subsequent operations audits of the area. 

c. When an evaluation discloses that a contractor makes and also buys the same part or 
component, determine the reasons for this practice and the propriety of the cost basis used 
for the material included in the proposal. 

d. An extensive period may elapse between the proposal submission date and the nego
tiation date. Whenever feasible, determine through reexamination of data relating to make 
or buy programs whether significant changes have occurred in make or buy decisions dur
ing the interim period and whether these changes will affect estimated costs. 

9-406 Evaluating Major Subcontract Proposal Cost Estimates 

When the decision is to buy instead of make, subcontract costs will be reflected in the 
direct material portion of the contractor's cost estimate. In evaluating subcontract esti
mates, consider the contractor's procurement procedures, including controls exercised over 
subcontractors' costs and the type of subcontract or purchase order to be issued by the 
prime contractor. The prime contract auditor will specifically evaluate each pricing sub
mission and available data to determine the need for any subcontractor/intracompany as
sist audits as discussed in 9-104 and 9-105. 

9-406.1 Contractor's Procurement Procedures 

a. Procedures employed by a contractor for evaluating subcontractor estimates may 
include using engineering departments to prepare independent estimates for comparison 
with subcontractors' price quotations and field audits of subcontractors' quotations by 
company audit personnel or independent public accountants. The audit team must gain an 
understanding of the contractor's subcontract selection and pricing procedures when plan
ning the extent of testing and evaluation. The most recent Contractor Purchasing System 
Review (CPSR) may provide information to assist in this understanding (see 5-1302). 

b. The contractor is usually concerned with obtaining the best subcontract prices avail
able so that its proposed price will be competitive. However, if the prime contract is non
competitive, give special attention to determine if the contractor's procedures adequately 
demonstrate that subcontract prices are reasonable. 

c. The contractor is required to conduct appropriate cost or price analyses that 
demonstrate the reasonableness of the proposed subcontract values, and is required to 
include the results of these analyses with its own certified cost or pricing data (see FAR 
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15.404-3(b)). The contractor should have procedures in place to identify all subcontracts 
for which it must obtain and analyze certified cost or pricing data, and if necessary, data 
other than certified cost or pricing data. Regardless of the data provided, if the audit 
team selects a subcontract to apply tests of details, the audit team should determine if 
the analyses sufficiently demonstrate that the proposed price is reasonable based on the 
facts and circumstances. Often, this will require inquiry of the steps taken by the con
tractor to evaluate the price/cost as well as inspection of supplementary documentation 
(e.g., pricing of similar items, independent cost estimates prepared by the contractor, 
comparison of proposed rates to the subcontractor's historical rates, etc.). 

If the contractor has not completed its required subcontract analyses, perform the fol
lowing: 

 Obtain and document the contractor's explanation, 
 Inquire about the contractor's plan to complete the required analyses, obtain any 

supporting schedules, and determine the reasonableness of the plan considering 
the facts and evidence (e.g., whether the contractor regularly meets its scheduled 
completion dates, etc.), 

 Evaluate other actions by the contractor to assess the prices that its vendors have 
proposed, 

 Question proposed subcontract costs based on audit procedures applied, and classi
fy the balance of the proposed costs as unsupported. In an appendix to the audit 
report, list all subcontracts for which the contractor has not completed FAR re
quired price or cost analyses with the projected date of completion (see 9-104.1 
and 10-308). 

If the contractor has not performed the required cost or price analyses and does 
not have a reasonable explanation and/or a reasonable plan to furnish the completed 
analyses prior to negotiations with the government, an estimating system deficiency 
exists (see DFARS 252.215-7002(d)(4)(xv)). 

d. When a contractor's basic procedures are deficient, actual procedures do not con
form to prescribed procedures, or when current data is not sufficient to provide a satis
factory basis for evaluating the reasonableness of the subcontract estimate, further test
ing of major subcontracts may be necessary. This may be done by reviewing the 
available data at the contractor's plant or by arranging for an assist audit of the subcon
tractor's submission (see 9-104.2). 

e. When there is history on similar subcontracted components, the contractor should 
analyze its experience, determine the applicability of its experience to the subject pro
curement, disclose the analysis, and reduce its proposal, if appropriate. Failure to ade
quately use experience should be reported as an estimating system deficiency (see 
DFARS 252.215-7002(d)(4)(ix)). For purposes of the price proposal audit, the audit 
team should question the unreasonable portion of the proposed subcontract costs by 
evaluating evidence using validated third party sources (e.g., DoD Emall, WebFLIS) 
and/or evidence found in the contractor’s purchasing department files (e.g., previously 
negotiated subcontract price, relevant quotes for same or similar items, paid invoices, 
etc.). The audit team may also determine the impact of unreasonable proposed subcon
tract costs using the results of prior assist audits. 
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9-406.2 Significance of Type of Subcontract or Purchase Order 

The type of subcontract to be awarded should conform with the provisions of FAR Part 
16 as they apply to prime contracts. The type of subcontract should influence the direction 
and scope of the audit work to be performed. For example, if a redeterminable or incentive 
type subcontract is contemplated, ascertain if the prime contractor has included anticipated 
subcontract ceiling prices or target prices in the proposed direct material cost. Subcontract 
ceiling prices do not constitute valid estimates due to the possibility that a lower price may 
ultimately be negotiated. 

9-406.3 Long Term Agreements 

a. In evaluating proposed subcontract costs, auditors may identify an estimate based 
on a Long Term Agreement (LTA). An LTA is an agreement entered into between a prime 
contractor and a subcontractor to establish pricing for future purchases of specified items. 
LTAs are an acceptable pricing method since FAR allows a prime contractor to reach 
price agreement with a subcontractor in advance of agreement with the Government. It is 
not uncommon for contractors to enter into an LTA with a subcontractor in advance of a 
specific Government Request for Proposal (RFP). An LTA can benefit the Government by 
providing better subcontract pricing due to a more stabilized business volume and reduced 
acquisition cycle times. The existence of an LTA negotiated prior to a prime contract 
award does not relieve the prime contractor from obtaining certified cost or pricing data 
prior to subcontract award when required by FAR 15.404-3(c). If the subcontract value 
under the LTA is expected to exceed the cost or pricing threshold and none of the excep
tions in FAR 15.403-1(b) apply, the contractor must obtain and analyze certified cost or 
pricing data as of the date of LTA execution. 

b. Auditors should evaluate the reasonableness of the proposed subcontract cost based 
on the LTA when certified cost or pricing data is required by verifying that: 

 The contractor has established practices for obtaining and analyzing certified cost 
or pricing data from subcontractors, (CAM 9-406.1), and 

 The subcontractor submitted adequate certified cost or pricing data in support of the 
LTA (FAR 15.403-4(a)(1)(ii)), and 

 The contractor completed an adequate cost or pricing analysis (CPA) of the subcon
tractor certified cost or pricing data (FAR 15.404-3(c)), and 

 The contractor has demonstrated the continuing reasonableness of the LTA price as 
included in the current proposal. 

c. Auditors will determine if assist audit services are needed considering the factors in 
CAM 9-104.2b (e.g., significance of proposed subcontract costs, business relationship of 
prime and subcontractor, etc.). If requested, the subcontract auditor will generally review 
the subcontractor’s certified cost or pricing data as of the date of the LTA execution. 
However, the subcontract auditor must also consider any known factors that may impact 
the reasonableness of the LTA’s price relative to the current prime contractor proposal. 
For example, the subcontractor may have made significant changes in the manufacturing 
process that were not considered in the original LTA pricing. 

d. If an exception to certified cost or pricing data applies (e.g., adequate price compe
tition commercial item, see FAR 15.403-1(b)) yet the LTA prices are based on cost data; 
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the auditor should evaluate the contractor’s analysis following the same general guidelines 
discussed in b above. However, if the LTA was awarded requiring no cost based data, the 
auditor should review the contractor’s price analysis to ensure that the LTA pricing is fair 
and reasonable. For example, on competitive acquisitions, auditors should evaluate the 
degree of competition and the contractor’s rationale for making the source selection (CAM 
9-104.1). In addition, the contractor has the responsibility for demonstrating the continu
ing reasonableness of the LTA price. 

e. When any of the contractor’s required analyses are found to be incomplete or inad
equate, the procuring contracting officer should be immediately notified, and the proposed 
subcontract cost should be reported as unsupported (CAM 9-104.2d). Generally, the risk 
that an LTA price is no longer reasonable increases as conditions change, which is more 
likely to occur with time. Auditors should consider expanded testing of the contractor’s 
analysis and/or assist audit, in cases where the LTA is substantially aged. DFARS 
252.215-7002(d)(4)(xv), Cost Estimating Systems Requirements, states that the contrac
tor’s estimating system should provide procedures to ensure that subcontract prices are 
reasonable based on a documented review and analysis provided with the same proposal, 
when practicable. Therefore, the auditor should consider whether an estimating system 
deficiency report should be issued if the contractor fails to perform LTA cost or price 
analysis, as required. 

9-407 Direct Materials Requiring Special Consideration 

9-407.1 Government-Furnished Material and Reusable Containers 

a. Become familiar with the types and amounts of material which will be Government-
furnished and verify that the contractor has not included cost estimates for such material in 
the proposal. 

b. Review the estimated costs of packaging and shipping and segregate the costs 
included for containers. When the costs are significant, ascertain if reusable Govern
ment-owned containers are available. This is an area where considerable savings can 
accrue. For example, the auditor, in cooperation with the technical inspector, might de
termine that the cost to modify available Government-owned containers would be con
siderably less than the estimated cost of new containers or that used containers of the 
type needed will be available at the scheduled shipment date. 

9-407.2 Residual Inventories 

When pricing a follow-on contract, consideration should be given to the ownership and 
value of materials which are residual from a preceding Government contract and usable on 
the proposed contract. 

a. Where the preceding contract is a closed cost-type contract, the residual materials 
normally will be Government-owned and, if its use is contemplated, should be included in 
the proposal at no cost. However, the contractor should propose residual material from an 
open cost-type contract at actual cost. In these cases, the contractor should have internal 
controls to ensure that materials are transferred at cost if the new contract is awarded. In
ternal controls should be designed to protect the Government from being billed more than 
once for the same material. 
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b. Where the preceding contract was fixed-price subject to price adjustment, terms of 
the settlement should be evaluated to determine ownership. If Government-owned, the 
materials should be included in the proposal at no cost. If contractor-owned, it should be 
included at the lower of actual costs or current market price. 

c. Title to materials residual from a firm-fixed-price contract normally will rest in the 
contractor and the materials may be included in a follow-on contract, priced at the lower 
of actual cost or current market price. However, if there is a substantial amount of such 
inventory, it may be appropriate to comment on the amount of this inventory when report
ing on a proposed follow-on contract. 

d. The "Title" provision of the Progress Payments clause provides that those contract 
terms referring to or defining liability for Government-furnished property shall not apply 
to property to which the Government shall have acquired title solely by virtue of the pro
visions of the progress payment clause. Upon contract completion, title to all property 
which has not been either delivered to and accepted by the Government shall vest in the 
contractor under this clause. Special provisions of the contract or negotiation settlement 
may provide for other final disposition of any residual inventory. 

9-407.3 Scrap, Spoilage, and Rework 

a. The estimated cost of scrap and spoilage may be included by contractors in pro
posals as a direct cost, as a percentage factor applied to some other base cost, or as a 
part of indirect cost. Determine whether the contractor's accounting procedures give 
proper recognition to salvageable material generated under Government contracts and 
whether the method of estimating scrap and spoilage cost is consistent with the account
ing method for the proposed contract and complies with the applicable Cost Accounting 
Standards. Also, consider the economy and efficiency of the contractor's operations in 
the area. When the experienced scrap, spoilage, and rework costs on previous procure
ments for the same or related products are available, utilize this data in evaluating the 
reasonableness of the current estimate. Graphic analysis may be very useful for this 
purpose (reference the Graphic & Regression Analysis Guidebook). A time series chart 
may be used to plot the movement of these costs or the percentage relationship to a vol
ume base (such as direct material cost), on a monthly or less frequent interval. A scatter 
chart may likewise be groups of units produced. As a general rule, scrap, spoilage, and 
rework costs are higher during the early stages of a contract and reduce progressively as 
production techniques improve. In evaluating chart data, highlight those plot points that 
indicate abnormally high scrap, spoilage, and rework costs. The reasons for high costs 
should be analyzed and an appraisal made of the probability of their recurrence. Infor
mation of this type can usually be obtained from scrap committee reports or depart
mental efficiency reports. 

b. Special attention should also be given to the contractor purchasing parts from sur
plus or salvage dealers, especially where the contractor has declared parts surplus and 
then repurchases similar parts at a later date. This may indicate poor procurement prac
tices and/or a condition reportable under 4-700 or 4-800. (In this connection, if the audi
tor encounters a situation where a surplus or salvage dealer proposes to furnish parts on 
Government contracts using surplus parts that they acquired through normal Govern
ment channels, report this situation to Headquarters, ATTN: OAL, in accordance with 
4-803.) 
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9-407.4 Process Loss 

Process loss is the difference between the amount of material required at the beginning 
of a process and the amount used for the finished part. Scrap loss is defective material 
while process loss is the material lost during the manufacturing process. Process loss may 
be estimated using an overall factor, or separate factors for major subelements (such as 
trim loss, chip loss, and excess casting material). Bill of material quantities for items man
ufactured from raw material (such as sheet metal, bar stock and composite) frequently are 
adjusted to include process loss factors. As with scrap, determine whether: 

(1) the contractor's accounting procedures give proper recognition to process loss 
material generated under Government contracts, and if the loss is potentially significant; 
and 

(2) the method of estimating process loss is consistent with the accounting meth
od for the proposed contract and complies with Cost Accounting Standards. 
When historical data on process loss is available, utilize this data in evaluating the current 
estimate. Graphic analysis as discussed in 9-407.3 may be useful. As a general rule, pro
cess loss rates should not vary significantly from previous contracts unless a new process 
or different material is introduced. 

9-407.5 Obsolescence and Inventory Adjustments 

a. Treatment in Estimates. Obsolescence and inventory adjustments may be included in 
cost estimates as percentage factors applied to a cost base or as a part of indirect cost. In 
determining the reasonableness of the contractor's costs for obsolescence and inventory 
adjustments, consider the following: 

(1) The treatment of those costs for accounting and estimating purposes complies 
with applicable Cost Accounting Standards. This includes determining whether the esti
mates are valid for the method employed, and whether the treatment given the costs will 
result in an over-recovery by the contractor. 

(2) The percentage factors derived from past experience as a basis for estimating 
costs of obsolescence and inventory adjustments. Ascertain the period used as the base 
and whether the contractor considered (i) the exclusion of nonrecurring and abnormal 
write-offs and (ii) transfers-back of obsolete material to productive inventory. 

(3) The factors which may have caused obsolescence. Ascertain, distinguish, and 
evaluate the reasons for obsolete material. Obsolescence may result from engineering 
changes or from material purchases in unreasonable quantities because of inadequate 
purchasing or record-keeping procedures. 

b. Evaluation Guidance. Determine the reasonableness of the obsolescence factor 
contained in the cost proposal. Faulty procurement practices, inadequate records, ineffi
cient store---keeping, or lack of standardization may result in unreasonable obsoles
cence estimates. When the charge for obsolescence appears unreasonable, recommend 
elimination of the unreasonable portion from the estimated costs. If the evaluation indi
cates faulty procurement practices, recommend corrective action to improve the contrac
tor's procurement practices and procedures. The condition should be noted for follow-up 
in a subsequent operations audit of the procurement function. When obsolescence is due 
to engineering changes, evaluate the loading factors based on current conditions. For 
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example, when firm specifications have not been developed and the item to be made is 
in the development stage, the contractor's cost estimate may contain a relatively high 
obsolescence factor; on the other hand, the contractor's proposal should not include an 
obsolescence factor if the contemplated procurement is for an end item for which speci
fications are firm and no further change is contemplated. When circumstances justify 
the inclusion of a loading factor for obsolescence because of engineering changes, de
termine that over-recovery will not result because of inconsistencies in procedures fol
lowed in estimating and accounting. For example, over-recovery may occur if the con
tractor includes in his estimate a loading factor for obsolescence due to engineering 
changes and also includes the cost of the obsolete materials in his claim or proposal for 
an engineering change when materials are made obsolete by the change (see D-408.6e). 

9-408 Using Direct Materials Cost Trend Data 

9-408.1 Material Cost Scatter Chart 

A graphic analysis and study of the trend of direct material costs per unit experienced 
in the manufacture of the same or a comparable product will assist in evaluating the costs 
included in estimates. Data plotted on time series charts may have only limited value when 
developing and studying trends of direct material costs, because there is generally little or 
no direct relationship between material cost and the time element. However, plotting the 
relationship on a scatter chart may reveal definite trends/patterns which can be helpful in 
evaluating direct material cost for additional units to be manufactured. When historical 
data include the direct material cost of the pilot run of a prototype, this cost should not be 
accepted as representative of the probable cost of succeeding production runs. Pilot runs 
may take place on the regular production line or in a model shop and may be aimed at 
simulating actual factory conditions; however, various production methods are often tested 
which contribute to abnormally high direct material costs per unit. High costs of pilot runs 
are generally the result of excessive scrap and spoilage, changes in material specifications 
to better adapt the product to large scale production, and initial purchases of small quanti
ties (see the Graphic & Regression Analysis Guidebook). 

9-408.2 Material Cost Improvement Curve 

Using an improvement curve is generally associated with evaluating direct labor hour 
estimates, but may also be used in evaluating the estimated prices of direct material parts 
and components. Factors which may contribute to improvement in the direct material cost 
per unit include: 

(1) job familiarization, which reduces the amount of scrap and rework loss, 
(2) lower prices as purchase volume increases, and 
(3) introduction of new sources and new aspects of material quality after the initial 

stages of test and experimentation. 
Consider the use of improvement curves for plotting vendors' prices for parts and compo
nents which are repetitively purchased. The plotting of quantities (unit or cumulative) 
versus billing prices may develop patterns which can be useful in arriving at reasonable 
prices to be paid for follow-on purchases. In evaluating the direct material cost portion of 
a prime contractor's proposal, the auditor may also plot prior related total material cost 
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experience on log-log paper to ascertain if a measurable rate of improvement in the mate
rial cost per unit has occurred. Ascertain if the contractor's material cost estimate falls 
within a reasonable range of the cost indicated based on a possible or probable continua
tion of the experienced improvement rate. When the contractor's total direct material cost 
forecast or forecasts of costs of selected components are significantly higher than what the 
probable costs would be (based on a continuation of the related experienced material cost 
patterns), ascertain the reasons for the excess. 
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9-500 Section 5 --- Evaluating Direct Labor Cost Estimates 

9-501 Introduction 

a. This section states procedures to be followed in evaluating direct labor cost esti
mates. Factors which influence the scope of audit include: 

(1) the materiality of the labor cost, 
(2) the adequacy of the labor related certified cost or pricing data (see 9-200), 
(3) the adequacy of the contractor's estimating procedures for determining labor 

requirements (see 5-1200), 
(4) the degree of the contractor's compliance with its estimating procedures, 
(5) participation by other Government representatives in evaluating labor costs, 
(6) results of prior operations audits, 
(7) audits of Disclosure Statements, 
(8) compliance with applicable cost accounting standards, particularly with regard 

to consistency between estimating and accumulating costs (CAS 401), and 
(9) use of standard time methods. 

b. If the risk factors described in 9-501a indicate problems or uncertainties about the 
way labor costs were proposed, it may be necessary to obtain assistance in reviewing 
technical aspects of the proposal. If so, refer to Appendix D which provides detailed guid
ance on the technical review aspects of labor cost estimates and the procedures for re
questing assistance. Key elements of this guidance have been summarized and incorpo
rated below. 

9-502 Methods of Estimating-Direct Labor Costs 

9-502.1 Basis for the Estimate 

a. Direct labor cost estimates can usually be grouped according to one of two meth
ods used in developing the cost estimates. There are those estimates developed primari
ly from historical direct labor costs (see 9-503) and those developed primarily from the 
application of technical data (see 9-504). The method used in arriving at an estimate 
will depend on the nature of the procurement and the extent of the contractor's experi
ence with the labor requirements of the proposed contract. When the contractor is pro
posing on a follow-on contract, the labor estimate should be based on prior labor expe
rience, adjusted for expected changes for future work. When the contractor is proposing 
on a research and development contract or a production contract for which the contrac
tor has no prior cost experience, the auditor should expect the labor estimate to be based 
on technical data. 

b. Although there is little uniformity in the way contractors categorize labor for the 
purpose of estimating costs, direct labor can generally be grouped into three major catego
ries: 

(1) manufacturing, 
(2) engineering, and 
(3) support. 

For estimating labor requirements and costs within these categories there are many 
techniques which may be used. Selection of the most appropriate estimating technique 
and use of high quality estimating data are necessary to produce reasonable and accurate 
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labor estimates. Seven of the most common techniques listed in order of increasing es
timating accuracy are: 

(1) judgment and conference, 
(2) comparison, 
(3) unit method, 
(4) factor method, 
(5) probability approaches, 
(6) cost and time estimating relationships, and 
(7) standard time method (see D-407.2). 

c. Labor cost estimates based on historical data are generally developed through one of 
the following methods: 

(1) comparison, 
(2) unit method, 
(3) factor, and 
(4) cost and time estimating relationships. 

Labor cost estimates based on technical data generally use: 
(1) the judgment and conference method, 
(2) probability approaches and 
(3) standard time methods. 

d. The most common type of data used in preparing labor cost estimates are: 
(1) actuals for the same or similar item or activity; 
(2) labor standards with adjusted historical efficiency factors; 
(3) standard cost with forecast adjustment factors; and 
(4) tentative, judgmental, or rough estimated hours. 

9-502.2 Classification of Labor 

When labor cost estimates are extrapolated from the recorded labor costs, the labor 
classification in the estimate will follow quite closely that used in recording labor costs. 
When labor cost estimates are developed from technical data, all labor attributable to fur
thering the prime requirement under the prospective contract may be considered direct 
labor; while labor engaged in support of the contract activities may be considered indirect 
labor. Either basis of labor classification may be present in any specific case. The auditor 
must evaluate and report on the direct labor cost estimates within the classification frame
work used by the contractor but should be alert for possible over or under recovery of 
costs because of deviations from applicable cost accounting standards, inconsistencies in 
the classification and treatment of labor costs, and in the development of labor rates appli
cable to individual cost estimates. Inconsistencies are likely to occur in the treatment of 
nonrecurring, contingent, or special labor cost items. Deviations, when combined with 
weaknesses in the internal cost estimating controls, can result in duplication of labor costs 
within the estimate by inclusion in both the direct and indirect labor categories. 

9-503 Direct Labor-Cost Estimates Based on Historical Cost 

When historical cost data are available, the estimated direct labor cost will probably be 
a projection of that data. Such a direct labor cost projection should not be accepted merely 
on the assumption that the cost pattern or trend will continue unchanged during the period 
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of the proposed contract. It is necessary to consider other related factors, some of which 
are discussed below. 

9-503.1 Current Nature of the Labor Cost Data 

a. Factors which affect the productivity of labor normally will not be the same today as 
they were last week or last month. It is not sufficient to use labor costs accumulated in the 
past, adjusted only for changes in the labor rate, or to use the labor cost for the last job lots 
produced; the last job lots may well include labor cost incurred over an extended period of 
time. The cost data used in the estimate should be based on current experience, adjusted 
for anticipated reductions, modernization of manufacturing processes and practices (14
800), or other variations, and developed in accordance with the applicable cost accounting 
standards. 

b. The objective in evaluating the base used by the contractor for the projection of a 
direct labor cost is to arrive at an amount which would represent today's cost for per
forming each direct labor task. In the case of standard costs, this occurs when the cur
rent normal variance, rather than the average variance over an extended period, is used 
as the base. Plant and personnel records should be reviewed for changes in labor effi
ciency or pay rates that would not be reflected in current cost data. A relatively simple 
check would be to compare the most recent cost for individual labor operations with that 
used by the contractor in developing its estimate. 

9-503.2 Guidance for Evaluating Estimates Based on Historical Data 

The first step in evaluating labor estimates is to determine and assess the basis which 
the contractor used to estimate costs. The contractor's proposal should identify the sources 
of data, the estimating methods, and underlying rationale used. The contractor should ana
lyze and use historical experience where appropriate. If the labor estimating technique 
applied makes use of historical data, the following steps should generally be performed: 

a. Identify the historical data used to develop the labor cost estimate. 
b. Ascertain the reliability and accuracy of the data. Audits of timekeeping and labor 

charging practices previously performed by the office may provide the needed level of un
derstanding and confidence. 

c. Evaluate the content of the data to assure that it is representative and contains all 
costs that are purported to be there. Compare supporting data to other sources of historical 
information such as operational staffing. Inconsistencies may indicate exclusions of perti
nent historical data. Determine whether valid reasons exist for excluding data. 

d. Test for consistency of data over a given period. Look for accounting system changes, 
reclassification of costs from direct to indirect and vice versa, and consider the results of 
previous cost accounting standard (CAS) audits. If the data is inconsistent (either historically 
or prospectively), the auditor should request the contractor to make appropriate adjustments. 

e. Assure that nonrecurring costs are removed from historical data. Pay special atten
tion to manufacturing setup costs which are lot quantity sensitive. Other nonrecurring 
costs may be in the historical period, but are not expected to occur in the forecast peri
od. These costs should not be used to estimate future costs. 
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f. Assure that other non-representative data are excluded. For example, some histori
cal inefficiencies may not be expected to recur. Likewise, some historical events are 
unique and should not be used as a basis for predicting future costs. 

g. Make sure the data is current. Data which is too old may not reflect expected con
ditions (e.g., facilities, equipment, management, organization, modernization of manu
facturing practices and processes, and staffing). Several years of historical data may be 
useful in identifying important trends. 

h. Assure that historical data is obtained from the same facility where the proposed 
end-item or product will be manufactured. If the data was obtained from a different fa
cility, determine its acceptability for estimating purposes. 

i. Examine the relationship between lot costs and equivalent units produced. If the 
relationship is not consistent, it may indicate either changes in production (e.g., engi
neering design changes, make vs. buy changes) or inaccurate measurement of equivalent 
units in beginning and ending inventories. 

j. Draw a conclusion regarding the suitability of historical data for making estimates. 

9-503.3 Labor Cost Trends 

When evaluating the direct labor cost estimate, ascertain whether the contractor, in 
arriving at the labor cost projection, considered seasonal, "learning," and other factors 
that cause trend fluctuations and analyze the historical labor data covering a sufficient 
period of time and in sufficient detail (by departments, production centers, or processes) 
to disclose seasonal trends. One of the more common reasons for fluctuations in labor 
costs is the periodic overloading and underloading of plant facilities. Whether fluctua
tions in historical labor costs should be reflected in the projection and, if so, whether 
they should be averaged or treated individually, can be determined only by analysis of 
the contractor's direct labor and associated experience and proposed plans which might 
affect labor costs. It should not be assumed that past trends will continue, rather, the 
auditor should judge whether the conditions that produced the current trend are likely to 
continue and, if so, how such conditions will affect future costs. The use of any reason
able correlation of facts will assist in determining the presence of a labor cost trend and 
evaluate its causes, as a condition for projecting that trend. Correlation analysis and 
similar techniques (see the Graphic & Regression Analysis Guidebook and EZ Quant), 
when applied to cost centers or production areas, usually will disclose significant trends 
in labor costs or in the relationships between labor costs and changes in labor efficiency. 

9-503.4 Proposed Nonrecurring Costs of Labor 

Nonrecurring costs usually are not disclosed by a routine audit of labor costs. Nonre
curring costs; e.g., the temporary production of a part normally purchased, are frequent
ly obscured because they are usually treated and charged as direct labor costs without 
further identification or segregation. Review of labor costs for selected tasks, jobs, or 
cost centers not associated with a normal job or process and a review of job lot records 
for unusual jobs may reveal nonrecurring costs. When the current estimate provides for 
nonrecurring costs, the auditor should weigh the probability that the costs will material
ize. If it is considered likely that the cost will be incurred, the auditor should evaluate 
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the reasonableness and allocability of the costs. If it appears unlikely that the costs will 
be incurred, they should be questioned. 

9-503.5 Proposed Engineering Changes Costs 

Cost reductions resulting from prior engineering changes and included in recorded 
costs should be evaluated in estimating costs of follow-on procurement. The auditor 
should determine that the cost of expected engineering changes which will be priced as 
contract changes are not provided for in the current proposal. A review of the language 
in the invitation for proposal and related correspondence may indicate that the produc
tion requirements are less than definitive, and that modifications will be necessary in the 
future. 

9-503.6 Setup Time Cost 

a. The auditor should ascertain the types of labor that the contractor normally classi
fies as setup time costs and review the method of accounting for such costs before eval
uating the estimates of direct labor for setup time. Setup time costs are the costs re
quired for changing over a machine or method of production from one job to another, 
and include the time for tearing down the previous setup and preparing the machine or 
process for the new operation. Setup may also include the time for the production and 
inspection of the first acceptable piece or test group of pieces. The time required to 
clean up the work area during or at the end of a production period is not included as 
setup time, except when it is necessary to make regular readjustments of a setup during 
the production cycle. The readjustment time may be charged either as production or 
setup time, depending on the contractor's accounting policy and the extent of the read
justment. When the setup for a process job is recorded as the first operation on an opera
tion sheet, the time and cost may be similarly charged. The possibility of overlapping 
and duplication in the estimates of setup, tear down, handling, cleanup, and other setup 
cost elements which may or may not be charged as direct labor should be considered in 
each audit. 

b. Adequate segregation of setup costs by categories such as departments, jobs, product 
lines, components, and operations will enable the auditor to make comparisons between 
the estimated setup time and costs for new procurements, and the actual time and costs for 
previously produced products of the same or similar type; and between a specific estimate 
and the actual setup time costs. Results of the comparisons should assist in evaluating the 
overall acceptability of the contractor's direct labor estimates for setup time and costs. The 
auditor should have a general knowledge of the caliber of labor required to perform the 
setup work in order to appraise setup costs. There is little comparison; for example, 
between the setup requirements for a tape controlled milling machine and those for a 
simple drill press. Knowledge of such factors will enable the auditor to more accurately 
appraise the efficiency and cost effectiveness of the estimated setup time. This is 
particularly important when the contractor uses a single setup cost rate as a rule-of-thumb 
method for computing setup time. 

c. In evaluating the estimate for setup cost, the auditor should determine whether an 
approximate optimum number of items is scheduled for each production run and wheth
er the estimated number of setups is reasonable. He or she should also consider factors 
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affecting the size and frequency of production runs. These include the length of time 
over which delivery is to be made, the number of production lines, the number of pro
duction shifts, production scheduling, machine utilization, production capacity, tooling 
requirements and the tools available, and competing demands for the use of production 
facilities. 

d. The contractor's procedures for planning setups in determining the efficiency and 
reasonableness of setup time costs should be evaluated. Estimates for setup costs should 
take into account the disruption in production or time lost for the use of facilities for 
other purposes during prior setup operations. Comparison of predetermined efficiency 
setup targets with actual costs for each setup provides a means for measuring setup effi
ciency and cost effectiveness. 

9-503.7 Applicability of the Labor Cost Data 

Cost data used should be directly applicable to the proposed contract. When the es
timate is for the continued production of a product currently or recently produced, the 
applicability of the cost data can be determined by examination of operation sheets and 
production schedules and plans. The auditor should examine, on a selective basis and in 
cooperation with Government technicians, blueprints, product specifications, and con
templated production methods for the new product. When appropriate, contractor per
sonnel should be interviewed to ascertain probable significant changes in engineering 
production methods and the effect those changes might have on current cost data. When 
an evaluation indicates that significant technological changes have occurred since the 
cost data was accumulated, adjustment of experienced costs is necessary before project
ing the experience cost pattern. Adjustment of the direct labor cost experience is espe
cially important when the estimate applies to a product that is relatively new or has been 
materially modified from that produced in the past. The auditor should be alert to fea
tures of the contemplated production that might indicate a significant deviation from the 
normal labor pattern and its effect on the cost data. 

9-503.8 Variances-Direct Labor Cost Estimates 

Variances between estimated and actual cost are generally a consequence of either 
human error or changed circumstances. They can result from: 

(1) careless accumulation of supporting data, 
(2) incorrect design information, 
(3) unexpected delays causing premiums to be paid for overtime, 
(4) unexpected processing problems requiring deviation from the manufacturing 

plan, 
(5) failure to rework preliminary estimates to produce an accurate finished estimate, 
(6) reliance upon estimators who are not familiar with job processes, 
(7) making a "guesstimate" and then "padding" it to protect against unanticipated 

costs, 
(8) failure to consider all quantities being built, and 
(9) inappropriate use of learning curves or other techniques. 

DCAA Contract Audit Manual 



June 29, 2016 975 
9-504 

9-504 Direct Labor Hours Based on Technical Data 

9-504.1 Coordination with Technical Representatives 

a. Under appropriate circumstances, the auditor may make an adequate appraisal of a 
direct labor cost estimate through the use of labor cost data. However, because of the 
relationship of cost data with technical data, the appraisal should not be confined to 
labor cost data alone, but should include an evaluation of the technical aspects of a pro
posal by examination of production data, plans and related engineering data. When re
sorting to the use of technical data, the auditor should coordinate his or her efforts with 
technical personnel. 

b. Whenever the auditor needs the assistance of a specialist to form an opinion on an 
element of the measurement of costs which is not an accounting or related financial 
subject, such assistance should be obtained. The auditor should: 

(1) identify what type of technical specialist is needed, 
(2) decide upon the best source for the technical specialist assistance, 
(3) achieve good communications with the technical specialists, 
(4) assess the impact of technical specialist findings upon the audit opinion, and 
(5) report on the uses of technical specialists or the impact of their nonavailabil

ity. (See 9-306 and Appendix D.) 

9-504.2 Guidance for Evaluating Estimates Based on Technical Data 

Specific areas in which the auditor may make inquiry, either in anticipation of coor
dinating with the technical representative or conducting the audit independently, include 
a review of: 

(1) the labor hour estimate, 
(2) operation time and shop methods, 
(3) operation time standards, and 
(4) the contractor's labor productivity. Further guidance on each of these four 

areas is provided in subsections 9-504.3 to 9-504.6. 

9-504.3 Direct Labor Hour Estimates 

Conditions influencing the contractor's use of technical data to estimate labor hours 
include: 

(1) the elimination of supplementary assembly lines originally established to ac
commodate temporarily accelerated production schedules or other emergency measures; 

(2) the introduction of more efficient and cost-effective material issuing and han
dling procedures to eliminate or prevent bottlenecks and reduce work stoppage; 

(3) improved techniques in the training of employees; 
(4) more efficient transfers of employees between assembly lines, work areas, 

departments, shifts, and jobs; 
(5) modernization of manufacturing processes; 
(6) the introduction of new manufacturing machines; and 
(7) the introduction of special tooling. To determine whether labor hour estimates 

reflect recently improved conditions, the auditor should compare current labor operation 
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sheets with those in prior periods and with those reflecting advance production sched
ules. 

9-504.4 Evaluation of Operation Time Sheets and Shop Methods 

When the contractor is unable to support its estimate with experience data, the auditor 
should seek other justification from the contractor, such as technical determinations, to assist 
in appraising the reasonableness of the data and bases underlying the cost estimate. An eval
uation of operation time sheets or similar documents which reflect the estimated time re
quired to perform each production operation generally will in the aggregate provide a basis 
for evaluating the estimated direct labor hours included in a contractor's cost estimate. Ap
praisal of the data contained in the operation sheets, requires familiarity with the contractor's 
products, plant organization and processes, manufacturing operations, tooling, machines, and 
the manufacturing complexities of the product. Operation time sheets should reflect current 
shop methods, production planning data and the most current time studies. The auditor 
should determine that the operation time sheets do not include as direct labor, operation 
which will be recorded as indirect labor and whether provisions for contingencies have been 
included in the estimate, especially in costing a new product. These and similar inclusions, if 
not justified, will result in an overstatement of the estimated direct labor hours and violate 
CAS 401 and 402. Documents supporting operation time sheets and production control rec
ords should be examined and discussed with Government technical personnel. 

9-504.5 Operation Time Standards 

a. Operation time standards (i.e., the predetermined estimates of the time required to 
perform each operation) are usually reflected in operation sheets. These standards may or 
may not represent the same time factors used to develop the accounting standard direct 
labor costs or the actual labor costs as recorded in the contractor's cost accounting records. 
To perform a more meaningful evaluation, the auditor should determine the relationship 
between operation time standards and direct labor standards established for accounting 
purposes. 

b. The basis for establishing operation time standards may vary depending upon 
company policy. Contractors may base standards on the number of units which can 
reasonably be produced by an employee under normal or average operating condi
tions; or may establish ideal operation time standards (i.e., standards based on nearly 
ideal conditions-as a means of encouraging maximum productivity). The auditor 
should analyze the contractor's time study methods and other bases used to establish 
time standards for each operation and should also analyze factors other than operation 
time, such as provisions for rework, setup, and other non-operational time which may 
have been included in the standards. Information of this type can be of value in ap
praising the reasonableness of cost data, such as the efficiency factors used to modify 
the operation time standards in arriving at the estimated number of direct labor hours 
for a specific proposal. 

c. To illustrate: a contractor employing operation time standards based on attainable 
conditions, may compile monthly efficiency reports which indicated a 90 percent de
partmental efficiency factor. This productivity experience may be considered reasonable 
and in keeping with management expectations. On the other hand, where ideal operation 
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time standards are established, a 60 percent departmental efficiency factor may be rea
sonable. 

d. The auditor will find that operation sheets may or may not reflect a lower cost per 
unit for successive production lots. The auditor should determine whether a downward 
trend is present or is likely to develop and, if so, whether it has been reflected in the cost 
estimate. Time series diagrams and correlation studies of departmental efficiency rates 
which disclose short or long range trends will assist in the evaluation of the labor esti
mates. When labor cost standards-as used in the contractor's cost accounting system-are 
based upon data reflected in operation sheets, a time series analysis of monthly product 
labor efficiency variances will assist in determining the existence of a trend. 

9-504.6 Labor Productivity 

a. Within limits, the productivity of direct labor, as measured by the quantity of prod
uct produced by a specified volume of labor, normally increases as production continues. 
The improvement may be due to the adoption of improved methods and tools or the in
creased efficiency of the individual worker. The amount of improvement per unit of prod
uct generally is high during the early part of the production cycle and decreases as produc
tion is stabilized, processes are refined and additional experience is gained. After 
production has stabilized, the rate of improvement may not be measurable except over a 
substantial period of time. When semiautomatic or automatic machines are used, produc
tion may become completely stabilized and the rate of improvement will approximate zero 
until a change is made in the product or in the production method. As production tapers 
off near the close of a period of stabilized production, labor productivity tends to decline 
toward a negative improvement rate. Reduction in productivity may be due to the wearing 
out of jigs and tools, the transfer of the more skilled workers to new jobs, or a slackening 
of effort by the remaining workers. 

b. The auditor's primary interest in labor productivity is in measuring current produc
tivity and past trends, and determining the causes of past trends so that the likelihood of 
continuance during the contemplated production period may be assessed. Causes and ef
fects can be separately measured, provided the change is sufficiently pronounced and not 
obscured by other factors. A change in tools or the introduction of a highly improved pro
duction process might be related to a specific reduction in the required labor hours; or a 
change in design might be related to an increase in labor hours. Factors which affect 
productivity operate interdependently, and it is difficult to evaluate separately the effect of 
any one factor. However, an overall measurement of productivity may be made by corre
lating labor hour requirements with related successive quantities of output. One method of 
measuring the overall change in productivity is by the use of the improvement or learning 
curve. This technique and its application to direct labor hour estimates are discussed in EZ 
Quant. 

9-505 Evaluation of Estimated Direct Labor Rates 

a. Direct labor rates used to estimate direct labor costs may be at expected individual or 
expected average rates. The latter rates may be either separately estimated for each pro
posal or pre-established for pricing many proposals submitted over a given period of time. 
There is wide variation in the methods and extent to which contractors combine the vari-
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ous direct labor grades and functions and associated pay rates for the purpose of cost esti
mating. Variations arise because of differences in the type, size, and importance of labor 
operations; in the type and arrangement of production facilities; in the manner and extent 
of departmentalization; and in the type and dollar values of Government and commercial 
contracts and products. 

b. In the evaluation of direct labor rates, both individual rates and average rates, con
sideration should be given to hours worked in excess of 8 hours per day or 40 hours per 
week by salaried employees, particularly in the evaluation of fixed price proposals. Esti
mated labor rates may be based on the number of hours available during a year using an 8 
hour day and a 40 hour week. However, evaluations of actual labor hours incurred may 
have determined that salaried employees generally work in excess of 8 hours per day and 
40 hours per week. The estimated direct labor rates used should therefore reflect the total 
hours the employee is expected to work during the year. See 6-410. 

c. FAR 37.115, Uncompensated Overtime, does not encourage the use of uncompen
sated overtime. Its associated solicitation provision, FAR 52.237-10, is to be inserted in 
all solicitations valued over the simplified acquisition threshold, for professional or technical 
services to be acquired on the basis of the number of hours to be provided. FAR 52.237-10 
defines "uncompensated overtime" as "hours worked in excess of an average of 40 hours per 
week by direct charge employees who are exempt from the Fair Labor Standards Act 
(FLSA)." Service contracts are usually awarded on the basis of the tasks to be performed 
rather than the number of hours to be provided. However, if a service contract is awarded on 
the basis of the number of hours to be provided and the contractor proposes "uncompensated 
overtime" hours, then this solicitation provision requires the contractor to identify in its pro
posal the "uncompensated overtime" hours and rates. This includes "uncompensated over
time" hours that are in indirect pools for personnel whose regular hours are normally charged 
directly. This FAR provision also requires that: 

(1) the contractor's accounting practice for estimating "uncompensated overtime" 
be consistent with the accounting practice for accumulating and reporting these hours, 

(2) the contractor include a copy of its policy on "uncompensated overtime" with its 
proposal, and 

(3) the contracting officer conduct a risk assessment and evaluate any proposals re
ceived that reflect such factors as unrealistically low labor rates that may result in quality or 
service shortfalls and unbalanced distribution of uncompensated overtime among skill levels 
and its use in key technical positions. 

d. Auditors should notify contracting officers of any apparent noncompliance with the 
FAR requirements, specifically, if the contractor proposes uncompensated overtime hours 
but fails to identify the number of such hours and corresponding hourly rates. Auditors 
should also notify contracting officers if the contractor fails to submit a copy of its policy 
addressing uncompensated overtime with its proposal. 

9-505.1 Individual Employee Labor Rates 

a. Individual rates may be used when the persons who will perform the work under 
the proposed contract are known. A determining factor in the award of a contract may 
be the "know-how" of specific individuals, and their agreement to perform the work 
under the contract. In other cases, individual rates may be used when the procurement 
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being audited requires a caliber of employees whose pay rates are not representative of 
the average rates paid within their labor classifications. 

b. While the use of individual rates in cost estimating will produce precise results, 
average rates within labor classifications are generally developed and employed for 
practical purposes. Either approach may result in reasonable estimates provided a con
sistent practice is followed and deviations will not affect proper recovery of anticipated 
costs. 

9-505.2 Average Labor Rates 

a. The development of average labor rates by contractors may include a single plant-wide 
average or a separate average rate for a function, grade, class of labor, cost center, depart
ment, or production process. 

b. The use of average rates is generally warranted because within each unit of an oper
ating plant there is usually a labor norm and cost pattern for each production situation and 
associated group of workers. Average rates, properly computed and applied, will express 
the labor norm and equalize the effect of the indeterminable factors usually associated 
with other methods. The use of average rates is preferable, for example, when the contrac
tor is unable to project with any degree of reliance the: 

(1) identity of those who will perform each operation and correspondingly the indi
vidual rates of pay; 

(2) exact production processes to be used, particularly when the contractor has no 
applicable experience; and 

(3) precise labor requirements. 
c. The inclusion of inapplicable types or quantities of labor in the computation of an 

average rate is not in itself reason for not accepting the rate. The auditor should deter
mine whether the inclusion significantly distorts the average from the probable norm for 
the contemplated production. 

d. It would be improper for a single average to combine equal quantities of high- and 
low-cost labor if they were not to be used equally in production, or to compute an average 
group of pay rates without weighting; that is, without regard to the number of employees 
receiving each wage. The use of weighted averages is necessary to give proper effect to all 
factors. 

e. There are a number of methods for computing weighted averages. A generally ac
cepted method is to obtain weighted averages from the total projected payroll for each 
production unit for the contract performance period adjusted for any abnormal labor cost 
conditions. 

f. In summary, factors which the auditor should consider in evaluating proposed aver
age labor rates include: 

(1) the reasonableness and acceptability of the labor classification; 
(2) the probability that relatively the same grades of labor will be used in perform

ing the contract as were used in developing the estimate, and the probable effect of any 
material deviations; 

(3) the accuracy and propriety of the method used in computing the averages; 
(4) the impact on the average rates of projected increases or decreases in the general 

level of labor costs; and 
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(5) the significance of any deviation from past practices in developing the rates, in 
their application, or in the normal and proposed methods of distributing costs when in
curred. 

9-505.3 Pre-established Labor Rates 

a. Value of Pre-established Labor Rates. Contractors may estimate labor rates for use 
in computing the estimated direct labor cost portion of all proposals to be submitted 
during a specified period of time. The contractor may estimate the production labor 
hours for a contract and compute a cost estimate by applying an average labor rate for 
each manufacturing department, production function, or type of labor. This procedure is 
inexpensive and is a workable procedure because it: 

(1) recognizes a continuing uniformity in the manufacturing process within a 
plant, which has considerable validity, especially when separate rates are used for each 
production function and 

(2) promotes consistency in estimating methods and compliance with applicable 
cost accounting standards. (See 9-1200 for general guidance on forward pricing rate 
agreements.) 

b. Limitations on Pre-established Labor Rates. Labor rates are not applicable to all 
businesses or to all labor conditions or manufacturing processes within a business. The 
customary use of labor rates by a contractor in developing direct labor cost estimates 
does not make their applicability automatic. There are definite limitations on the use of 
such rates. Their use is based on the assumption that the manufacturing process is rela
tively stable and prior labor usage patterns are not expected to change significantly in 
the future. The use of labor rates must be examined in each case to determine whether 
the contemplated production methods and requirements parallel the conditions as to 
labor usage presupposed in the development of the rates, or whether conditions are pre
sent which indicate that the rates should be modified or rejected. This appraisal must be 
made even though the rates have been approved on an overall basis by Government 
procurement activities. The audit report should contain appropriate comments whenever 
the evaluation of labor rates discloses that the rates are unreasonable or not properly 
applicable to the work to be performed. 

9-505.4 Rate Impact of Contractor's Labor Usage 

The auditor usually can expect, in the absence of indications to the contrary, that 
production labor norms will be applicable insofar as factors such as the pay differentials 
for unskilled labor, longevity, efficiency, piece work premium, and shift premium are 
concerned. The same assumptions cannot be made for factors such as the pay differen
tials for skilled workers, specialists, technicians, engineers, and others. Usage patterns 
vary and variations are often due to the nature of the production involved. The auditor 
therefore must consider both current usage and future labor plans. The proposed and 
probable labor patterns for production under the contract must be considered. The audi
tor must also think about the consistency of those patterns with other plans for the pro
spective production period; the availability of the various classes of labor; and the nor
mal methods of using, assigning, recording, and charging the labor costs to commercial 
and Government products and contracts. Significant deviations from the normal pattern 
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should be supported by adequate justification for the auditor's consideration in evaluat
ing the estimates. 

9-505.5 Use of Permanent Audit Files 

The effect of pay differentials and usage factors may be evident from a review of the 
proposal, the supporting papers, and production plans. The operation and effect of other 
factors may require an examination of past proposals and experience on corresponding 
contracts; sales forecasts; long- and short-range budget plans; facility usage plans; and 
labor, hiring, assigning, and training programs. A current record of findings should be 
kept to reduce the amount of audit work and to facilitate the coordination and integra
tion of the auditor's examination of each proposal with the contractor's over-all opera
tions and plans. This is particularly helpful when the auditor evaluates a number of pro
posals submitted by one contractor or performs a number of audits of one contractor's 
records over a period of time. For example: examination of the permanent files may 
indicate that a current proposal contemplates a higher than normal labor-hour cost based 
on the intention to use only top grades of engineers for a part of the proposed produc
tion. The permanent file records for other contracts and pricing proposals for the same 
period may show that costs were based on average rates which also included the wages 
of the same top grades of engineers for the same periods of time. Identification of in
consistencies, such as shown in this example, requires close integration of current and 
past examinations and is essential in the evaluation of labor cost estimates. 

9-505.6 Trends of Labor Rate Experience 

a. The current average hourly rates paid for each labor classification may be used by 
contractors as a starting point for computing future rates. These should be verified by 
examining current payroll records. 

b. The average rates should be adjusted for any planned or expected changes in the 
wage scale and any trends that may be present in the historical pattern or that can be 
expected to carry forward into the contemplated production period. This will require an 
analysis of the historical labor and payroll data for a period of time sufficient to disclose 
any trend that may be present. The analysis should be in sufficient detail by intermedi
ate periods to disclose significant deviations from the trend as well as the pattern of any 
periodic deviations that have a material effect on the trend. 

c. The period to be covered by the analysis cannot be predetermined. Seasonal and 
longer term fluctuations generally require that experience factors be examined for a 
minimum of two business years. A longer period of time may be necessary in special 
circumstances. However, the use of a longer period will not necessarily increase the 
validity of the trend data developed because changes in organizational structure, size or 
composition of the labor forces, general economic conditions, and other factors affect
ing the rates may be encountered over a long period; these factors may not be appropri
ate for consideration when estimating rates for future periods. 
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9-505.7 Factors Influencing Validity of Average Labor Rates 

a. Personnel Policies and Actions. The auditor should evaluate the effect of proposed 
personnel actions on the estimated average hourly labor rates and determine whether actions 
which have a material effect on these rates are in accord with the normal personnel policy, 
and whether resulting rates are reasonable. 

(1) Wage Agreements. The auditor should determine whether consideration has 
been given to the terms of all current wage agreements and prospective changes. In 
evaluating agreements which provide for changes based on cost-of-living indices, the 
auditor should analyze current and past trends and determine their future significance. 
Information contained in the labor rate reports published by the Bureau of Labor Statis
tics, Department of Labor, Washington D C, and by state and local agencies may furnish 
data for this type of analysis. 

(2) Other Personnel Actions. It is not practicable for the auditor to isolate and 
measure the precise effect of every personnel action on average hourly rates. Merit in
creases, promotions, and changes in size and composition of the labor force occur contin
ually, are interrelated, and have a cumulative effect on average hourly rates. The auditor 
should determine the composite effect of the personnel actions and determine whether any 
over-all current average hourly rate trends exist which will continue during the contem
plated production period or whether there are indications that new trends are likely to de
velop. The major factors should be analyzed and the trend indicated by each type of action 
determined even though the effect of each action on the average labor hourly rate cannot 
be measured directly. The possible effect of personnel actions on average hourly rates may 
be estimated by relating each major action with the over-all change in average hourly rates 
through the use of graphic techniques such as time series diagrams and correlation anal
yses. These techniques and their application to average direct labor rate estimates are dis
cussed in the Graphic & Regression Analysis Guidebook. 

b. Change in Labor Force. Changes in the size and character of the labor force affect 
average pay rates. These changes accompany increases or decreases in production volume. 
A material increase in volume usually will result in a decrease in the average rate because 
of new hiring at lower entrance level or at rates below the average. The opposite result can 
be expected when production volume decreases. The first groups of employees to be sepa
rated are generally in the lower pay levels of their respective labor classifications. The 
possible effect on labor cost of a contractor's plans to increase or decrease the labor force 
because of changes in production volume can be estimated by correlating past changes in 
the number of personnel and changes in the average pay rates for each plant unit or labor 
class. In evaluating planned changes in the number of personnel a further correlation 
might be made of the labor force or labor payroll with production volume, as measured by 
units, cost of sales, or other means. 

c. Multishift and Overtime Operations. When evaluating average labor rates the auditor 
must consider multishift and overtime operations. Premium payments for multishift and 
overtime may have a direct effect on the average direct labor hourly rates, depending on 
the method used in classifying and distributing costs. When premium payments are rec
orded as overhead, they should not be reflected in the average direct labor hourly rate. 
When treated as part of the direct labor charge, premium payments should be segregated 
from average direct labor hourly rates. If not segregated, fluctuations in the amount of 
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premium pay will tend to distort any trend or other data developed in analyzing changes in 
the regular pay rates. 
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9-600 Section 6 --- Evaluating Estimated Other Direct Costs (ODC) 

9-601 Introduction 

This section provides guidance for evaluation of estimates of the various types of 
costs usually referred to as "other direct costs." 

9-602 Definition of Other Direct Costs 

a. In addition to direct labor and direct material, other types of expenses, under certain 
circumstances, may be specifically identified to a specific job. These are generally referred 
to as “other direct costs.” 

b. Costs classified by contractors as ODCs vary in treatment, but may often include 
among others: 

(1) engineering, 
(2) special tooling, 
(3) packaging, 
(4) travel and subsistence, and 
(5) field service. 

9-603 Objectives and Scope 

a. The audit objectives when auditing ODCs are to determine whether: 
(1) the contractor's classification is proper, 
(2) the underlying data in support of the estimates is valid, current, and applica

ble, 
(3) the costs as reflected in the estimates are reasonable, 
(4) the costs are estimated using acceptable procedures applicable in the circum

stances, and 
(5) the contractor has properly considered all factors which might have a bearing 

on the validity of the estimated costs. 
b. The scope of the auditor's evaluation of ODCs will depend upon: 

(1) the significance of the amount, 
(2) the adequacy of the contractor's procedures for estimating costs, 
(3) the degree of uniformity in estimating procedures, and 
(4) the consistency of estimating procedures with disclosed accounting proce

dures and CAS. 
Some contractors consider ODCs as being directed wholly toward the production of 
complete end products and consequently do not include these expenses in cost estimates 
for spare parts. Others contend that spare parts production has an impact on both the 
types and amounts of these expenses, and therefore provide for such estimates in spare 
parts proposals. Regardless of which method is followed, determine the propriety of 
ODCs for either end products or spare parts and verify that the method of treatment 
complies with disclosed practices and other CAS requirements. 
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9-604 Other Direct Cost Evaluation Considerations and Techniques 

The contractor may include in ODCs, costs referred to as start-up, design and pro
duction, and continuous or maintenance engineering. To perform an effective evalua
tion, the auditor must have knowledge of the contractor's practices, policies, definitions, 
concepts, accounting treatment, results of prior operations audits, and estimating meth
ods (see 5-1200) that effect ODCs. Guidance applicable to factors which should be con
sidered in evaluating ODCs are contained in the following paragraphs. 

9-604.1 Application of Percentage and Conversion Factors 

a. Packaging, field service, and various types of engineering and tooling costs may be 
estimated by applying percentage to some other basic cost or conversion factors (e.g., 
number of staff-hours per month) to basic estimates of required staff-months of effort. 

b. In auditing conversion factors applicable to direct labor hours per staff-month, for 
example, ascertain whether the contractor considered excluding time for holidays, vaca
tions, sick leave, idle time, and similar items of an indirect nature. Failure to make 
proper allowance for indirect time in the conversion factors normally results in over
pricing the contract and noncompliance with CAS 402 where applicable. 

c. Percentages and conversion factors may be applied separately for each estimate, or 
they may be submitted or proposed periodically for incorporation in all proposals. In ei
ther instance, and notwithstanding previous agreements, evaluate the propriety of percent
age and conversion factors for applicability in the current proposal. 

9-604.2 Government-Furnished Material 

In some cases, the Government will furnish materials or services to the contractor on a 
"no charge" basis. Government-furnished materials may include special tools, shipping 
containers, or other items which may be classified by the contractor as ODCs. In these 
cases, verify that estimated costs for Government-furnished materials are not included in 
the proposal. 

9-604.3 Use of Accounting Data 

Contractors' accounting records which provide reserve accounts for ODCs based on the 
quantity of end products produced or shipped, may be used in evaluating estimates. When 
reserve accounts are maintained, credit entries are based on estimated amounts per unit 
applied to the quantity of end products produced or shipped. Debit entries are made for the 
expense actually incurred. An analysis of these reserve accounts should assist in determin
ing the reliability of the contractor's prior estimates. Large credit balances may indicate 
overestimating and large debit balances may indicate underestimating actual costs. 

9-604.4 Analytical Techniques 

a. Various analytical techniques can be used in evaluating the reasonableness of ODCs. 
Graphic analysis usually is an appropriate evaluation tool for studying experienced cost 
patterns as they relate to various types of ODCs. Time series charts are useful in depicting 
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the experienced movement of expenses or percentage factors related to some base cost 
over a time period. Scatter charts are used to show linear relationships of a specific other 
direct cost to some other volume base to which it bears a close correlation. 

b. The comparative analysis technique may be applied using as reference points availa
ble engineering data, budgets, loading charts, previous proposals for similar items, and 
industry standards and experience. 

c. When the contractor's proposal contains significant engineering or tooling staff-hour 
estimates, the estimates can be compared with related staff-hours specifically identified 
with the directly chargeable total plant engineering or tooling labor base used in the com
putation of the proposed engineering or tooling overhead rates. When the use of analytical 
techniques discloses significant differences, obtain further information from the contractor 
in support of the estimate. When differences cannot be adequately justified, the audit re
port should contain appropriate comments and recommendations. 

9-605 Specific ODC Evaluation Considerations 

Expenses generally classified as other direct costs (ODCs) and audit considerations 
related to them are discussed in the following paragraphs. 

9-605.1 Engineering 

Engineering costs included as ODCs generally fall into two categories--design and 
production. The type of engineering effort included in each of these categories depends on 
the individual contractor's practices. Because engineering effort required for a specific 
procurement of a complex product or for research and development involves technical 
determinations, assistance from Government technical personnel should normally be solic
ited when evaluating proposed engineering staff-hour estimates. An understanding of the 
various fields of engineering specialists is important when fashioning requests for tech
nical specialist assistance. The major engineering fields (i.e., industrial, mechanical, elec
trical, chemical, and civil) and several subspecialties are discussed in Appendix D. 

a. Design Engineering. Data accumulated in the contractor's accounting system or ad
junct statistical records which may be helpful in evaluating estimates for design engineer
ing include: 

(1) the total number of basic design hours expended on previous contracts of simi
lar complexity, 

(2) the number of various types of drawings required, and the average number of 
hours expended per type of drawing for prior contracts of varying degrees of complexity, 

(3) the percentage factors for support engineering (the direct engineering effort 
other than that expended by detailed designers working in the design department), and 

(4) percentage factors for engineering effort incidental to changes made during 
production which represent refinements of the product to attain improved performance. 

b. Production Engineering. Production engineering generally represents engineering 
effort expended during the life of a contract, beginning with the completion of the initial 
design. Initial design is usually segregated from other engineering effort in the contractor's 
accounting or statistical records. Design changes for which costs are not segregated may 
occur during the life of the contract. In evaluating the reasonableness of production engi
neering estimates, evaluate the contractor's methods and supporting data. Include an eval-
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uation of similar type engineering hours expended on previously completed projects of 
like complexity. 

c. Analytical Techniques. The plotting of engineering hours of contracts of similar 
complexity, by month, will generally indicate the extent of design and production engi
neering effort related to significant points of contract performance. Graphic analysis may 
also indicate definite patterns of engineering contract costs compared to deliveries. When 
the estimate involves a follow-on procurement, or the run-out portion of an existing con
tract, using graphic analysis of prior experience is of particular importance in evaluating 
proposed engineering costs. The analysis should provide: 

(1) An appraisal of the reasonableness of the monthly production engineering hours 
estimated by the contractor. 

(2) A determination whether there is a marked reduction in engineering hours after 
the initial delivery. 

(3) An appraisal, at an interim point, of the reasonableness of the contractor's esti
mated production engineering hours for the run-out portion of contracts subject to price 
redetermination or for setting successive targets under incentive type contracts. 

9-605.2 Special Tooling and Special Test Equipment 

a. Special tooling is designed: 
(1) to reduce the requirements for production/manufacturing labor hours and costs, 
(2) to speed production, and 
(3) to improve techniques, tolerances, and finished parts. 

The term includes jigs, dies, fixtures, molds, patterns, special taps, special gauges, and 
special test equipment used in the production of end items. The term does not include gen-
eral-purpose tools, capital equipment, expendable tools, small hand tools, tools acquired 
prior to the contract, replacement tools, and items of tooling which are usable for the pro
duction of items not required under the contract. 

b. Special test equipment means either single or multipurpose integrated test units 
engineered, designed, fabricated, or modified to accomplish special-purpose testing in 
the performance of the contract. Testing units comprise electrical, electronic, hydraulic, 
pneumatic, mechanical, or other items or assemblies of equipment that are mechanical
ly, electrically, or electronically interconnected to become a new functional entity. This 
causes the individual item or items to become interdependent and essential in the per
formance of special-purpose testing in the development or production of particular sup
plies or services. The term special testing equipment does not include: 

(1) material; 
(2) special tooling; 
(3) buildings and nonseverable structures (except foundations and similar im

provements necessary for the installation of special test equipment); and 
(4) equipment items used for general plant testing purposes. 

c. Audit Considerations 
(1) The contractor may support the total tooling cost estimate (including estimated 

tooling hour requirements) by a detailed listing of the type and quantity of each special 
tool required, with the related estimated purchase or fabrication cost. To evaluate their 
reasonableness, compare the estimates for a selected group of these tools with actual costs 
or actual hours expended for similar tools in previous production, appropriately adjusted. 
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Adjustments may be necessary to reflect differences in the number of tooling hours be
cause of increased or decreased complexity of the product or improvements in methods 
and techniques. Replacement and maintenance type tools recorded as indirect costs, and 
items of a capital nature which should be obtained under a facility contract, should be 
excluded from the list of special tools. 

(2) For follow-on production orders, determine whether any of the production tools 
purchased or fabricated on prior contracts will be available for use on the proposed con
tract and whether the cost estimate has taken this into account. 

(3) The use of graphic analysis to reflect the relationship between tooling costs of 
projects of like complexity with related delivery schedules will assist in evaluating the 
reasonableness of tooling costs in the current estimate. This type of analysis should pro
vide information similar to that discussed in 9-605.1c. 

(4) Determine whether expensive tools are justified and whether a sufficient num
ber of employees with required skills are available to use the tools properly. 

(5) Establish whether proposed special test equipment is justified. It must meet the 
definition for such equipment, and current inventories of Government- or contractor-
owned special test equipment should be evaluated to determine whether the equipment is 
available (see Selected Areas of Cost guidebook, Chapter 40). 

d. Liaison with Government Engineering Personnel. Maintain liaison with available 
Government engineering personnel familiar with the requirements of the proposed pro
curement and obtain information on: 

(1) the availability of Government-owned tooling and special test equipment, 
(2) the propriety of the numbers and types of tooling and special test equipment 

provided for in the estimates in relation to the production requirements, 
(3) possible savings which may be accomplished through improved tooling, and 
(4) the overall reasonableness of the estimated costs for tooling and special test 

equipment proposed by the contractor (see Appendix D). 

9-605.3 Packaging 

a. Packaging specifications are usually included in the request for proposals. These 
mainly depend on whether the item packaged will be shipped to a point within the United 
States (domestic) or overseas. Domestic packaging usually does not require special treat
ment provided it meets generally accepted end item packaging methods. The related cost 
may be classified as either an indirect cost or an ODC as long as it complies with the pro
posed accounting system to be used in costing the contract and all applicable Cost Ac
counting Standards. Packaging for overseas shipment requires special treatment, and the 
applicable costs are generally classified as ODCs. The special treatment accorded overseas 
packaging, as prescribed by Government specifications, requires that crating materials be 
of a better grade than those used for domestic crating; and the packages must pass a water 
and moisture proofing test. When packaging cost estimates are based on complex tech
nical determinations and the dollar amount is significant, it usually is appropriate to re
quest the assistance of a Government packaging specialist (see Appendix D). 

b. The reasonableness of the contractor's packaging cost estimate may be evaluated 
by comparing it with costs incurred for similar types and kinds of packaging. Graphic 
analysis (e.g., time series or scatter charts) showing the unit packaging material and 
labor costs for related items or the relationship of packaging cost to shop cost over an 
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extended period, may be used to plot the experienced costs for further analysis. Statisti
cal data usually available in the packaging department can be used for this comparison. 
In addition, review information regarding instructions for packaging under various spec
ifications, packaging standard hours arrived at by scientific means, and packaging bills 
of material if available. When experienced cost trends are plotted on charts for further 
study and analysis, ascertain whether: 

(1) all nonrecurring costs have been eliminated, 
(2) the packaging specifications of the current proposal are comparable to those 

which generated the experienced costs, and 
(3) the contractor has considered the possible impact to packaging material and 

labor cost trends resulting from expected changed market conditions. 

9-605.4 Travel and Subsistence 

Travel and subsistence costs usually include the costs of transportation and per diem, 
(lodging, meals, and incidental expenses) incurred by personnel while in travel status. 
When included as ODCs, the estimate usually is based on the contemplated number of 
trips, places to be visited, length of stay, transportation costs, and estimated per diem 
allowance. Questionable estimates for this cost may arise from such errors as the fol
lowing: 

a. Per diem rates projected that exceed allowable per diem costs after they have been 
escalated for expected inflation. Per diem rates are set forth in the (1) Federal Travel 
Regulations (FTR) established by GSA for the 48 Continental United States, (2) Joint 
Travel Regulations (JTR), Volume 2 established by DoD for Alaska, Hawaii, Puerto 
Rico, Northern Marianna Islands and territories and possessions of the U.S.,and (3) De
partment of State Standardized Regulations for locations not covered by GSA or DoD 
(FAR 31.205-46(a) and P.L. 99-234). For example, to estimate 20X9 per diem rates, the 
latest established rates for meals and lodging should be increased/decreased by a factor 
that reflects the forecasted economic change from the current established rate expiration 
date to 20X9. Refer to DCAAP 7641.74, Use of Economic Indexes in Contract Audits. 

b. Transportation rates projected in excess of lowest customary standard, coach, or 
equivalent air fare offered during normal business hours. 

c. Projected transportation costs for personnel to be transferred computed by using 
other than proper departure points. 

d. Mileage allowances projected in excess of actual needs. 
e. Excessive projected trip costs to a Government activity or subcontractor location 

for engineering coordination because the required number of trips and/or length of stay 
has been overstated. 

f. A comparison of the current estimate with experienced costs of prior procurements 
of a similar nature indicates that the current estimate is unreasonable. 

9-605.5 Field Service 

Contracts may contain provisions requiring contractor engineering personnel to ser
vice delivered equipment. The cost, usually referred to as field service expense, may be 
included in the contractor's estimate as a separately identifiable ODC, or as a part of 
indirect cost. Whichever method is used, it must comply with the accounting system to 
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be used in costing the contract and all applicable cost accounting standards. The cost of 
installation, maintenance and repair, and the development of operating instructions may 
be identified in the contractor's records as Field Service Expense, Guarantee Expense, 
Warranty Expense, or Reserve for Guarantee. Establish whether the procurement being 
audited provides for field service. An evaluation of the field service estimate should 
include: 

(1) evaluation of the data in support of the estimate, 
(2) comparative cost analysis, including the use of graphic analysis where appro

priate, 
(3) discussions with other Government representatives regarding complex engi

neering determinations, and 
(4) evaluation of the degree of conformity to the policy stated in FAR 22.1006. 

9-605.6 Royalties 

The contractor's cost estimate may include provision for royalties as a separately 
identifiable ODC or as part of indirect cost. Determine whether royalties are proper for 
inclusion in the price and whether the contract will include royalty reporting require
ments and royalty escrow or recapture provisions (FAR 27.202-1). The nature of the 
contractor's cost support for this element should be evaluated and addressed in the re
port. 

9-605.7 Preproduction and Start-up Costs 

Contractor's proposals should identify preproduction, start-up, and other nonrecur
ring costs, including such elements as preproduction engineering, special tooling, spe
cial plant rearrangement, training programs, initial rework or spoilage, and pilot runs. 
These costs may be susceptible to verification by a review of detailed documentation. In 
some instances, an analysis of experience on prior contracts by means described in the 
Graphic & Regression Analysis Guidebook will help to establish the reasonableness of 
costs proposed. Ascertain the proposed handling of such estimated costs. If the total 
costs are not to be charged to the contract being audited, determine whether the contrac
tor intends to absorb the residual costs or recover them on subsequent orders. 
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9-700 Section 7 --- Evaluating Estimated Indirect Costs 

9-701 Introduction 

This section provides guidance in evaluating estimates of indirect costs. These include 
manufacturing expense, engineering expense, tooling expense, material handling expense, 
selling expense, and general and administrative expense. Guidelines are also provided for 
evaluating indirect cost rates used in estimating indirect costs. 

9-702 Estimated Indirect Costs - General 

The evaluation of indirect costs and rates requires that the auditor have: 
(1) an understanding of the applicable evaluation considerations and techniques, 
(2) an insight as to what reasonably may be expected to occur in future operations 

of the contractor and the probable influence on projected indirect costs and overhead rates, 
and 

(3) knowledge of the contractor's disclosed accounting policies particularly those 
for distinguishing direct costs from indirect costs (see CAS 402) and the basis for allocat
ing indirect costs to contracts. (See Chapter 8.) 

9-702.1 Evaluation Considerations and Techniques 

a. The audit considerations in evaluating estimated indirect costs are similar to those 
used in the audit of historical costs because many estimates are based on historical 
costs. Audit guidance and procedures applicable to the audit of indirect costs and the 
evaluation of contractor's policies, procedures, and internal controls which affect indi
rect costs are presented in 6-600. The effect of findings and recommendations devel
oped through operations audits should be applied to estimated or proposed indirect costs 
and overhead rates (see 9-308b). Audit leads noted during the course of the audit should 
be documented for follow-up in future operations audits of those indirect cost areas 
where it appears the contractor is not employing the most effective, efficient, or eco
nomical operations. 

b. The auditor should consider the use of graphic analyses and statistical techniques in 
evaluating estimated indirect costs. Techniques of graphic analyses are discussed in the 
Graphic & Regression Analysis Guidebook. These techniques alone do not provide a basis 
for firm forecasts of costs; however, in appropriate circumstances, they can provide a basis 
for ascertaining whether estimated costs are within a cost range of what can reasonably be 
expected in the future. 

9-702.2 Anticipated Future Operations 

Evaluation of indirect cost estimates requires consideration of anticipated future 
operations of a contractor (see 5-500 on audit of budgets). To determine what may be 
reasonably expected to occur, the auditor should utilize analyses and projections of 
historical cost patterns and related data. When audits of historical costs are not 
reasonably current, and other methods of satisfying the audit objective are not available, 
the report should be qualified using the guidance in 10-304. Other methods of satisfying 
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the audit objectives include reliance on certified final contractor overhead submissions, 
the work of internal or independent auditors, or CAS compliance audits. It should not be 
assumed that historical cost patterns and the results of overhead audits for prior years 
will continue without change; the auditor must consider contemplated changes which 
may influence the projections. Examples of changes and possible effects are discussed 
in the following paragraphs: 

a. A change in the accounting policies governing the treatment of certain indirect ex
penses. This may include reclassifications of expense from direct to indirect, and new 
methods of accumulating and allocating indirect cost. Changes of this nature may affect 
the estimates for indirect costs and the computation of indirect cost rates. The auditor should 
be alert for accounting changes which would require the contractor to revise its Disclosure 
Statement (see 8-303). 

b. A change in management objectives as a result of economic conditions and increased 
competition. For example, the management may have placed emphasis, in the past, on a pro
gram to increase sales, whereas it now emphasizes a program to reduce costs. The auditor 
should ascertain the programs that management is stressing and determine that possible re
sults have been considered. 

c. A change in manufacturing processes and practices. Changing manufacturing opera
tions can affect the flow of cost. Modernization changes may affect estimates for indirect 
cost and the computation of indirect cost rates. For example, technological modernization 
can include acquisition of expensive new machinery which increases depreciation costs and 
the overhead pool. This new machinery may require fewer labor hours and result in reduc
tion of a direct labor base for allocating overhead. The auditor should be alert for changes to 
manufacturing processes and practices which can highlight accounting system weaknesses 
(see 14-800) and should consider whether: 

(1) The accounting system accurately assigns costs to products and equitably allocates 
costs. 

(2) The accounting system allocates costs to develop future product technology to 
existing products which receive no benefit. 

(3) The accounting system reflects savings resulting from technological improve
ments. 

(4) The accounting system integrates relevant data collected by newly implemented 
information systems. 

9-702.3 Classification of Cost as Direct or Indirect 

The auditor must determine whether cost items are directly or indirectly allocable to the 
proposed contract and that the estimated costs have been properly classified as direct or indi
rect. The auditor's evaluation of the allocability of cost items should disclose any deviations 
from the contractor's usual direct and indirect cost classification. When deviations are dis
closed, the auditor should determine the reasons for the differing treatment. Deviations may 
cause inequitable distribution of costs or they may be proper and warranted. The principles 
underlying the accounting and estimating classification for direct and indirect costs should be 
sufficiently flexible to reflect changes in operations. CAS 402-"Consistency in Allocating 
Costs Incurred for the Same Purpose" was established to insure that each type of cost is allo
cated only once and on only one basis to any contract or other cost objective (see 8-402). 
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9-703 Evaluation of Indirect Costs 

9-703.1 General 

The scope and extent of the audit of estimated indirect costs will depend on individual 
circumstances. As a minimum, the auditor should determine: 

(1) the extent to which underlying data in support of the estimates are valid, current, 
and applicable to the proposal being audited, 

(2) that the contractor has considered factors and conditions which have a bearing on 
the propriety of the estimated costs and the related allocation bases, including operations 
auditing recommendations for increased efficiency and economy, and 

(3) that the results are mathematically correct. 

9-703.2 Classification of Indirect Costs 

There are two general considerations in classifying indirect costs: 
a. A determination that the cost is assigned to the correct indirect cost pool; for exam

ple, manufacturing, engineering, material handling, occupancy, or general and administra
tive. The auditor should evaluate the composition of indirect cost pools to determine 
whether the accounts included are properly classified and whether further refinement in 
cost categories is required, and 

b. A determination that indirect costs have been properly classified by characteristics; 
that is, variable, semivariable, and nonvariable. Variable costs will vary directly and pro
portionately with its related volume base. Semivariable costs may vary directly but less 
than proportionately, with volume; further, the costs may remain relatively fixed between 
certain production limits and advance by steps, an example of this is supervisory wages. 
Nonvariable costs, on the other hand, will remain fairly constant, but the percentage rela
tionship will vary inversely with an increase or decrease in the related volume base. 

9-703.3 Advance Agreements (Indirect Cost) 

The auditor should determine whether the contractor has entered into advance agree
ments with the Government. Advance agreements may limit recovery of certain indirect 
costs such as independent research and development expense, bid and proposal expense, 
and recruiting expense. 

a. When advance agreements cover indirect costs included in the estimates, the auditor 
should determine that allocations to Government contracts are within the agreed limita
tions. 

b. FAR 31.205-18 and DFARS 231.205-18 no longer require advance agreements for 
IR&D and B&P costs for CFYs that began after September 30, 1992. However, for larger 
contractors that incur substantial IR&D and B&P cost certain ceiling limitations apply for 
the three CFYs beginning after September 30, 1992. For CFYs 1996 and beyond, there is 
no requirement to calculate or negotiate a ceiling for IR&D and B&P costs. 

c. Advance agreements covering forward pricing indirect cost rates may be entered 
into between contractors and contracting officers to reduce the time and effort required 
to evaluate the indirect cost rates used in each contract proposal. (See 9-1200 on for
ward pricing rate agreements). Circumstances on which the rates were developed may 
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be subject to change or the contemplated procurement in itself may invalidate the pro
priety of the agreed upon rates. The auditor should not accept the rates without deter
mining that they are reasonable and appropriate for the procurement being evaluated 
(see 9-312). 

9-703.4 Allocation Bases 

a. An equitable allocation of indirect costs to jobs, departments, processes, or cost cen
ters is dependent upon the bases used. Bases commonly used include direct labor dollars, 
direct labor hours, production costs, input costs, and cost of sales. With the advent of 
technologically advanced manufacturing machinery, bases such as machine hours, process 
time, and operational movements will become more widely used (see 6-606.3c., 6-610.2e., 
and 9-702.2). 

b. The evaluation of the bases used involves a determination of the accuracy of the data 
included in the base and equity of the resulting allocation. Because movement to an 
ACMS can encompass new types of allocation, the contractor may not be able to support 
the proposed base with accumulated historical data. The contractor may have to support 
the proposed base with a combination of documentation, such as production projections, 
historical data, employee interviews, manufacturer machine capability, and specifications 
and engineering analysis. Auditors should be open to verifiable forms of documentation 
which may be generated by the new system. 

c. The auditor should review the FAO audit of mandatory annual audit requirement 
No. 18 related to indirect allocation bases (see 6-606). In evaluating allocation bases, the 
auditor should determine that the base estimates reflect valid trends. Trends may be evalu
ated through analysis of ratios, budgets, and sales and production volume forecasts. Antic
ipated changes, such as proposed increases or decreases in wage rates and material pric
es or implementation of modernized manufacturing processes and practices, should also 
be considered when such factors will influence the base. Further discussion of matters to 
be considered by the auditor in evaluating the contractor's estimate of future business is 
included in 5-507.2. 

d. The auditor should review the applicable portions of the SEC filings to determine 
if off-balance sheet arrangements or related party transactions exist (see 14-301f(15) 
and 14-305). If any off-balance sheet arrangements or related party transactions exist 
and receive benefits of the parent company or a segment, determine that those entities 
are included in the appropriate allocation bases for an equitable share of indirect costs. 

9-703.5 Individual Indirect Costs 

The auditor should review selected accounts included in the indirect cost pools to 
evaluate the reliability of specific estimates. In evaluating projections, the auditor must 
consider historical cost patterns and the probable effect of anticipated changes. The au
ditor should review the FAO audit of mandatory annual audit requirements related to 
indirect cost comparison with prior years and budget (No.15), and indirect account 
analysis (No.16). In selecting accounts to be audited, the auditor should consider the 
following: 

a. Indirect costs questioned in prior periods, especially those expressly unallowable, 
that are required to be eliminated by CAS 405, 
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b. Indirect costs of a nonrecurring nature, 
c. Indirect costs that are usually recovered as direct charges or in separate loading 

factors, such as packaging or obsolescence, 
d. Indirect costs which show significant differences between historical cost and esti

mated cost, 
e. Indirect costs of a semi-variable or variable nature which do not show significant 

differences between historical cost and estimated cost despite a significant change in 
volume, and 

f. Indirect cost of a nonvariable nature which show significant variations between 
historical cost and the proposed estimated cost. 

9-703.6 Indirect Labor 

Indirect labor usually represents a substantial portion of indirect costs. The auditor 
should review the FAO audit of mandatory annual audit requirement related to changes 
in direct/indirect charging (No.7). In evaluating indirect labor, the auditor should ana
lyze variable, semi-variable, and nonvariable classifications of indirect labor in a current 
representative period. The ratios of each category to direct labor should be computed 
and compared with similar ratios for estimated cost. Projections of indirect labor re
quirements and the related costs can also be compared with manpower budgets. Indirect 
labor wage rates may be verified by reviewing personnel or payroll records. When pro
jected costs include wage increases, the auditor should ascertain whether the proposed 
increases have been approved by management and are in accordance with applicable 
agreements. 

9-703.7 Indirect Material 

It is desirable to differentiate the treatment of the nonvariable, semi-variable, and 
variable components of indirect material cost contained in the contractor's projection. 
Ratios of these expense classifications to appropriate bases should be computed only 
when practical. To further facilitate evaluation, similar ratios can be computed from 
historical cost data. Categorizing the recorded indirect materials into these classifica
tions requires that the auditor exercise judgment in determining whether the additional 
evaluation effort needed for this type of analysis is warranted. For instance, when the 
contemplated procurement is not large in dollar amount, it is probable that treatment of 
indirect material expense as variable with the level of production activity would be ex
pedient. Comparisons may be made of estimated requirements with budget requirements 
or estimated prices with current prices. When the proposed contract is a fixed-price in
centive type with successive targets, or a fixed-price contract with prospective price 
redetermination and the contractor expenses the cost of indirect materials at the time of 
purchase, the auditor should recommend the establishment and maintenance of indirect 
material inventories. Implementation of this recommendation would preclude the load
ing of indirect material costs during the experienced or retroactive portion of the con
tract. 
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9-703.8 Payroll Costs - Estimated Taxes and Fringe Benefits 

a. After establishing the estimated total direct and indirect labor requirements, the audi
tor should evaluate related payroll costs. The provisions of union wage agreements and the 
possible effect of anticipated wage negotiations should be evaluated to establish the validity 
of employee benefit costs included in the cost estimate. The auditor should be aware in eval
uating the estimate for payroll taxes that assessments cease upon reaching the taxable pay 
ceiling. The extent of labor turnover will influence the projections for payroll tax estimates; 
when turnover is low, the cost will be semi-variable in nature, when the turnover is high, the 
cost may be more variable in nature. The auditor should evaluate rates for unemployment 
insurance to determine if the estimate reflects possible adjustments in the rate. 

b. Pension and retirement plan costs frequently are related to payroll costs. In evaluating 
the reasonableness of pension and retirement costs, the auditor should perform the following 
steps: 

(1) Determine that the amount projected is in accordance with the company plan. 
(2) Ascertain that the pension plan has been approved by the Internal Revenue Ser

vice, and by the Department of Defense, if required. 
(3) Determine that proper adjustment has been made for any reversionary credits that 

may be due. 
(4) Determine that when rates are based upon actuarial data and have recently been 

revised or are scheduled to be revised, the effect of the new rates has been considered. 
(5) Verify that the contractor has used the pension plan’s long-term valuation interest 

rate to estimate the pension plan’s actual return on assets in computing the projected pension 
costs and in determining if the projected pension costs will be limited by the assignable cost 
limitation (i.e., if the actuarial value of assets exceeds the actuarial accrued liability plus 
current normal costs). Since volatility in the equity and bond markets makes predicting the 
actual rate of return on assets speculative at best, the contractor’s long-term valuation interest 
rate (i.e., the rate used to compute the CAS 412 pension cost) is the best available estimate of 
the actual rate of return on assets. Accordingly, projected pension costs resulting from the 
use of a rate of return on assets less than the contractor’s assumed long-term valuation inter
est rate should be questioned. The risk in this area is greatest when the pension plan is at or 
near full funding status. If the contractor’s pension plan is at or near full funding status, the 
auditor may need to advise the contracting officer of the risk associated with such circum
stances, even when there is no questioned pension cost. (See 10.304.7d(2).) 

(6) Review the history of the contractor's estimating procedures to determine if for
ward pricing projections for prior years have exceeded actual pension costs for those periods. 
If the history indicates a pattern of excess pension projections that is attributable to substan
tial actuarial gains, then an analysis of the effect of the actuarial assumptions on the forward 
pricing projections should be performed. 

(7) If a CIPR review is planned to be performed by the cognizant DCMA CIPR team, 
contact the ACO and obtain pertinent information on the plan's funding level, including any 
technical analysis that may impact forward pricing projections. 

(8) If a CIPR review is not planned or has not been performed within the past year, 
and pension costs have a material impact on forward pricing rates, request assistance from 
the DCMA Insurance/Pension Specialist in the review of estimated pension cost and/or pen
sion funding level. 
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9-703.9 Plant Rearrangement 

Plant rearrangement costs may result from the introduction of new products, consolida
tion or expansion of departments, changes in production requirements, or changes in manu
facturing techniques. In evaluating the detail supporting the projection of plant re
arrangement cost, the auditor should determine that like costs which will be reimbursable as 
direct costs under other contracts have been excluded from the estimate. Plant rearrangement 
costs applicable to a specific contract or project are normally not included in an indirect cost 
pool; plant rearrangement costs beneficial to all production effort are generally included in 
indirect costs. The guidance in Chapter 8 on CAS 402 should be applied to insure that plant 
rearrangement costs incurred for the same purpose are allocated only once and only on one 
basis. The auditor should review the plant rearrangement cost pattern in prior periods and 
compare actual costs incurred with previous estimates in evaluating the reliability of the 
current estimate. The auditor should be alert to costs categorized by the contractor as plant 
rearrangement but where the circumstances would indicate that they should more properly be 
included under the classification of "Plant Reconversion Costs." The definition and treatment 
of this latter category of costs are covered in FAR 31.205-31. The advice of Government 
technical personnel should be solicited to establish the necessity and reasonableness of pro
posed significant rearrangement costs. 

9-703.10 Depreciation 

The auditor should be familiar with current Internal Revenue guidelines and CAS 404 
(Capitalization) and 409 (Depreciation). The contractor's forecasts for depreciation should be 
evaluated using Internal Revenue guidelines as recognized by current DoD instructions and 
in such Cost Accounting Standards as CAS 404 and 409 where applicable. The auditor 
should evaluate the necessity for new acquisitions, review the contractor's capital replace
ment or acquisition policy and ascertain whether: 

(1) acquisitions have been approved by management, 
(2) actual commitments have been made, and 
(3) proper consideration has been given to lead time, installation costs, and rear

rangement expenses (see Selected Areas of Cost guidebook, Chapter 19). 

9-703.11 Rent 

Estimated rentals of machinery and equipment should be compared with costs in
curred for rentals. Rental agreements should be evaluated to ascertain expiration dates 
and renewal and purchase options. The auditor's attention is particularly directed to 
FAR 31.205-36 for guidance in determining the reasonableness and acceptability of 
rental costs (including the sale and leaseback of facilities). In this connection, special 
emphasis should be on evaluating the contractor's policies and practices where signifi
cant portions of the plant and facilities are acquired by renting in lieu of purchase. 

9-703.12 Occupancy Cost 

The auditor should evaluate the reasonableness of costs associated with the use and 
occupancy of the contractor's facilities. These costs include insurance, taxes, heat, light, 
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guard services, and maintenance expense. The evaluation should include a review of 
insurance coverage, tax records, assessment notice, utility bills, security requirements, 
and a comparison of estimated costs with the historical pattern of expense. 

9-703.13 Excess Facilities 

The auditor should determine whether estimated expenses for depreciation, rent, and 
occupancy include costs generated by excess facilities. When it is determined that costs 
attributable to excess facilities are included in the estimate, the auditor should be guided 
by FAR 31.205-17 and the provisions of the proposed contract. The auditor should con
sider any trends which might indicate the probability that excess facilities will develop 
during the period of the contract. An analysis of the contractor's budgets should provide 
insight in this area (see 5-500). Factors which may create excess facilities include re
duced workload, acquisition of additional facilities, and shutdown of existing facilities. 
When the auditor's evaluation indicates the probability of a significant increase in costs 
of excess facilities which will be allocated to the proposed contract, the auditor should 
recommend that the contract contain appropriate dollar limitations. 

9-703.14 Corporate or Home Office Assessments 

Indirect cost forecasts made by an operating division will usually include the antici
pated home office assessment to that division. The reasonableness of the assessment 
should be evaluated on the basis of services to be rendered or available to the operating 
division. The bases of assessment should be evaluated to determine that all components 
of the company bear an equitable share. An accurate determination at the operating level 
may prove difficult and may include prorations of unallowable home office and corpo
rate expenses. When the amounts involved are significant, an assist audit of the home 
office expenses should be requested. The auditor at the operating unit should furnish the 
assist auditor with sufficient data as to the contemplated level of activity of the operat
ing unit during the proposed contract period to enable the home office auditor to render 
an opinion as to the appropriate participation of the operating unit in the total allocable 
home office expense. When feasible, the home office auditor should arrange for the 
periodic audit of forward pricing home office rates applicable to operating divisions 
which have significant amount of Government business. The results of the audits should 
be forwarded to the auditors at the operating units for their use in evaluating proposals 
(see 6-804). 

9-703.15 Miscellaneous Income and Credit Adjustments 

The auditor is concerned with credit adjustments to indirect accounts, credits to di
rect accounts which should have been credited to indirect accounts, and miscellaneous 
income which has not been credited either to indirect or direct accounts. 

He or she must consider whether the amount is correct, whether the period in which 
the adjustment or income is credited is appropriate, and whether the accounting treat
ment is acceptable. 

a. As a minimum the audit should include a review of the contractor's financial 
statements, including the statements of cash flow, miscellaneous income accounts, and 
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journal vouchers. The auditor should analyze the trends of the credit items in the periods 
covered by the estimate. 

b. The auditor may find that the indirect expense pools have not been reduced by the 
amount of income received from such sources as scrap sales and rentals. Cash discounts 
taken and trade discounts may have been credited to income accounts. 

c. Credit adjustments should be reflected in the indirect cost pools for amounts 
chargeable directly to contracts and amounts chargeable directly to termination pro
posals. The auditor should review the anticipated activity for contracts for technical 
services, overhaul, spare parts, and facilities, the costs of which are wholly or partially 
recovered either directly or on a fixed rate basis. 

d. Credit adjustments should be applied against the expense originally charged; how
ever, when the application of the credit would distort the expense projection, the credit 
should be shown separately as a reduction of the total indirect cost pool. Examples of 
such credit adjustment are worker's compensation insurance refunds, price adjustments 
on material purchases, and insurance payments under casualty claims. 

9-703.16 Independent Research and Development and Bid and Proposal Costs 

FAR 31.205-18 sets forth certain rules and procedures for establishing the allowability 
of IR&D and B&P costs. For CFYs beginning after September 30, 1992, the ceiling limita
tions have been removed for most contractors. However, ceiling limitations are still in place 
for three full CFYs after September 30, 1992 for larger contractors with substantial amounts 
of IR&D and B&P costs. For CFYs 1996 and beyond, the ceiling limitation is removed. 
IR&D and B&P costs forecast for these contractors should consider these limitations until 
they are removed. For those contractors where ceiling limitations are no longer applicable, 
the forecasted IR&D and B&P costs still need to be allowable, allocable, and reasonable and 
be of potential interest to DoD (see Selected Areas of Cost guidebook, Chapter 33). 

9-704 Evaluation of Prospective Rates -- Indirect Costs 

9-704.1 Evaluation of Rate 

Indirect costs, while expressed as dollars, are calculated by the application of a rate to a 
selected cost base. To properly evaluate the acceptability and reasonableness of the con-
tractor's indirect cost rates, the auditor should review the period covered by the rate and 
the propriety of the rate structure by which indirect costs are allocated to cost objectives. 

9-704.2 Rate Period 

a. The auditor should determine whether the period used in developing an indirect cost 
rate is appropriate for the contemplated period of contract performance. For example, if 
the rate used is based on projections covering a one year period and the period of contract 
performance is expected to cover two years, the rate may not be appropriate for the second 
year. When unable to support the use of such a single rate, the contractor should be re
quested to submit rates for the subsequent periods involved. When the period used by the 
contractor coincides with the period of contract performance, the auditor should determine 
that consideration has been given to all work anticipated during the forecast period which 
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might influence the indirect cost rate. In evaluating the reasonableness of costs contained 
in long range estimates, the auditor may be confronted with an unwillingness on the part 
of the contractor to submit supporting data or an inability to submit reliable data. When 
there is reason to believe the contractor has data that relates to an estimate but is unwilling 
to submit it, the auditor should so notify the contracting officer and recommend that the 
contractor be required to make such data available (see also 1-500). 

b. Long range projections may lack sufficient data on which to base a reliable estimate. 
When the estimates are not susceptible to a reasonable evaluation, the auditor should so 
inform the contracting officer and make appropriate recommendations. For example, the 
auditor might recommend that a proposed award be made on a flexible price basis in ac
cordance with the provisions of FAR Part 16/DFARS Part 216, particularly when uncer
tainties in the long term indirect cost forecasts are combined with the possibility of con
tract changes and the indefinite nature of the particular Government program. 

c. CAS 406 "Cost Accounting Period" was established to provide criteria for select
ing time periods to be used as cost accounting periods for contract cost estimating, ac
cumulating, and reporting. The Standard will reduce effects of variations in the flow of 
costs within each cost accounting period (see 8-406). 

9-704.3 Propriety of Rate Structure 

The equity of the allocation of indirect cost is dependent upon an evaluation of the rate 
structure. Contractors may compute separate indirect cost rates for indirect costs such as 
manufacturing expense or engineering expense, and the bases used in the computation of 
indirect cost rates may vary. Contractors modifying their cost accounting systems to an 
advanced cost management system may adopt the use of multiple rates (see 6-606.2c. and 
6-608.1c.). Contractors must use the same rate structure for estimating purposes as they do 
for historical costing purposes. When a contractor employs a different rate structure for 
cost estimates, the auditor should inquire whether a change in its accounting system is 
planned. If a change is planned, the contractor must submit a cost impact statement result
ing from the change and agree to an adjustment as required by FAR 52.230-6 of the CAS 
administration clause (see 8-500). The auditor should evaluate the change to determine if 
the different method causes inequitable results and the validity of the cost impact state
ment. A change in method is not improper by itself. The auditor should recognize that the 
impact of current procurement, changes in production mix, modernization of manufactur
ing processes and practices (see 14-800), and other factors may necessitate the revision of 
an existing rate structure to provide equitable cost allocations. The criteria used in deter
mining the propriety of the number and types of indirect cost rates appropriate under vary
ing conditions and the propriety of the related proration bases are discussed in 6-600. 

9-704.4 Ceiling Rates 

Indirect cost rates may be subject to sharp fluctuations. In periods of declining work
loads, for example, indirect cost rates tend to increase because nonvariable costs are 
spread over a smaller allocation base. In the case of a corporate reorganization or a rea
lignment of management functions, additional costs may be incurred which may result 
in an increase in indirect cost rates. When the auditor's evaluation indicates the possibil
ity of a decline in workload, a change in management functions or any other factor 
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which would result in significant fluctuations in the rates, the auditor should determine 
the effect on the rate computation. Where warranted, the auditor should recommend 
ceilings in the indirect cost rates to prevent the acceptance of an unreasonable amount of 
indirect costs in the negotiation of the contract price. 
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9-800 Section 8 --- Economic Price Adjustments 

9-801 Introduction 

This section provides guidance on the evaluation of economic costs. 

9-802 General 

There are essentially two ways that contract prices can reflect the impact of inflation 
over the contract performance period. 

a. In the most widely used method, the proposed contract price includes current es
timates of wages and prices that are expected to be experienced during contract perfor
mance. The preferred bases for current estimates are forecasts of future wage and price 
indices prepared by qualified, professional economists. Their predictions are based on 
econometric computer models of the U.S. economy which consider a large number of 
factors that influence wages and prices. Accordingly, when evaluating proposals by this 
method, follow the guidance for using economic forecasts explained in DCAAP 
7641.74, Use of Economic Indexes in Contract Audits. 

b. Alternatively, the contract proposal may be priced without escalation and an eco
nomic price adjustment (EPA) may be proposed. This arrangement is appropriate when 
there is serious doubt about the stability of future market or labor conditions during an 
extended contract performance period. When such expectations are not included in the 
contract price, and they can be separately identified, they may be covered by an EPA 
contract clause. 

c. Use of EPAs have increased, primarily because of potential inequities that fixed-
price contracting can produce in periods of economic uncertainty. Such adjustments are 
intended to protect both the Government and the contractor from the effects of abnormal 
wage and/or price changes which could cause significant losses or windfall gains for 
reasons beyond the control of the contracting parties. 

9-803 Types of Economic Price Adjustments 

FAR 16.203-1 specifies three basic types of EPAs and 16.203-4 addresses applicable 
contract clause coverage. 

a. The first type provides for adjustments based on established prices. It is used 
where basic commodities and commercial items (i.e., steel, aluminum, brass, bronze, 
copper, and standard supplies) comprise a major portion of the contract work. Price 
adjustments are based on an increase or decrease from a specified level in published or 
established prices of either specific items or price levels of contract end items. 

b. The second type provides for adjustments based on the contractor's experienced 
labor or material costs and is commonly referred to as the actual cost method. This type 
of adjustment is used when there is no major element of design engineering or devel
opment work involved and one or more identifiable labor or material cost factors are 
subject to change. Price adjustments are based on an increase or decrease in specified 
costs of labor or material actually experienced by the contractor during performance of 
the contract. 

c. The third type is referred to as the cost index method. It is used when there will be 
an extended period of performance and the amount subject to adjustment is substantial. 
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Although many variations can be developed, one approach is to select representative 
BLS labor and material indices and project them into the future. Price adjustments result 
only if the actual indices are outside a defined range about the projections. 

9-804 Proposed Economic Adjustments - Evaluation Techniques and 
Considerations 

a. Techniques to evaluate costs/prices subject to EPAs are dependent on: 
(1) the appropriate contract clause, 
(2) the contractor's accounting system, and 
(3) other factors relevant to the proposed acquisition. 

As appropriate, use evaluation techniques in the preceding sections of this chapter. 
b. The evaluation techniques used in the audit of an adjustment under an EPA clause 

should be selected to assure that: 
(1) economic factors already contained in the original price proposal are not dupli

cated, 
(2) the base period of the contract clause is the same period used to establish the 

base price, 
(3) the contemplated clause is the most appropriate for the anticipated contract en

vironment, 
(4) the contractor's accounting system is capable of identifying and segregating the 

specific economic costs subject to adjustment from those attributable to qualitative and/or 
quantitative changes, 

(5) an adjustment will be made for only those economic changes beyond the control 
of the contractor, and 

(6) for the EPAs based on established prices and actual cost, that the aggregate 
price of increases shall not exceed 10 percent of the original contract price (FAR 52.216-2 
through 4). (The Chief of the Contracting Office may modify this limitation upwards.) 

9-805 Unsatisfactory Conditions 

Auditor vigilance is necessary to preclude unsatisfactory conditions as envisioned by 
4-803. While the auditor should be involved in preaward economic decisions, it may not 
always be possible to do an audit evaluation before the contract is executed; such action 
may not be requested or time may not permit an audit based on the auditor's initiative. 
At all times, but especially when this is the case, the auditor must be alert to possible 
contractor windfall profits or other excessive cost recoveries due to the operation of the 
EPA clause. When these conditions are detected the contracting officer should be ad
vised. All remedies should be exhausted at the FAO and regional level. If the situation 
continues, however, and resolution by the FAO or the regional office seems improbable, 
the condition should be reported in accordance with 4-803. 
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9-900 Section 9 --- Profit in Price Proposals 

9-901 Introduction 

a. This section provides guidance on the auditor's responsibilities related to profit or 
fee included in the contractor's price proposal. 

b. FAR 15.404-4/DFARS Subpart 215.404-4 state the Government and DoD policies 
and procedures for determining profit and fee objectives for negotiated contracts. It is in 
the Government's interest and, therefore, the general policy of DoD and civilian agen
cies to offer contractors opportunities for financial rewards sufficient to stimulate effi
cient contractor performance, attract the best capabilities of qualified contractors, and 
maintain a viable industrial base. 

9-902 Weighted Guidelines for DoD Profit Policy 

a. The weighted guidelines method set forth in DFARS 215.404-71 is generally pre
scribed for use by contracting officers in computing the profit objective to be used in 
negotiating contracts with commercial organizations where cost analysis is performed 
(see 9-903 for other methods). Under this method, the contracting officer is required to 
perform the profit analysis necessary to develop a prenegotiation objective for each 
contract action. The weighted guidelines method expressly takes into account: 

(1) the contractor's degree of performance risk in producing the goods or services 
purchased under the contract action, 

(2) the contract-type risk assumed by the contractor under varied contract and 
incentive arrangements, 

(3) the level of working capital needed for contract performance, 
(4) the nature of the contractor's facilities capital to be employed, and 
(5) contractor cost reduction efforts that the contractor can demonstrate will ben

efit the pending contract. 
b. Contractors are encouraged to present the details of proposed profit amounts in the 

weighted guidelines format. This would facilitate a more complete discussion of the 
individual factors that will determine the overall profit objective. The contracting of
ficer is required to utilize the weighted guidelines method in establishing a profit objec
tive for each applicable negotiated contract and to document the files accordingly. This 
"initial" profit objective is, of course, subject to later discussion and revision, as part of 
the overall price negotiated for the contract. In establishing a profit objective for a pro
spective contract award, the contracting officer is required to consider all pertinent in
formation, including audit data, available prior to negotiation. It is not, however, intend
ed that the profit objective be computed based on precise mathematical calculations, 
particularly for sub-elements of the major profit factors. 

9-903 Other Methods for Establishing DoD Profit Objectives 

Other methods for establishing profit objectives may be used for the contract types 
set forth in DFARS 215.404-73. Generally, it is expected that such methods will ensure 
that the appropriate profit factors and the relative values of these factors are considered. 
In addition, DFARS 215.404-72 describes the modified weighted guidelines method for 
nonprofit organizations. The procedures for establishing fee provisions on cost-plus-
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award-fee contracts are described in DFARS 216.405-2 and 215.404-74. Note that it 
does not permit the use of the weighted guidelines method. 

9-904 Civilian Agency Profit Policies and Procedures 

Civilian agencies' profit policies and procedures are contained in FAR 15.404-4 and 
those agencies' FAR supplements to 15.404-4. These policies also provide for a struc
tured approach to the profit objective to be used in negotiating contracts with commer
cial organizations where cost analysis is performed. NASA uses the structured ap
proach, which considers contractor effort in each cost category, cost risk, investment, 
performance, socioeconomic programs, and special situations. DOE uses weighted 
guidelines, which consider sub-levels of the cost elements, contract risk, capital invest
ment, independent research and development, special program participation, and other 
considerations. DOT uses weighted guideline methods for manufacturing contracts, 
research and development contracts, and services contracts. Risk percentage ranges are 
provided by contract type for each of the contract categories. GSA uses a structured 
approach that considers material acquisition, conversion direct labor, conversion related 
indirect costs, other costs, and general management. Other factors include contract cost 
risk, capital investment, cost control and other past accomplishments, Federal socioeco
nomic programs, and special situations and independent development. 

9-905 Responsibility for Evaluation of Proposed Profit 

a. Contracting Officer. After evaluating the contractor's cost proposal and establish
ing negotiation objectives on cost, the contracting officer is responsible for using the 
weighted guidelines method under DFARS 215.404-71 to complete DD Form 1861, 
Contract Facilities Capital Cost of Money. The completion of this form is a prerequisite 
to the completion of DD Form 1547, Record of Weighted Guidelines Application. These 
two forms are shown in DFARS 253.303-1861 and 253.303-1547, respectively. Note 
also that the contracting officer may request completion of these forms through normal 
field pricing support procedures (see 9-103 and DFARS 215.404). 

b. DCAA. The auditor is responsible for determining that the contractor's financial 
and cost data supporting the profit allowance is fairly stated, and preparing report com
ments on this determination in accordance with the guidance in 10-304.7f. Examples of 
appropriate areas for comment are provided in the following paragraphs on specific 
profit factors. However, see 9-906.6 on limitations. 

9-906 Audit Policies -- Profit Evaluations 

In conjunction with the evaluation of the price proposal, examine the contractor's 
profit submission and books and records to develop comments on the major profit fac
tors for inclusion in the audit report. Direct comments toward assisting the contracting 
officer in developing a profit objective for the contract and conducting the profit negoti
ations with the contractor. When methods other than weighted guidelines are used for 
establishing profit objectives, develop comments similar to those required under con
tracts where weighted guidelines apply. A percentage computation should not be shown 
in the report nor should the contractor's requested profit percentage be related to ques-
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tioned costs. Also note that it is not Agency policy to initiate completion of the profit 
form, DD Form 1547, although the auditor may assist in evaluating or completing this 
form if specifically called upon to do so by the contracting officer. 

9-906.1 Contractor Performance Risk 

This factor under DoD weighted guidelines addresses the contractor's risk in ful
filling contractual requirements through consideration of two broad categories (tech
nical and management/cost control). The auditor may include comments on these cate
gories to assist the contracting officer in determining whether the profit objective for 
each category should be set toward the lower or upper level of the established percent
age range. Examples of areas for comment include: reliability of management and inter
nal control systems, reliability of cost estimates and the contractor's cost estimating 
system, and cost reduction initiatives and cost control (see DFARS 215.404-71-2). 

9-906.2 Contract-Type Risk and Working Capital Adjustment 

a. This profit factor under DoD weighted guidelines focuses on the degree of cost 
responsibility accepted by the contractor under varying contract structures and incentive 
arrangements. When appropriate, comment on the availability or extent of cost history, 
the length of the performance period, the extent of effort subcontracted, and the extent 
of any costs already incurred under an undefinitized contract action (see DFARS 
215.404-71-3). 

b. For fixed-price contracts with progress payment provisions, the contracting officer 
calculates an adjustment to consider working capital needs and adds it to the contract-
type risk factor. With regard to this adjustment, comment on the accuracy of allowable 
costs, whether the costs properly exclude facilities capital cost of money (FCCM), and 
the accuracy of the deduction for progress payments (see DFARS 215.404-71-3(e)(3)). 
Note that the working capital adjustment is based on the contractor financed portion of 
total cost including G&A. 

9-906.3 Facilities Capital Employed 

a. This profit factor under DoD weighted guidelines recognizes the contractor's facil
ities capital to be employed during contract performance. The amount of recognition is 
separated among asset categories in proportion to the potential for productivity. The 
asset categories are land, buildings, and equipment. The designated profit rate ranges 
are 0 percent for land, 0 percent for buildings, and 10 to 25 percent for equipment. Note 
that profit recognition is limited to the investment in equipment. The auditor may com
ment on the accuracy and distribution of the facilities capital employed among the asset 
categories or on the extent of idle facilities (see DFARS 215.404-71-4). 

b. No fee or profit will be allowed under a "facilities contract" (see FAR 45.302
2(c)) or for facilities purchased "for the account" of the Government under any other 
type of contract (see FAR 45.302-3(c)). 
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9-906.4 Cost Efficiency Factor 

This profit factor under the DoD weighted guidelines is to provide an incentive for 
contractors to reduce costs. The profit objective may be increased if the contractor is 
able to demonstrate cost reduction efforts that benefit the prospective contract. When 
appropriate, the auditor may include comments relating to any cost reduction efforts 
claimed by the contractor. These efforts may include the contractor’s participation in 
Single Process Initiative improvements, elimination of excess or idle facilities, or other 
cost reduction initiatives employed by the contractor (see DFARS 215.404-71-5). 

9-906.5 Offsets – Profit Evaluations 

Be alert to the alternate approaches to the weighted guidelines method and that offset 
policies apply to certain pricing actions. DFARS 215.404-71-3(c)(3), 215.404-72(c), 
215.404-73(b)(2) and 215.404-74(c) address specific types of offsets or exclusions in 
establishing a fee/profit objective. Concurrently, if the contractor does not elect to claim 
or propose FCCM, recommendations should be made to insert the clauses at FAR 
52.215-16 and -17 into the contract, if not already incorporated in the solicitation. 

9-906.6 Limitations 

Establishment of an appropriate profit allowance is a crucial aspect of most contract 
negotiations. Except for the comments suggested above, which are intended to help the 
contracting officer by furnishing the information that he or she will usually wish to con
sider, the auditor will not initiate action in the profit area except upon specific contract
ing officer request. In this event, the auditor's effort will be limited to furnishing the 
information or factual data requested. 

DCAA Contract Audit Manual 



9108 June 29, 2016 
9-1001 

9-1000 Section 10 --- Audit of Parametric Cost Estimates 

9-1001 Introduction 

This section contains an overview and general guidance on auditing cost-to-noncost 
estimating relationships, primarily in the context of contractor price proposals. This 
section also contains guidance on the use of estimating standards in price proposals. It 
supplements guidance provided in this chapter, referenced appendixes, and in 10-300 
which is applicable to proposal audits regardless of the cost estimating methods used. 
More detailed guidance can be found in Appendix D-400, Cost Estimating Methods. 
This supplementary guidance contains criteria contractors should meet before submit
ting proposals based on parametric cost estimates. 

9-1002 Parametric Estimating Terminology 

9-1002.1 Definition of Parametric Cost Estimating 

a. Parametric cost estimating ("parametrics") has been defined as a technique em
ploying one or more cost estimating relationships (CERs) to estimate costs associated 
with the development, manufacture, or modification of an end item (See D-405b). A 
CER expresses a quantifiable correlation between certain system costs and other system 
variables either of a cost or technical nature. CERs are said to represent the use of one 
or more independent variables to predict or estimate a dependent variable (cost). 

b. Parametrics encompasses even the simplest traditional arithmetic relationships 
among historical data such as simple factors or ratios used in estimating scrap costs. 
However, for audit purposes our guidance will limit special consideration of parametrics 
to more advanced or complex applications. These may involve extensive use of cost-to
noncost CERs, multiple independent variables related to a single cost effect, or inde
pendent variables defined in terms of weapon system performance or design characteris
tics rather than more discrete material requirements or production processes. IT data 
bases and/or computer modeling may be used in these types of parametric cost estimat
ing systems. 

c. Parametric estimating techniques may be used in conjunction with any of the fol
lowing estimating methods: 

(1) Detailed --- also known as the bottom-up approach. This method divides pro
posals into their smallest component tasks and are normally supported by detailed bills 
of material. 

(2) Comparative --- develops proposed costs using like items produced in the past 
as a baseline. Allowances are made for product dissimilarities and changes in such 
things as complexity, scale, design, and materials. 

(3) Judgmental --- subjective method of estimating costs using estimates of prior 
experience, judgment, memory, informal notes, and other data. It is typically used dur
ing the research and development phase when drawings have not yet been developed. 
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9-1002.2 Distinction Between Cost and Noncost Independent Variables 

a. Although the basic criteria for cost-to-cost and cost-to-noncost CERs are gener
ally comparable, the supplementary criteria in this section pertain to cost-to-noncost 
CERs. Audits of traditional cost-to-cost estimating rates and factors are covered in 
other sections of this chapter and in referenced appendixes. 

b. Cost-to-noncost CERs are CERs which use something other than cost or labor 
hours as the independent variable. Examples of noncost independent variables include 
end-item weight, performance requirements, density of electronic packaging, number or 
complexity of engineering drawings, production rates or constraints, and number of 
tools produced or retooled. CERs involving such variables, when significant, require 
that the accuracy and currentness of the noncost variable data be audited. Special audit 
considerations are described in the following sections. 

9-1002.3 Uses of Parametric Cost Estimates 

a. Parametric cost estimating is used by both contractors and Government in plan
ning, budgeting, and executing the acquisition process. Parametric cost models are gen
erally made up of several CERs and can be used to estimate the costs for part of a pro
posal or the entire proposal. The cost models are often computerized and may be made 
up of both cost-to-cost and cost-to-noncost interrelated CERs. The guidance contained 
in this chapter is intended to assist in the audit of parametric estimates, CERs, and/or 
cost models used in developing price proposals for negotiation of Government con
tracts. 

b. Parametric cost estimates are often used to crosscheck the reasonableness of esti
mates developed using other estimating methods. Generally, it would not be prudent to 
rely on parametric techniques based on a broad range of data points to estimate costs 
when directly applicable program or contract specific historical cost data is available, as 
in the case of follow-on production for the same hardware in the same plant. Nor would 
parametric techniques be appropriate for contract pricing of specific elements such as 
labor and indirect cost rates which require separate forecasting considerations such as 
time and place of contract performance. The use of a parametric estimating method is 
considered appropriate, for example, when the program is at the engineering concept 
stage and the program definition is unclear, or when no bill of materials exists. In such 
cases, the audit evaluation should determine that: 

(1) the parametric cost model was based on historical cost data and/or was cali
brated to that data, and 

(2) the contractor has demonstrated that the CER or cost model actually reflects 
or replicates that data to a reasonable degree of accuracy. 

9-1003 Parametric Estimating Criteria for Price Proposals 

When a contractor uses parametric cost estimating techniques in a price proposal, the 
auditor will apply all pertinent criteria applicable to any proposal along with the sup
plemental criteria provided in 9-1004. 
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9-1003.1 Disclosure of Parametric Estimating Data 

a. The purpose of the Truth in Negotiations Act, 10 U.S.C. 2306(a), is to provide the 
Government with all facts available to the contractor at the time of certification and that 
the certified cost or pricing data was current, complete, and accurate (see 14-100). Par
ametric estimates must meet the same basic disclosure requirements under the act as 
detailed estimates. 

b. Although the principles are no different, proposals supported in whole or in part 
with parametric estimating will present new fact situations concerning cost or pricing 
data which is required to be submitted. A fundamental part of the definition of cost or 
pricing data is "all facts . . . which prudent buyers and sellers would reasonably expect 
to have a significant effect on price negotiations" (FAR 2.101). Reasonable parallels 
may be drawn between the data examples provided in FAR for discrete estimating ap
proaches and the type of data pertinent to parametric estimating approaches. For exam
ple, if a contractor uses a cost-to-noncost CER in developing an estimate, the data for 
the CER should be current, accurate, and complete (see D-406f). 

c. Many contractors use parametric cost estimating for supplementary support or for 
crosschecking estimates developed using other methods. Judgment is necessary in se
lecting the data to be used in developing the total cost estimate relied upon for the price 
proposal. In distinguishing between fact and judgment, FAR states the certificate of cost 
or pricing data "does not make representations as to the accuracy of the contractor's 
judgment on the estimated portion of future costs or projections. It does, however, apply 
to the data upon which the contractor's judgment is based" (FAR 15.406-2(b)). There
fore, if a contractor develops a proposal using both parametric data and discrete esti
mates, it would be prudent to disclose all pertinent facts to avoid later questions about 
full disclosure (see D-406f.). 

9-1003.2 Evaluation of Parametric Cost Estimates 

The auditor should address the following questions during the evaluation of parametric 
cost estimates: 

 Do the procedures clearly establish guidelines for when parametric techniques 
would be appropriate? 

 Are there guidelines for the consistent application of estimating techniques? 
 Is there proper identification of sources of data and the estimating methods and ra

tionale used in developing cost estimates? 
 Do the procedures ensure that relevant personnel have sufficient training, experi

ence, and guidance to perform estimating tasks in accordance with the contractor's 
established procedures? 

 Is there an internal review of and accountability for the adequacy of the estimating 
system, including the comparison of projected results to actual results and an 
analysis of any differences? 

9-1004 Supplemental Estimating Criteria 

The auditor should also consider the following supplemental criteria when evaluating 
parametric cost estimates. 
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9-1004.1 Logical Relationships 

The contractor should demonstrate that the cost-to-noncost estimating relationships 
used are the most logical. A contractor should consider all reasonably logical estimating 
alternatives and not limit the analysis to the first apparent set of variables. When a contrac
tor's analysis discloses multiple alternatives that appear logical, statistical testing (see 9
1004.3) of selected logical relationships may be used to provide the basis for choosing the 
best alternative. 

9-1004.2 Verifiable Data 

The contractor should demonstrate that data used for parametric cost estimating rela
tionships can be verified. In many instances the auditor will not have previously evalu
ated the accuracy of noncost data used in parametric estimates. For monitoring and doc
umenting noncost variables, contractors may have to modify existing information 
systems or develop new ones. Information that is adequate for day-to-day management 
needs may not be reliable enough for contract pricing. Data used in parametric estimates 
must be accurately and consistently available over a period of time and easily traced to 
or reconciled with source documentation. 

9-1004.3 Statistical Validity 

The contractor should demonstrate that a significant statistical relationship exists 
among the variables used in a parametric cost estimating relationship. There are several 
statistical methods such as regression analysis that can be used to validate a cost estimat
ing relationship; however, no single uniform test can be specified. Statistical testing may 
vary depending on an overall risk assessment and the unique nature of a contractor's par
ametric data base and the related estimating system. Proposal documentation should de
scribe the statistical analysis performed and include the contractor's explanation of the 
CER's statistical validity. See the Graphic & Regression Analysis Guidebook for infor
mation on techniques which may be used in the evaluation of the cost estimating relation
ships. 

9-1004.4 Cost Prediction Results 

The contractor should demonstrate that the parametric cost estimating relationships 
used can predict costs with a reasonable degree of accuracy. As with the use of any esti
mating relationship derived from prior history, it is essential in the use of parametric CERs 
for the contractor to document that work being estimated is comparable to the prior work 
from which the parametric data base was developed. 

9-1004.5 System Monitoring 

The contractor should ensure that cost-to-noncost parametric rates are periodically 
monitored in the same manner as cost-to-cost rates and factors. If a CER is validated 
and will only be used in a onetime major new pricing application, rate monitoring capa
bility is not essential. However, if it is expected that the rates should be considered as an 
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ongoing estimating technique, CER monitoring is critical. The contractor should revali
date any CER whenever system monitoring discloses that the relationship has changed. 

9-1005 Areas for Special Consideration in Parametric Cost Estimating 

9-1005.1 Parametric Estimating for Change Orders 

Change order pricing using parametric cost estimating relationships may need to be 
considered in a different light than initial contract pricing actions. The contractor may 
use cost estimating relationships which are unique to change order proposals. In general, 
contractors do not segregate costs separately for individual change orders. Therefore, it 
is important that the contractor have a system in place to validate, verify, and monitor 
CERs unique to change orders. However, if the CER was applicable to the basic con
tract and change orders, the CER could be validated without cost segregation. 

9-1005.2 Forward Pricing Rate Agreements 

a. Contractors may submit proposals for forward pricing rate agreements (FPRAs) or 
formula pricing agreements (FPAs) for parametric cost estimating relationships to re
duce proposal documentation efforts and enhance Government understanding and ac
ceptance of the contractor's system. Government and contractor time can be saved by 
including the contractor's most commonly used CERs in FPRAs or FPAs. (See FAR 
15.407-3 and 42.17 for basic criteria.) However, such an agreement is not a substitute 
for contractor compliance at the time of submitting a specific price proposal. FAR re
quires that the contractor describe any FPRAs in each specific pricing proposal to which 
the rates apply and identify the latest cost or pricing data already submitted in accord
ance with the agreement. All data submitted in connection with the agreement is certi
fied as being accurate, complete, and current at the time of agreement on price on each 
pricing action the rates are used on, not at the time of negotiation of the FPA or FPRA 
(FAR 15.407-3(c)). 

b. Key considerations in auditing FPRA/FPA proposals for parametric CERs follow: 
(1) FPRAs/FPAs do not appear practicable for CERs that are intended for use on only 

one or few proposals. 
(2) Comparability of the work being estimated to the parametric data base is critical. 

FPRA proposals for CERs must include documentation clearly describing circumstances 
when the rates should be used and the data used to estimate the rates must be clearly relat
ed to the circumstances. 

(3) Validation of all the parametric criteria (see 9-1003 & 9-1004) is especially im
portant if a single CER or family of CERs is to be used repetitively on a large number of 
proposals. 

9-1005.3 Subcontract Pricing Considerations 

a. FAR 15.404-3(c) requires that when a contractor is required to submit certified 
cost or pricing data, the contractor will also submit to the Government accurate, com
plete, and current certified cost or pricing data from prospective subcontractors in sup
port of each subcontract cost estimate that is: 
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(1) $13,500,000 or more, 
(2) both more than the certified cost or pricing data threshold and more than 10 

percent of the prime contractor's proposed price, or 
(3) considered to be necessary for adequately pricing the prime contract. 

Use of parametric CERs does not relieve a contractor of its responsibility to disclose 
planned subcontract procurements and the related subcontractor certified cost or pricing 
data. 

b. When proposed material costs are based on parametric estimates, the contractor 
must demonstrate that the type of materials required for the proposal are the same as 
included in the CER data base. The auditor should perform audit procedures to deter
mine if: 

(1) materials included in the CER data base are not estimated separately in the pro
posal, and 

(2) adjustments have been made to the CER data base for those items which were 
previously manufactured in-house and now are being purchased. If the CER data base has 
not been adjusted the contractor should provide a detailed cost estimate for purchased 
materials. 

c. The contractor should explain any major differences between parametric estimates 
of subcontract costs and the subcontractor's quoted price and to provide the rationale for 
using the parametric estimate instead of the quote. 

d. Consistency in subcontract cost estimating must be maintained within the contrac
tor's estimating system. Any significant deviations from normal practices in the proposal 
must be identified and justified by the contractor. 

9-1005.4 Parametric Estimating Efficiency 

a. A primary justification for using parametrics is reduced estimating and negotiation 
costs. Contractors should perform a cost-benefit analysis before implementing an elabo
rate parametric estimating model. Their analysis should show that implementation and 
monitoring costs do not outweigh the benefit of reduced estimating costs. In many in
stances, new reporting systems may have to be developed to provide reliable noncost in
dependent variables. In addition, the costs of CER validation and monitoring may be sub
stantial. 

b. When the contractor's cost-benefit analysis indicates that the parametric system im
plementation costs might outweigh the benefits of reduced estimating costs and/or in
creased estimating accuracy, the matter should be pursued for potential cost avoidance 
recommendations as discussed in 9-308. 

9-1005.5 Data Base Adjustment Considerations 

a. One basic criterion (see 9-1004.4) is that the parametric data base be comparable to 
work being estimated. However, a contractor may have to adapt a partially comparable data 
base to its cost history using a "calibration" factor. An example would be an adjustment to 
the data base to estimate the savings as a result of continuous improvement initiatives such 
as TQM. The utilization of complexity factors and/or adjustments to modify contractor de
veloped in-house CERs is a valid technique. However, the use of such factors or adjustments 
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should be fully documented and disclosed. In addition, this approach increases the contrac
tor's burden to document compliance with the other criteria. 

b. If a contractor does not support the adjustment factors, the contracting officer should 
be promptly notified (see 9-1005.7). In addition, the auditor should determine if a qualified 
or adverse opinion is required (see 9-211). The audit report should disclose the costs associ
ated with the unsupported factors. 

9-1005.6 Contract Administration Interface 

a. Upon receipt of a request to audit a price proposal, the auditor will coordinate with the 
Plant Representative/ACO to make arrangements for any needed technical reviews of the 
proposal (see 4-104 and D-100). Because of the special nature of cost-to-noncost estimating 
relationships, and the possibility of limited cost history and added audit testing, complete 
coordination is especially important when parametric estimates are involved. 

b. While the auditor will address special areas of concern as requested by the PCO and/or 
the Plant Representative/ ACO, the audit scope will be established by the auditor in accord
ance with the auditing standards (see 9-103.3), unless the PCO requests that the auditor eval
uate only part of a price proposal (see 9-206 and 9-209). 

c. Auditors should be available, on request, to explain applicable price proposal criteria 
and identify any prospective audit concerns to both Government and contractor personnel. 
An example of such audit advice would be to identify operating reports or records that have 
not been previously used to forecast costs and would therefore require added contractor sup
port and audit testing. Such advance coordination will help avoid unnecessary contractor 
system development costs. 

9-1005.7 Reporting of Estimating Deficiencies 

All proposal and estimating deficiencies found during the audit of parametric estimat
ing techniques should be immediately reported to the Plant Representative/ACO. These 
may include incorrect, incomplete, or noncurrent data and use of inappropriate estimating 
techniques. When a proposal evaluation discloses estimating system deficiencies, a sepa
rate report entitled "Estimating System Deficiency Disclosed during Evaluation of Pro
posal No. XXX" will be issued immediately after the deficiency is found (see 9-310). 

9-1006 Estimating Standards 

9-1006.1 Distinction Between Estimating Standards and Parametric Cost Estimating 

a. In terms of historical evolution and sophistication, the terminology of estimating 
standards as covered in this paragraph might be viewed as falling between traditional cost-to
cost estimating rates and factors and the more advanced types of parametric estimating sys
tems (see 9-1002). However, a contractor may elect to use any combination of these evaluat
ing methods, perhaps in the same proposal. 

b. Estimating standards are normally developed through the use of motion-time
measurement studies performed by industrial engineers. Parametrics, on the other hand, are 
developed by relating historical costs to one or more noncost drivers. While estimating 
standards usually represent cost-to-noncost relationships, they have traditionally been limited 
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to narrower or more discrete elements of estimated cost than may be the case in more com
plex parametric CERs. Also, the logic of the estimating relationship and the appropriateness 
of the mathematics in estimating standards will usually be readily apparent. 

c. Estimating standards will not necessarily require valuation under the criteria for par
ametric cost estimating relationships contained in 9-1003. Especially when such standards 
(e.g., hours/pound, hours/drawing, hours/page) have been in place and accepted by Govern
ment personnel, the evaluation guidance in this paragraph will likely be sufficient. 

9-1006.2 Use of Estimating Standards 

a. Estimating standards may be established by relating engineering and/or production 
costs (effort, time, and/or materials) to specific characteristics of a product such as composi
tion, weight, size, or duration. This approach is designed to save estimating effort and has 
been used frequently in estimating construction costs and costs of recurring job orders such 
as printing. Many contractors use the technique in shop-order budgeting and production con
trol. 

b. Estimating standards may be used to estimate the cost of a single material item re
quired for the work, or the cost of a single labor operation; for example, welding electrodes 
per ton of structural steel, press operations time per page, or guard-service costs per week. 
More complex, composite standards may be used to estimate costs of groups of components 
or broader classes of labor operations. 

c. Use of estimating standards may be appropriate in contract cost estimating situations 
when there is a close correlation between an amount of production cost and the related prod
uct or process characteristic. The data sets being correlated must have been measured in a 
uniform manner. The cost data used should be verifiable by reasonable means. The units of 
measure used for base characteristics should be uniform and readily identifiable; the quantity 
or value of a characteristic should be readily determinable. Standards may be derived from 
industry-wide statistics but should be relevant and verifiable to the experience of the particu
lar contractor using them. 

9-1006.3 Applicability to Price Proposals 

Traditionally, estimating standards have been used to estimate costs in lump sums, often 
including supervision, indirect costs, and occasionally general and administrative expense. 
To comply with FAR 15.408, Table 15-2 and cost accounting standards, the contractor will 
normally have to factor the estimate to identify the costs by cost element or function. Alter
natively, a proposed cost based on an estimating standard might qualify for submission as an 
"other" cost element if the cost can be tracked as such and is a relatively minor part of the 
total proposal. 

9-1006.4 Audit Procedures 

a. Depending on materiality and risk of the costs estimated, the auditor should examine 
the development and application of estimating standards to determine whether their use is 
proper in the circumstances. Evaluate all cost and noncost data applicable to each significant 
estimating standard and determine whether the data has been properly used in the computa
tions. Assure that the measurements and correlation are adequate for the purpose. Determine 

DCAA Contract Audit Manual 



9116 June 29, 2016 
9-1006 

whether the basis for the standard (for example, the product mix, production rates, and pro
duction methods) is sufficiently similar or comparable to that contemplated in the estimate at 
hand. 

b. When changes are contemplated in the design or production of an end item or the rate 
or method of production, the contractor's adjustments of the estimating standards require 
special scrutiny. Review by Government technical specialists may be necessary in this situa
tion. 

c. During audits of historical costs, sufficient information may be readily available from 
which the auditor could develop estimating standards to use as one means of appraising re
curring contractor estimates. However, this will not substitute for audit of cost estimates as 
submitted by the contractor. 
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9-1100 Section 11 --- Reserved 

9-1200 Section 12 --- Forward Pricing Rate Agreements (FPRA) 

9-1201 Introduction 

a. It is DCAA policy that forward pricing rate agreements (FPRAs) between the 
Government and contractors receive consistent audit treatment. In consonance with this 
policy, this section presents audit guidance covering the establishment and monitoring 
of FPRAs at contractor locations. 

b. The guidance presented herein is intended to supplement the detailed guidance 
presented in other parts of CAM, such as 9-700, on the audit of estimated rates. 

9-1202 Definitions and Background 

9-1202.1 FPRA 

An FPRA, as discussed in FAR 42.17, is a written agreement negotiated between a 
contractor and the Government regarding certain rates and factors available during a 
specified period for pricing contracts or contract modifications. Such rates and factors 
represent reasonable projections of specific costs that are not easily estimated for, iden
tified with, or generated by, a specific contract, contract end item, or task. These projec
tions may include rates for such things as: labor, indirect costs, material obsolescence 
and usage, spare parts provisioning, and material handling. 

9-1202.2 Forward Pricing Rate Recommendation (FPRR) 

An FPRA, by definition, is a written agreement between the Government and its 
contractor. A contractor, however, may not always be willing to enter into an FPRA 
because of frequently changing business conditions or other circumstances. If, under 
these circumstances, the Government still wishes to use some form of preestablished 
pricing rates, forward pricing rate recommendations can be unilaterally established by 
the ACO. Although the establishment of an FPRR differs in some key respects from an 
FPRA, most of the audit guidance contained within this section applies equally to both 
types of rates. 

9-1202.3 Forward Pricing Factor 

A forward pricing factor is generally represented as a percentage or ratio that is ap
plied to an existing cost or estimate in order to arrive at another, usually related, cost 
determination or estimate. Scrap, for example, is typically estimated as a percentage of 
unit material costs and then added to the unit material costs to develop total unit materi
al costs. Other typical forward pricing factors include escalation, labor fringes, and spe
cial tooling. 
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9-1202.4 Formula Pricing Agreement 

a. A formula pricing agreement (FPA) is a written agreement between a DoD con
tracting office and a large volume contractor which sets forth a methodology that the 
contractor agrees to follow when pricing items covered by the FPA. It differs from an 
FPRA in that, once established, the FPA may be used to determine the complete final 
price of individual orders. A typical FPA, for example, may be established to cover and 
expedite the acquisition of spares. 

b. DCAA FAOs, as part of DoD's field pricing support team, are requested to audit both 
contractor FPA and FPRA submissions. All FPA and FPRA submissions must be prepared 
and supported with certified cost or pricing data that is current, accurate, and complete. Con
tractor certification to this effect is required at the time agreement is reached on the formula 
price and/or at the time of agreement on individual orders over $750,000 (see 9-1207). This 
difference aside, much of the audit guidance contained herein for FPRAs is also generally 
applicable to the audit of an FPA. 

9-1203 FPRA Initiation, Application, Use, and Expiration 

a. The establishment of an FPRA may be initiated by either the contractor, PCO, or 
ACO whenever it is determined that the benefits to be derived from such an agreement are 
commensurate with the effort of establishing and monitoring it. 

b. The Government normally enters into an FPRA with contractors having a significant 
volume of pricing actions with the Government. This avoids having to establish new rate 
estimates every time the contractor bids on new work. In determining whether to establish 
an FPRA, it is the ACO's responsibility to consider whether sufficient benefit can be de
rived from such an agreement. 

c. Contracting officers will use FPRA rates as bases for pricing all contracts, modifica
tions, and other contractual actions to be performed during the period covered by the 
agreement, unless the ACO determines that changed conditions have invalidated part or all 
of the agreement. Any conditions affecting the agreement's validity will be promptly 
brought to the ACO's attention. 

d. FAR 42.1701(c) requires an FPRA to include specific terms and conditions covering 
expiration, application, and data requirements for systematic monitoring to assure the va
lidity of rates. The agreement must also provide for cancellation at the option of either 
party and require the contractor to submit to the ACO and to the cognizant contract auditor 
any significant change in cost or pricing data. 

9-1204 Rate Identification and Support 

Offerors are required in each price proposal to specifically describe the FPRA, if any, 
to which the rates apply and to identify the latest certified cost or pricing data already 
submitted in accordance with the agreement. (See FAR 15.407-3(a) and the instructions in 
FAR 15.408, Table 15-2 I.G. for submitting a contract price proposal.) All data submitted 
in connection with the agreement, updated as necessary, form a part of the total data that 
the offeror certifies to be accurate, complete, and current at the time of agreement on price 
for an initial contract or for a contract modification (see Certification, 9-1207). 
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9-1205 Audit Scope 

a. The scope of an FPRA audit needs to be tailored to the individual contracting cir
cumstances. At a minimum, however, the auditor should: 

(1) Appropriately consider: 
(a) the materiality of bases, pools, and rates; 
(b) the results of prior DCAA audits and adequacy of contractor internal con

trols; 
(c) the historical differences between the contractor's forecasted and actual rates; 
(d) changes in the contractor's organization, operations, manufacturing process

es and practices (see 14-800), business volume, and allocation bases; 
(e) the mix of Government and commercial business and types of Government 

contracts; and 
(f) Board of Directors minutes for documentation of any major decisions affect

ing the contractor's organization and operations. 
(2) Determine that the contractor's: 

(a) estimating practices comply with disclosed cost accounting practices; 
(b) projected business volume, allocation bases, and indirect costs are reasona

ble and in consonance with the contractor's internal plans; 
(c) rate data are valid and correct; and 
(d) rate computations are mathematically correct. 

b. The rates covered by an FPRA, although "preestablished" for periods of general 
use on more than one proposal, are audited in much the same manner as the forward 
pricing rates applied in the audit of individual price proposals. Many of the steps for 
auditing forward pricing rate estimates are also similar to the steps for auditing histori
cal costs and rates. Therefore, prior to determining the FPRA audit scope, the auditor 
should become familiar with the CAM guidance covering the audit of both forward pric
ing rates (see 9-700 for indirect costs and 9-500 for direct labor) and historical cost rates 
(see 6-600 for indirect costs and 6-400 for direct labor). 

9-1206 Evaluation 

a. Budget Evaluation Compatibility. Rate forecasting procedures are closely tied to the 
contractor's budgeting procedures. Therefore, auditors should evaluate the budgeting pro
cedures and related practices to: 

(1) ascertain that, in the aggregate, the data upon which the judgments are made are 
sound and consider all available and relevant contractor data, and 

(2) determine whether the data supporting the proposed rates are compatible with 
company budgets and agree with the general conditions, standards, staffing factors, and 
other criteria used for planning and budgetary purposes. Further guidance on the evalua
tion of contractor budgets and how it relates to an FPRA audit is provided in 5-500. 

b. Estimating System Audits and Deficiencies. In evaluating an FPRA submission, 
the auditor should be familiar with: 

(1) DCAA's guidance on estimating methods and system audits in 9-309 and 5
1200, 

(2) the details of the contractor's estimating system, and 
(3) the disclosures from the latest estimating system compliance audit. 
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At a minimum, the auditor should perform a thorough review of the permanent file for 
outstanding estimating system deficiencies. Contractor estimating deficiencies disclosed 
as a result of system audits or audits of individual pricing actions can also apply to the 
contractor's FPRA estimates. Similarly, estimating deficiencies disclosed during an 
FPRA evaluation can also apply to the audit of individual pricing actions. If an out
standing deficiency exists that has an impact on the FPRA evaluation or one is disclosed 
by the evaluation, then the auditor should adopt one of the reporting alternatives pre
sented in 5-1213 and incorporate the deficiency accordingly into the FPRA evaluation 
report. 

c. Comparison to Billing Rates. Because of the large degree of interdependence be
tween billing rates and forward pricing rates for the current contractor fiscal year (CCFY), 
the auditor should expect both types of rates for the CCFY to be the same. It is therefore 
important for the auditor evaluating an FPRA submission with CCFY rates to carefully 
compare these rates and supporting data with the most recent billing rates and supporting 
data for the CCFY. Any significant differences between the rates must be fully explained 
and supported by the contractor. If the auditor determines that billing rates should be re
vised, the contractor should be requested to submit a new billing rate proposal. If the con
tractor refuses to submit a more current billing rate proposal the procedures in 6-705 are 
applicable (also see 9-1207, 6-706.1, and FAR 42.703-2 for further guidance). 

d. Impact of Individual Pricing Actions 
(1) Each pricing action needs to be initially evaluated to determine whether its 

impact upon the existing FPRA significantly changes the conditions upon which the 
FPRA was negotiated. FAR 15-407-3(b) requires that such changes be reported to the 
ACO. In assessing the changed conditions, the auditor should consider: 

(a) the type of contract contemplated, 
(b) the dollar significance of the pricing action, 
(c) whether the performance period of the proposed contract action is signifi

cantly different from the period to which the rate agreement applies, and 
(d) any new data or other information that may raise a question as to the ac

ceptability of the rates. 
(2) The auditor should also be alert to any pricing action which does not accurate

ly reflect the agreed-upon rates, incorporates the correct rates from an FPRA which has 
subsequently been declared invalid, or appears to seek preferential pricing rates (see 
FAR 15.407-3(b) /DFARS 215.407-3. 

e. Allocation Methods and Activity Bases 
(1) General. Even though a contractor has well-established and regularly accepted 

procedures for formulating and applying FPRAs, the auditor needs to periodically per
form an in-depth analysis to determine whether these procedures and the proposed allo
cation methods and activity bases are still equitable. Guidance for making this determi
nation is provided in 6-600, Chapter 8, and 9-700. 

(2) CAS. The Cost Accounting Standards (Chapter 8) play a significant role in 
the development of rates and factors. Therefore, when evaluating an FPRA submission, 
the auditor should review the permanent file for any outstanding CAS problems relating 
to the rates, and otherwise assess the current proposal for compliance with CAS. 

(3) Rate Structure. Rate structure describes the number and types of rates estab
lished for a given set of conditions. It also determines how costs are to be allocated and 
the overall equity of the allocation. Contractors are required to use the same rate struc-
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ture for forward pricing purposes as they do for historical costing purposes. Should a 
contractor employ a different structure for estimating its costs, the auditor needs to de
termine whether the contractor is changing its accounting system. If so, has the contrac
tor submitted: 

(a) a cost impact statement and 
(b) a revised disclosure statement as required by FAR 52.230-6 and 3 of the 

CAS administration clause (see 9-704.3 and 8-303.3). 
(4) Rate Period. The auditor needs to determine that the rates used for forward 

pricing purposes are appropriate for the contemplated period of contract performance 
(see 9-704.2). 

(a) Indirect Cost Rate Periods. The rate period for indirect cost rate estimates 
should generally coincide with the contractor's fiscal year period or the historical rate 
period established for the allocation of the indirect cost. Except for those situations ex
plained in 8-406.1, an indirect cost rate period should not be computed for a period 
longer than one year. In certain circumstances, however, it may be more equitable for 
contract costing purposes to use a shorter indirect cost rate period than the contractor's 
normal fiscal year. These circumstances are explained in 6-605. 

(b) Labor Rate and Factor Periods. The period for determining forward pric
ing factors and labor rates will also usually coincide with the contractor's fiscal year or 
historical rate period. The applicability of the period, however, must be examined for 
each pricing action. This is to determine whether the contemplated contractual require
ments parallel the conditions that were contemplated in the development of the rates and 
factors, or whether conditions are present which indicate that the rate periods should be 
modified. The audit report should contain appropriate comments whenever the evalua
tion of forward pricing rates and factors discloses that the estimated rate periods are 
unreasonable for the work to be performed. See 9-500 and 9-600 for further guidance, 
including the conditions under which forward pricing factors and labor rates should be 
modified. 

(5) Forecasted Bases and Expenses. Auditors must use the knowledge and data 
that they obtain from audits of contractors' estimating systems as the basis for determin
ing the validity of the contractor's estimates of base and expense pool amounts. In addi
tion, the auditor should evaluate the information available from cognizant Government 
acquisition and contract administration officials, as well as from outside sources. At a 
minimum, the auditor needs to verify that the forecasted allocation bases and estimated 
pool costs: 

(a) are compatible with the contractor's current business volume estimates and 
developed in accordance with the latest management plans and 

(b) appropriately consider the procurement requirements and limitations of the 
individual buying offices. 
(See 6-700 and 9-700 for further guidance on the evaluation of forecasted bases and 
expenses.) 

f. Assist Audits. Corporate and other organizational allocations can have a substan
tial impact on forward pricing rates. Therefore, assist audit planning should be coordi
nated with the involved DCAA audit offices to ensure timely receipt of feeder reports. 
The planning should be geared to the contractor's budget cycle. Requests for assist au
dits of allocated costs or rates should not wait until the receipt of a contractor's FPRA 
proposal. (Also see 9-104.5(b).) 
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g. Use of Technical Specialist. The auditor should refer to the detailed procedures in 
Appendix D and throughout Chapter 9 for guidance: 

(1) in making decisions about whether technical specialist assistance is needed, 
(2) identifying what type of technical specialist is needed, 
(3) deciding upon the best source for the technical assistance, 
(4) achieving good communications with the technical specialist, and 
(5) reporting on the uses of technical specialists or the impact of their nonavaila

bility. 

9-1207 Certification 

Contractors seeking to enter into a FPRA are required by FAR 42.1701(b) to provide 
the ACO with a proposal that includes certified cost or pricing data that are accurate, 
complete, and current as of the date of submission. No Certificate of Current Cost or 
Pricing Data is required, however, upon reaching a negotiated settlement on the FPRA 
(or other advance agreement). This is because the rates in the FPRA are covered by the 
certificates that are executed when the individual contracts and contract modifications 
are negotiated. That is, when an FPRA or other advance agreement is used in partial 
support of a later contractual action that requires a certificate, the price proposal certifi
cate shall cover: 

(1) the data originally supplied to support the FPRA or other advance agreement 
and 

(2) all data required to update the price proposal to the time of agreement on con
tract price (see FAR 15.407-3 and FAR 15.408, Table 15-2 ). 

9-1208 Monitoring FPRAs 

Primary responsibility for updating rates rests with the contractor, and ACO staff 
members often assume most of the Government's responsibility for monitoring FPRAs. 
Notwithstanding this, the rates should also be monitored periodically by the auditor so 
that the ACO can be notified of any significant variances. When appropriate, the auditor 
should: 

a. Ensure that the rates are analyzed on a periodic basis by comparing the actual rates 
with the agreed-to rates. To avoid performing duplicate work, coordinate with the con
tractor and ACO and determine if they are tracking and analyzing rates. If the contractor 
is not tracking and analyzing rates, the auditor should recommend to the ACO that the 
contractor perform this effort as a condition of the FPRA. 

b. Compare new outputs from the contractor's budgetary system against the contrac
tor's actual expenditure patterns for the CFY and against the budgeted amounts initially 
provided to support the FPRA. 

c. Inform the ACO of any significant variances disclosed from monitoring the FPRA 
rates. When unfavorable trends or patterns begin to surface, and significant variances 
from actual costs are identified communicate the results of the analysis to the ACO in a 
memorandum along with the recommendation that the contractor be requested to submit 
a revised FPRA proposal. If, on the basis of the facts at hand, the ACO does not agree 
that revised rates are warranted, inform the FAO Manager for possible elevation of the 
issue(s). Also see 9-1209 on reporting. 
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9-1209 Reporting on an FPRA 

a. Report writing guidance in 10-200, 10-300 and the audit report shell report for activ
ity code 23000, found on the DCAA intranet should be used for reporting the findings of 
FPRA evaluations. 

b. While the establishment of an FPRA can be initiated by the contractor, PCO, or 
ACO, the ACO is responsible for: 

(1) obtaining all new or updated submissions from the contractor (FAR 42.1701) 
and for 

(2) processing the requests for DCAA audit when field pricing support is available 
(FAR 15.404-2 ). 

c. Recommend a contract reopener or savings clause in forward pricing audit reports 
when external restructuring costs are included in forward pricing rates (Selected Areas of 
Cost guidebook, Chapter 63). 

d. The auditor is obligated to promptly report to the ACO any conditions which may 
affect the validity of an existing FPRA. Although oral notification and discussion of the 
conditions may be initially appropriate in some circumstances, such notification should be 
followed up by a letter or report when the notification is expected to be pursued. If, the 
ACO determines that the condition has invalidated the agreement, the ACO should pro
vide notification of this fact to all interested parties and initiate revision of the agreement 
(see FAR 42.1701(c and d)). 

e. Should the FPRA audit disclose a contractor estimating system deficiency which has 
not been previously reported, the auditor should report the deficiency using the guidance 
in 10-413 and should ensure that the deficiency is appropriately incorporated into the 
FPRA evaluation report. 

9-1210 Auditor Involvement at FPRA Negotiation Conferences 

FAR 42.1701(b) requires the ACO to invite the cognizant contract auditor to partici
pate in developing a Government objective and to participate in the negotiations of the 
FPRA. Upon completing the negotiations, the ACO should prepare a price negotiation 
memorandum (PNM) and forward copies of the PNM and FPRA to the cognizant auditor, 
as well as to all contracting offices that are known to be affected by the FPRA. See 15-400 
for further guidance on auditor support at negotiations. 

9-1211 Requirement for Postaward Audit After Revision to an FPRA 

Forward pricing rates reflect the contractor's best judgments of what future expenses 
will be. The certified cost or pricing data supporting these judgments must be accurate, 
complete, and current as certified by the contractor when individual contracts are negotiat
ed (see Certification above). To support their certifications, contractors must ensure con
tinual surveillance of the certified cost or pricing data supporting the FPRA rates. When
ever the auditor has an indication that forecasted rates should have been revised for 
significant changes to reflect more accurate, complete, or current certified cost or pricing 
data, pricing actions using the rates should be subject to a postaward audit. (See 14-100 
for detailed guidance.) 
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9-1300 Section 13 --- Should-Cost Team Reviews 

9-1301 Introduction 

A should-cost team review, as discussed in FAR 15.407-4/DFARS PGI 215.407-4, is a 
method of contract pricing that employs an integrated team of Government procurement, 
contract administration, contract audit, and engineering representatives to conduct a coor
dinated, in-depth cost analysis at the contractor's plant. 

9-1302 Nature and Purpose of Team Reviews 

a. A should cost review is performed to: 
(1) identify uneconomical or inefficient practices in the contractor's management 

and operations and to quantify the findings in terms of their impact on cost, and 
(2) develop a realistic price objective which reflects reasonably achievable econo

mies and efficiencies. 
b. A should-cost team review represents a rigorous and detailed onsite proposal evalua

tion. It is a specialized approach to the establishment of a fair and reasonable price based 
on what a contract (normally a major production contract) should cost in the environment 
and under the conditions predicted for contract performance. 

9-1303 Types of Should-Cost Reviews 

a. The two types of should-cost reviews are: 
(1) program should-cost and 
(2) overhead should-cost. These should-cost reviews may be performed together or 

independently. 
b. A program should-cost review is used to evaluate significant direct costs, such as 

material, labor and associated indirect cost. An overhead should-cost review is used to 
evaluate indirect costs. It is normally used to evaluate a Forward Pricing Rate Agreement 
(FPRA) with a contractor. 

9-1304 Criteria for Performing Should-Cost Reviews 

a. The decision on whether to perform a program should-cost analysis is made by the 
contracting officer. Considerations in deciding to conduct a program should-cost review 
are in FAR 15.407-4(b)(2). Further, DFARS PGI 215.407-4 (b) states that should-cost 
analyses shall be performed prior to the award of definitive major systems contracts in 
excess of $100 million when all of several conditions identified therein are met. Waiver of 
the should-cost requirement is made at a high level in accordance with Military Service 
procedures. 

b. The decision to conduct an overhead should-cost review is made by either DCMA or 
the military department responsible for performing contract administration functions. 
These reviews should be conducted when the criteria in FAR 15.407-4(c)(2) and DFARS 
PGI 215.407-4(c) are met. The head of the contracting activity may request an overhead 
should-cost review for a business unit which does not meet the criteria. 
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9-1305 Team Makeup and Responsibilities 

a. The should-cost review team (see Figure 9-13-1) normally consists of a team leader, 
a deputy team leader, a DCAA representative, an operations and administration officer, 
and three subteams: technical, management, and pricing. The Military Department estab
lishing the team review will usually assign its own personnel as chiefs of the management, 
technical, and pricing subteams. Each subteam is comprised of contract administration 
and/or procurement office personnel responsible for the performance of specific functions. 

b. After considering the results of DCAA operations audits, the technical subteam is 
responsible for the review and evaluation of a contractor's engineering, production, inspec
tion, testing, and quality assurance systems. The technical subteam can also be expected to 
evaluate the technical aspects of proposed direct labor hours and material requirements. 
The management subteam evaluates the contractor's overall management approach and 
organizational structure and their impact on the estimated costs and proposed price. The 
pricing subteam obtains Government field pricing support on subcontractor and intra-
company price proposals and/or cost estimates (see 9-104 and 9-105) and develops the 
Government's negotiation position. 

c. As illustrated in Figure 9-13-1, the DCAA representative participates in the should-
cost team review in an independent advisory capacity reporting directly to the team leader. 
Technical direction during the review will be provided by the auditor's supervisor. 

9-1306 Processing Requests for Team Participation 

a. DCAA will be responsive to requests received from Military Department pro
curement offices for contract audit participation in should-cost team reviews. Requests 
may either be processed through DCAA Headquarters or received directly by FAOs. 
Requests on reviews established by the Army are covered by a memorandum of under
standing which is consistent with the guidance contained in this section. 

b. When notified of a pending should-cost team review, the FAO manager, in conjunc
tion with the regional audit manager, will assign a DCAA representative to the team. Se
lection criteria will include technical expertise, ability to establish and coordinate respon
sibilities of assigned personnel, and communication skills. 

9-1307 Reserved 

9-1308 Role of the Assigned Contract Auditor 

The role of the assigned DCAA auditor in a should-cost team review is essentially the 
same as in a regular audit of a price proposal, as covered in other sections of this chapter. 
Specific DCAA responsibilities and functions as part of these team reviews are highlight
ed below. 

9-1308.1 DCAA Audit of Contractor's Proposal 

The contract auditor will perform a comprehensive audit of the contractor's proposal 
in accordance with other sections of this chapter. The auditor has primary responsibility 
to evaluate and report on all financial/cost aspects of a contractor's proposal and to de-
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termine the scope of audit. This responsibility includes but is not limited to an evalua
tion of the following: 

a. Direct labor hours. (This aspect of the review includes application of improvement 
curves and may be accomplished in conjunction with efforts of the technical subteam.) 

b. Direct labor rates. 
c. Indirect cost rates. 
d. Direct material pricing. 
e. Labor and material usage factors (for example, labor standards realization and 

scrap). 
f. Make-or-buy decisions. 
g. Major subcontract costs (to include an evaluation of whether the prime contractor is 

properly discharging its responsibility for the review of subcontractor proposals). 
h. Estimating methods and procedures. 
i. Adequacy of the cost accounting system for the proposed contract. 

9-1308.2 DCAA Coordination with Subteams 

The contract auditor and members of the subteams may in some cases have related and 
overlapping responsibilities in some review areas. To avoid duplication, efforts of the 
auditor and the subteams should be carefully coordinated. 

9-1308.3 Communication of Contract Audit Results 

a. The contract auditor will promptly advise the should-cost review team leader of sig
nificant findings during the audit, and discuss interim findings fully with other team mem
bers as requested by the team leader or as needed to further coordinate the overall team 
effort. 

b. Report on any operations audit performed during the should-cost review in accord
ance with 10-400. 

c. Overall results of the contract audit work on the should-cost team review will be 
provided to the team leader through a formal audit report prepared in accordance with 
10-300. The team leader and auditor should agree on an audit report due date at the start 
of the review. The due date must provide enough time for a complete audit of the pro
posal and auditor quantification of findings developed by the subteams. 

9-1308.4 DCAA Assistance After Report Issuance 

a. The contract auditor will provide contract audit assistance to the should-cost review 
team leader as needed after issuance of the audit report. An example of this type of effort 
is the audit of contractor proposal revisions, consistent with FAR 15.404-2(c). The DCAA 
representative will not, however, develop recommended Government "fallback" positions 
since inclusion of this type of recommendation in our audit reports or audit advice may 
compromise the Agency's independence and contravene the advisory nature of audit ser
vices. While necessary post-audit assistance may be extensive, it is not anticipated to be 
continuous in most cases. 

b. The auditor will attend negotiation and other conferences if requested by the team 
leader or other procurement official. Since the responsibilities and functions of the audi-
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tor assigned in a should-cost team review are essentially the same as in a regular audit 
of a price proposal, the auditor's attendance at negotiation conferences will be governed 
by 15-400. Normally, the auditor should attend only those portions of the negotiation 
conference impacted directly by the audit. 

9-1308.5 Establishing Appropriate Responsibilities and Functions 

a. The DCAA representative should ensure that DCAA audit efforts and other func
tions on the team are consistent with the responsibilities of the contract auditor as stated 
in the DCAA charter (1-1S1). Early coordination of team responsibilities should provide 
an operating guide and checklist for the procurement office, team leader, and individual 
team members to use in defining and performing assigned functions. After the initial 
planning meetings with the other should-cost team members, the FAO should provide 
written confirmation to the team leader of the responsibilities of DCAA during the 
should-cost review. In addition, the FAO should maintain close and effective coordina
tion with the team leader during the review to ensure DCAA responsibilities and the 
timing for accomplishing these responsibilities are properly communicated to those in
volved. 

b. During planning meetings, ensure that the team leader has a clear understanding of 
DCAA's role. It should be made clear that DCAA will not abrogate its responsibilities for 
proposal audit or perform extensive clerical or other nonaudit tasks for the team. 

c. If inappropriately proposed functional assignments cannot be promptly resolved 
with the team leader, or if another Government agency intends to perform DCAA respon
sibilities, the FAO should immediately notify the regional office and Headquarters, 
ATTN: PSP. 

d. At the conclusion of providing the requested audit services, the FAO is expected to 
issue an audit report following the general guidance contained in 10-200. 

9-1309 Use of DCAA Operations Audits by the Should-Cost Review Team 

a. The assigned DCAA auditor will furnish the should-cost review team leader a 
listing of the FAO's recently completed operations audits and any related information 
requested. The team leader can use this information in determining the scope of the 
should-cost review and assigning specific responsibilities to the subteams. 

b. Recommendations contained in DCAA operations audit reports which are not yet 
implemented by the contractor should be quantified by the auditor and included in the 
audit report to reflect the impact on the proposal being audited. In this manner, the re
sults of DCAA's audits of the contractor's operations will help the should-cost review 
team to estimate what the proposed contract should cost the Government under efficient 
and economical conditions. 

c. If the team leader decides that supplemental economy/efficiency audits are re
quired as part of the should-cost review in areas of DCAA interest, DCAA will be given 
the first opportunity to perform operations audits in those areas. The FAO should per
form all such audits unless the FAO and regional office are unable to secure necessary 
technical assistance, or cannot assign sufficient staffing to complete the audits in time to 
meet the should-cost review schedule. 
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CHAPTER 10 

Policy is in the process of reviewing updates to CAM Chapter 10 to reflect changes as
a result of the new audit report format. In addition, guidance pertaining to specific
reporting requirements for individual activity codes are now included in the working
paper A and A-01 for each activity code. The revisions to CAM Chapter 10 are in
Policy management review, and we will publish these sections by the end of July. 

Once we publish the new Chapter 10, the old version will be in the CAM Archives for
any in process assignments. 

10-000 Preparation And Distribution Of Audit Reports 

10-001 Scope of Chapter 

This chapter discusses the importance of DCAA audit reports and provides guidance in 
preparing quality reports. It presents standard report formats and describes the elements 
common to all audit reports. The chapter also includes specific instructions on format and 
content of audit reports for various types of major audit assignments. 

10-100 Section 1 --- Audit Report Quality 

Users of CAM Chapter 10 and the "shell" reports incorporated in Agency guidance 
should recognize that "standard" report language is provided as an example, not as 
mandatory wording. The DCAA auditor should exercise judgment in tailoring report 
language to the situation being reported. 

10-101 Introduction 

a. This section emphasizes the importance of audit report quality and describes the 
characteristics of a quality audit report. It also includes a brief discussion of some im
portant report writing techniques to assist auditors in preparing quality audit reports. 

b. Written audit reports are to be submitted to the appropriate officials of the organiza
tions requiring or arranging for the audits. Copies of the reports should be sent to other 
officials who may be responsible for taking action on audit findings and recommenda
tions, and to others authorized to receive such reports. 

c. The issuance of a report is not intended to limit or prevent discussions of findings, 
judgments, conclusions, and recommendations with persons, including contractor person
nel and management, who have responsibilities involving the area being audited. Except 
for conclusions and recommendations to the contracting officer with respect to reports 
covering forecasted costs (see 10-206.2c.) such discussions are encouraged (see 4-300). 

d. In addition to the importance of the audit report in complying with professional 
standards, written reports are necessary to make the auditor's findings and recommenda
tions less susceptible to misunderstanding. A written report 

 communicates results to responsible Government procurement officials and occa
sionally to higher levels in the Department of Defense; 

 is used in negotiation proceedings; and 
 facilitates follow-up to determine whether appropriate measures have been taken 

in response to the auditor's findings and recommendations. 
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10-102 Importance of Audit Report Quality 

Reports of some kind are necessary in all occupations. The importance of the DCAA 
audit report cannot be overemphasized. Audit reports are the principal means of conveying 
our audit results to contracting officers and other interested parties. Because effective re
porting is a major factor in building and maintaining confidence in DCAA audit activities, 
we must continually strive to produce high quality reports. Auditors must exercise due 
care in preparing, reviewing, and processing reports to provide reasonable assurance that 
reports contain no grammatical and mathematical errors, and no errors of fact, logic, or 
reasoning. 

10-103 Characteristics of a Quality Audit Report 

The DCAA audit report must satisfy generally accepted government auditing stand
ards (GAGAS) as outlined in 2-400 and 2-600. A good report will present the scope and 
results of a quality audit in an objective, concise, complete, and easily understood man
ner. Report findings and conclusions must be accurate and reasonable, must not be un
fair or misleading, and must be supported by sufficient objective evidential matter. The 
report should also reflect common sense and good judgment in dealing with materiality, 
the level of detail provided and the requestor’s needs. 

10-103.1 Timeliness of Reports 

a. Reports are to be issued on or before the dates specified and, in any event, as 
promptly as possible. To be useful, the audit report must be timely. The auditor should 
realize that every day of delay in issuing the report diminishes its value. Therefore, he 
or she should plan and conduct the work with the objective of reporting the results not 
later than the date the report is due. 

b. The auditor should consider reporting significant matters to appropriate officials 
during the course of the audit work. Such reporting is not a substitute for a final written 
report, but it does alert officials to matters needing correction at an earlier date. 

c. When a specified reporting date does not allow sufficient time to perform a complete 
audit (especially major proposals, sensitive evaluations, or where there is potential for signif
icant audit findings) the auditor should request a time extension detailing the areas where 
work will be incomplete because of the time restrictions. When the extension is granted, the 
supervisor or FAO manager should confirm this due date extension in writing (e-mail is ac
ceptable). If the extension is not granted, issue a qualified report advising the ACO and PCO 
that significant findings may result if audit effort continues. Include documentation of the 
above in the working papers. The auditor should not continue audit work after the report is 
issued. However, auditors should alert the ACO and PCO of any subsequent information that 
comes to their attention after the report date if it would significantly impact the results of the 
audit report issued. A supplemental report(s) confirming additional findings should be is
sued. 

d. Care should be taken to ensure that the report cover sheet appropriately contains 
all key elements (Figure 10-2-1). A report mistakenly sent to an inappropriate address 
may either delay the negotiation process or render the report useless. 
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10-103.2 Report Content 

The audit report should be easily understood. The subject of audit should clearly 
identify the area, system or the proposal being audited, reviewed or having agreed-
upon procedures applied. Present the scope and the auditor's findings and conclusions 
objectively and completely, with appropriate support for positions taken, and provide 
recommendations for improvement, whenever appropriate. 

a. Accuracy, Completeness, and Fairness. Report preparation, review, and processing 
procedures should be applied to produce reports that contain no errors of fact, logic, or 
reasoning. The need for accuracy is based on the need to be fair and impartial in report
ing and to assure readers that what is reported is reliable. One inaccuracy can cast doubt 
on the validity of an entire report and can divert attention from the substance of the re
port. Although reports should be concise, they should not be so concise that they do not 
fully inform the user. Reports should contain sufficient information about findings, con
clusions, and recommendations to promote adequate understanding of the matters re
ported and to provide convincing, but fair, presentations in proper perspective. Suffi
cient amounts of background information should also be included. Readers should not 
be expected to possess all the facts that the auditor has. Therefore, reports should not be 
written on the basis that the bare recitals of facts make the conclusions obvious or ines
capable. If the auditor has conclusions or opinions that he or she wishes to present, the 
auditor should state them clearly and specifically. Presenting valid findings in their true 
light is essential to the accuracy and the integrity of the report. These findings must be 
presented so they can be clearly understood. 

b. Objectivity. Findings should be presented in an objective and unbiased manner 
and should include enough information on the subject matter to give readers proper per
spective. Reports should be fair and not misleading and, at the same time, emphasize 
matters needing attention. The auditor should guard against any tendency to exaggerate 
or overemphasize deficient performance noted during the audit. The information needed 
to provide proper report balance and perspective should include: 

 appropriate information as to why the examination was made; 
 information about the size and nature of the activities or contract(s) to which 

findings relate; and 
 correct and fair descriptions of findings so as to avoid misinterpretation. 

Where audit sampling or other quantitative methods are used, a comment to that effect 
should be made part of the auditor’s explanation of the individual cost elements involved. 
The audit report must disclose whether the auditor used either a nonstatistical or statistical 
sample as a basis for the audit conclusions. The report must also include details concern
ing the sample universe, the sampling method, and sampling unit. The report will state 
whether the statistical sampling results were projected to the sampling universe. Audit 
reports with projections will also include the confidence level and confidence interval 
boundary amounts. If the results were not projected, the report should explain the reasons 
why the results could not be projected. 

c. Adequate Support. Sufficient objective evidence to demonstrate or provide the basis 
for each matter reported, with an assessment of its accuracy or reasonableness, should 
support all factual data, findings, and conclusions in reports. Except as necessary to 
make convincing presentations, detailed supporting data need not be included in reports. 
Opinions and conclusions in reports should be clearly identified as such and should be 
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based on enough audit work to warrant them. In most cases, one example of a deficien
cy can support only a finding of a deviation, error, or weakness; it cannot support a 
broad conclusion and a related recommendation for corrective action. When appropri
ate, audit reports should refer to other audit reports pertaining to matters covered. For 
example, comments pertaining to the adequacy of the accounting system, purchasing 
practices, and indirect cost rates should be referenced to reports issued on these sub
jects. 

d. Recommendations. The auditor's report should contain appropriate recommendations 
whenever the audit discloses that the contractor's operations can be significantly improved. 
The auditor should also make recommendations to effect compliance with legal or regulatory 
requirements when significant instances of noncompliance are noted. If the auditor cannot 
make appropriate recommendations, the report should state why the auditor is unable to do 
so and what additional work needs to be done to formulate recommendations. However, the 
audit report is only advisory. Because recommendations are not directives, there is no con
tractual requirement for the contractor to comply. Therefore, reports must be worded in a 
manner that will induce confidence in, and acceptance of, the audit findings and recommen
dations. Tactful, tempered, and factual reporting can achieve the objective of acceptance 
without diminishing the auditor's independence. Conversely, sharp, critical, and inflammato
ry expressions should be avoided because they create resentment and an atmosphere in 
which the auditor's conclusions may be challenged. To ensure full and fair reporting, care 
and diligence should be exercised so that the audit report fully recognizes contractor difficul
ties, other pressing needs, and corrective action taken. 

e. Issues Requiring Further Study. If the scope of the audit or other factors limit the audi
tor's ability to inquire into certain matters which he or she believes should be studied, report 
such matters and the reasons why they merit further study. 

f. Recognition of Noteworthy Accomplishments. Information on satisfactory aspects, not 
just the deficient aspects, of operations examined, when significant and when warranted by 
the extent of the work, should be included in the auditor's report. Such information is often 
necessary to fairly present the situation that the auditor finds and to balance the report. 

g. Views of Contractor Officials. Except for audit findings in reports containing forecast
ed costs (refer to a listing of these reports at 10-206.2c.), one of the most effective ways of 
ensuring that reports are fair, complete, and objective is through advance reviews and com
ments by contractor officials. This produces a report that shows not only what was found and 
what the auditor thinks about it, but also what the contractor thinks about it and what, if any
thing, will be done about it. Comments on report drafts should be objectively considered and 
evaluated, and the report should appropriately recognize them. The auditor should drop a 
point or modify a position if he or she finds the contractor's argument meritorious. When a 
contractor promises corrective action, it should be noted in proper context but should not be 
accepted as justification for dropping a significant point or a related recommendation. How
ever, if the advance comments oppose the auditor's findings or conclusions and are not, in his 
or her opinion, meritorious, the auditor should include the comments but should state the 
reasons for rejecting them. 

h. Scope and Objectives. The scope of the audit should be stated in all reports. Special 
considerations applicable to application of agreed-upon procedures reports are discussed 
below in 10-103.2j. Some audits are more limited in scope than others; for example, those 
confined to specific functions, activities, or contracts. Such limitations should be clearly and 
explicitly identified. When successive audits vary in scope, the auditor should explain why 
particular work was or was not performed and should also define the limited nature or spe-
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cial aspects considered in performing the audit. The time period of the audit should be speci
fied. The report should also include a summary of the objectives of the audit. This statement 
is essential to give the reader a background against which any reported findings may be con
sidered. The contracting officer may request special coverage; this, too, should be mentioned 
in the report. The auditor is expected to conduct the audit (or application of agreed-upon 
procedures) according to generally accepted government auditing standards incorporated in 
the guidance in this manual. The report will state that the audit was performed according to 
generally accepted government auditing standards and will discuss the requirements of those 
standards adapted to the type of audit being performed. The Scope paragraph will state that 
tests of appropriate records, internal controls, accounting principles and operations were 
made as necessary. The scope also includes a statement identifying the criteria used to evalu
ate the proposal or functional area. Scope of Audit statements vary for system audits (10
407) and for cost accounting standards audits (refer to individual subsections in 10-800.) 

i. Qualifications. When acceptable auditing procedures cannot be followed, or have been 
limited by unavailable or inadequate records, time, or other reasons, and the limitations have 
a significant effect on the conduct, scope, or results of audit, the auditor should provide 
comments in the scope of the audit and qualify the report. When a report is qualified, the 
Scope of Audit paragraph always starts with the following qualifier, “Except for the qualifi
cations discussed below,”. The nature and impact of the qualification should be described 
briefly. A reference to the report section where details may be found should be provided. 

j. Scope of Application of Agreed-Upon Procedures. For application of agreed-upon pro
cedures (10-1007), the scope paragraph states that the engagement was limited to procedures 
specified by the requestor. The traditional scope paragraph, including control risk assess
ment, is omitted since an audit is not being performed. A qualifications section is not used 
since an audit opinion is not being given. However, a Restrictions on Procedures subsection, 
similar to the Qualifications subsection should be included when necessary to discuss items 
or circumstances that have prevented completion of all of the agreed-upon procedures. 

k. Omitted Information. If the auditor is prohibited from including some pertinent data in 
the report, he or she should describe what has been omitted and the restriction that makes the 
omission necessary. 

10-103.3 Audit Opinion - General 

a. Subject to specific reporting limitations, the report will express the auditor's opinion 
and recommendations, both on the cost representations or financial statements taken as a 
whole or, where appropriate, on individual elements. The report will also state whether the 
financial data have been prepared in accordance with the Federal Acquisition Regulation 
(FAR), the related agency supplement, if any, and Cost Accounting Standards (CAS), if 
applicable and/or any other criteria used. 

b. Material changes in accounting policies and procedures and their effect on the finan
cial data are to be explained in the audit report. In addition, the report will comment on sig
nificant financial issues affecting the contractor's cost representations. Violations of legal or 
other regulatory requirements, including instances of noncompliance, will be explained in 
the audit report. 

c. The contract auditor's work normally culminates in an expression of opinion on the 
acceptability of the contractor's cost representations or financial statements. However, cost 
representations or financial statements often reflect estimates, approximations, and matters of 
judgment or opinion, rather than absolute facts. Although other acceptable alternative ac-
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counting methods exist within the concept of generally accepted accounting principles, the 
governing regulations in CAS and in FAR limit the contractor's flexibility in presenting cost 
representations. 

d. A contractor's cost representations may be prepared in accordance with its accounting 
system, may be based on statistical computations developed as part of the regular accounting 
system, or from adjunct statistical data; or the contractor may use a formula method for de
veloping costs. The audit report should contain the auditor's opinion as to the acceptability of 
the methods used by the contractor. An explanation of the methods used should be provided 
if it is not otherwise evident. 

e. The auditor should determine if any material changes have been made in the contrac
tor’s accounting practices. Material changes and the reasons for them should be identified, 
and their effect on the financial representations, both historical and prospective, should be 
explained. The auditor should also state his or her opinion as to the propriety of the change. 
When applicable, CAS places some specific limitations on the extent of such changes and 
requires submission of price adjustment proposals as a result of changes made to previously 
disclosed or established cost accounting practices. 

f. Events that occur after the audit may have a material effect on Government contract 
costs. Events, such as potential contract overruns, affect Government contracts directly, 
while other events, such as impending financial instability, affect all Government work. If 
such events occur before issuance of the audit report, they should be disclosed in the report. 
If an audit report has already been issued, but the impact on Government contract costs is 
significant, the auditor should issue a supplemental report. 

g. The possibility that isolated errors of omission or commission will go undetected is 
always present. Therefore, the auditor cannot certify that all of the costs submitted by the 
contractor are correct. The auditor can only express a professional opinion as to the accepta
bility of the cost representations. 

h. Before expressing an opinion, the auditor should have obtained and reviewed the 
available facts and performed, to the extent necessary, a searching and analytical review of 
the contractor's representations and supporting data. When necessary, the auditor should seek 
technical assistance from the contracting officer in those matters that fall within his or her 
purview, i.e., industrial engineering, production control, quality assurance, etc. The initial 
request should be oral, then confirmed in writing. The auditor should refer to and give effect 
to the technical findings and opinions of others in the audit report; when appropriate, attach a 
copy of the technical report to the audit report. If the auditor cannot get the necessary tech
nical assistance before completing the audit, the opinion in the report should be qualified and 
should indicate the areas in which, and the extent to which, a technical evaluation is neces
sary. If the auditor disagrees with the technical evaluator’s recommendations, he or she 
should attempt to reconcile the differences. If the differences remain unresolved, a copy of 
the technical report should be attached and an explanation provided in the audit report as to 
why the recommendations were not used (see D-302). 

i. When a contractor's cost representation or financial report is sufficiently complete to 
permit an audit evaluation, but does not conform to requirements imposed by contracts, 
agreements, laws, regulations, or administrative procedures (for example, format, timeliness, 
or certifications), or when certificates or information required from Government personnel 
have not been received, the audit report should explain the deficiency. The effect that the 
deficiency may have on the validity of the cost representation should be commented on 
when possible. 
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j. A contractor's reports and statements, both financial and operational, should con
tain the information necessary to form an opinion on contract financial management 
aspects. The responsibility for providing such information rests with the contractor. 
However, the auditor should comment if the data provided are insufficient to disclose 
any matters that may have a material effect upon Government contracts. 

(1) Adequate disclosure does not imply or require that every available item of 
information be furnished. Disclosure should, however, be fair and reasonably complete, 
but not so complex as to confuse or impede understanding. Information should be re
duced to manageable and understandable proportions; without summarizing to such an 
extent that needed background or relationships are omitted or blurred. 

(2) Weight should be given to materiality, which is the relative importance or rel
evance of an item included in or omitted from financial reports or contract cost state
ments. Apart from (a) the aggregate $10,000 materiality criterion for “Unallowable 
Costs Subject to Penalty” specified by FAR 42.709-5(b) (see 6-609.1f.(7)) and (b) the 
materiality of defective price findings (see 14-120.1), there are no universal ratios or 
percentages that can be used as standards of materiality for financial or operational pro
cesses or transactions. Materiality should be based on judgment. Six specific indicators 
of materiality that can be used individually or in combinations are: 

 absolute dollar amount;
 
 ratio of amount of an item to an appropriate base figure;
 
 length of life of an asset;
 
 importance of the item to the accomplishment of the mission;
 
 importance to the maintenance of adequate controls (such as a pattern of small
 

discrepancies); and
 
 characteristics of the items involved.
 

(3) The Cost Accounting Standards Board addressed the issue of materiality as it 
applies to CAS-covered contracts (48 CFR 9903.305). No one criterion was considered 
necessarily determinative. The criteria are: 

 absolute dollar amount;
 
 proportion of the amount under consideration to contract cost;
 
 the relationship between a cost item and a cost objective;
 
 the impact on Government funding;
 
 the cumulative impact of individually immaterial items; and
 
 the cost of administrative processing of the price adjustment modification.
 

(4) Events that occur after the audit may have a material effect on the operations 
of the contractor or on its financial representations. Such events should be disclosed in a 
supplemental audit report (see 10-214 and 10-103.3f.). 

k. For application of agreed-upon procedures reports, always disclaim an opinion, 
since an audit is not being performed (10-1009). 
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10-104 Good Writing Techniques for Effective Audit Reports 

a. A very important aspect of performing a quality audit is communicating the results 
of that audit. Good fieldwork and analysis are wasted if the audit report is not effective 
in communicating our audit conclusions. Our customer is interested in a clear and con
cise audit opinion, with supporting data that are easily understood. 

b. Natural writing ability is not necessary for effective audit report writing. Effective 
audit report writing first requires knowledge of good writing techniques, which can be 
acquired through training and practice. Each FAO’s core library contains the third edi
tion of Strunk and White’s Elements of Style. The auditor should become familiar with 
this standard guide to basic rules of usage, composition and style. 

c. Effective audit report writing requires selection of efficient ways of collecting the 
information needed for the report. The Audit Planning and Performance System (APPS) 
was developed so that the audit planning, documentation of the audit performance and the 
subsequent audit conclusions are written directly in the electronic working papers. A sepa
rate working paper package is established for each assignment. These working papers should 
be effectively used to draft the report. This process involves keeping the needs of the reader 
in mind throughout the audit so that the audit addresses all relevant issues and the auditor 
records the results in the format used to prepare the report. 

10-104.1 Planning the Audit Report 

a. Planning to write the report begins with the receipt of a request for audit and/or estab
lishment of the assignment. Planning continues throughout the audit process, from the devel
opment of the audit program to the completion of the working papers and then the report 
itself. The report will not be effective unless the needs of the customer are clearly understood 
and addressed. If there is any confusion regarding the request or the special needs of the 
requestor, call the requestor immediately for clarification. 

b. Early in the audit process, determine what is required for the audit report. Ensure that 
the audit program is properly designed so all necessary information is obtained during the 
course of the audit. Working paper packages should contain lead working papers that are 
supported by sufficient detail to support the conclusions made. A detailed summary posted to 
each lead sheet should be used to draft the report. This will save time since the explanatory 
notes to the audit report are being written at the same time the audit is being performed. The 
copy and paste software function easily transfers the lead sheet summaries to the draft audit 
report. 

c. Auditor and supervisory time will be saved in the report writing and review phases 
when interim supervisory reviews are performed. Interim reviews are beneficial since correc
tions and revisions may be made timely and supporting notes verified for use in the report. 
This will result in a properly documented working paper package, containing all of the evi
dence of a well-planned audit, and working paper notes which can effectively be incorpo
rated into the report. 

d. Writing an audit report requires original writing combined with CAM suggested word
ing. Use the suggested paragraphs and carefully revise them to describe the audit situation. 
“Shell” reports are incorporated in APPS and available on the DCAA Intranet for use as an 
aid. 
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10-104.2 Organizing the Audit Report 

a. The required structure for the organization of an audit report is prescribed in Chapter 
10. Review the parts applicable to the audit area and tailor the audit program to include steps 
to gather and analyze the data necessary to comply with the guidance. 

b. Section 10-200 presents specific requirements for all types of audit reports. The re
maining sections of Chapter 10 discuss specific requirements for different types of audit 
reports. For example, section 10-300 describes price proposal audit reports and audits of 
parts of a proposal. Section 10-400 describes reports on audits of internal controls and opera
tions audit reports. Keep in mind that 10-200 provides general criteria for all audits, then, 
where applicable, the remaining sections provide guidance tailored to specific audit areas. 

c. The report can be more effective and useful to the reader if a summary of the situation 
is presented before going into detail. When explaining the audit position, first provide the 
audit conclusion, then follow with the supporting detail. The reader can then choose whether 
or not to read all the supporting material. This “inverted-pyramid style” of writing presents 
the most important point first and follows with supporting detail (see 10-210.6). 
10-104.3 Drafting the Audit Report 

“Shell” reports contained in the APPS are intended to incorporate all required elements 
into the report. However, please bear in mind that any report language example (CAM or 
APPS) may be modified as appropriate. Since the shell reports are for general use, the 
language must be tailored to reflect each audit. For reports not available in shell format, 
ensure that all required elements are included. The general arrangement of the report 
and the report contents may be found in each section in Chapter 10 at the “Report For
mat and Contents” subsections. The CAM suggested paragraphs, with revisions when 
appropriate, may be compared to the Audit Report Quality Review Sheet for CAM 
compliance. A very important part of the writing process is revision. If possible, prepare 
the draft report simultaneously as the audit is being performed. This permits ample time 
for reviews and revisions by the writer and others. 

10-104.4 Clarity and Precision in the Audit Report 

a. Review the draft report to see if it is complete and balanced. Make sure CAM 
guidance is followed for the type of audit report being issued. For customer requested 
assignments, check the request for audit to see if all special items have been addressed. 
Then determine if the report has the level of detail appropriate under the circumstances. 
Keep in mind that the report will be read by persons who are not auditors or account
ants. Does it read well and make sense to those outside of the auditing profession? Does 
it read well to readers who may not be familiar with a particular contractor's practices or 
audit history? Will it prompt the desired action? A good audit report is clear and con
cise, expresses a well-founded audit opinion, meets the customer's needs, and is in ac
cordance with the CAM guidance and GAGAS. 

b. Make the report concise, but provide enough detail for it to be useful. This in
cludes exhibits and supporting schedules -- make sure that they are adequate. Do they 
provide enough information for a clear and complete explanation of the audit results and 
recommendations? When determining the amount of detail to include in the report, re
member the report is generally written for more than one recipient or customer. Do 
these customers have the same background? How knowledgeable are the customers 
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about the subject? The report should be written so that the readers will fully understand 
the entire report, no matter how many words are needed. A good explanatory note to an 
audit report, for example, would discuss the following: 

 the summary of conclusions; 
 the basis for the contractor's proposed or claimed amounts; 
 the audit evaluation (include a description of procedures used to evaluate the area 

being described. If qualified, fully describe the effect of the qualification); 
 the contractor's reaction (for price proposals see 4-304.2b); and 
 the auditor's response if the contractor disagrees with the audit results. 
c. Verify the facts and check the calculations. Ensure that amounts described in the 

results of audit agree with exhibits and that the exhibits agree with the explanatory 
notes. Technical errors cause confusion for the recipient and weaken a report considera
bly. 

d. If time permits, allow the report to "cool," preferably overnight, so that the draft 
may be reviewed with a critical eye. If this is not possible, perhaps a peer will agree to 
review it. 

e. Reread the report looking for grammatical and spelling errors. Use the spell-check 
feature on the word processing software to help. Make sure that all names are spelled 
correctly. Errors in spelling and grammar also weaken a report. 

10-104.5 Responsiveness to the Customer in the Audit Report 

When writing the report, focus on the customer’s needs. In addition to meeting 
GAGAS requirements, the report must be useful to the primary report recipient. To ac
complish this, focus on the customer. Remember that a report accomplishes nothing 
unless the reader becomes better informed or is moved to action. 

10-104.6 Readability of the Audit Report 

a. Shorter words and sentences promote understanding. When writing a sentence, be con
cise; eliminate unnecessary words. A busy reader will find the report easier to read and to 
understand. A sentence is wordy when it includes words that add nothing to the meaning of 
the sentence. For example, compare the following sentences. 

 Wordy: It is our understanding that the contractor's estimates were prepared by us
ing vendor quotations that are considered outdated. 

 Better: The contractor based its estimates on outdated vendor quotations. 
The Elements of Style, available in the FAO core library, at section II, item 17, lists 

commonly used expressions that should be eliminated from every sentence. For exam
ple, 

 Wordy: the reason why is that 
 Concise: because 

Vary the sentence length. Break long sentences into shorter ones. The average sentence 
length should be about 17 to 20 words. 

b. Put statements in a positive form. 
 Negative: The contractor’s internal control system of recording labor does not meet 

certain requirements.
 
 Positive: The contractor’s internal controls over labor recording are weak.
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c. When possible, write as if speaking. Imagine talking to the reader in a professional 
situation. Don't try to inflate the report with impressive words. Use ordinary words that the 
readers easily understand. Use short words in place of long ones whenever possible. Use 
action words and make writing direct rather than elaborately indirect. Use pronouns if the 
writing calls for them. For example, "At your request, we limited our audit to" correctly uses 
three pronouns "your," "we," and "our." 

d. Use a variety of punctuation -- beyond the period and the comma -- to control em
phasis and to help avoid monotony. Use the dash only when a more common mark of 
punctuation seems inadequate. For example, “The contractor did not adequately support 
many key decisions -- such as streamlining the acquisition process and entering produc
tion without a research and development phase.” The dash is a mark of separation 
stronger than the comma that sets off material that results from a break in continuity or 
thought in a sentence. The variety of punctuation provided can help stimulate the read
er's imagination, which aids in the delivery of the message. 

e. Jargon, a specialized or technical language used by a select group, is difficult for 
persons outside of that group to understand. Avoid jargon; replace it with plain English. 
Consider these examples of bureaucratic jargon and the plain English replacements: 

Bureaucratic Jargon: Plain English: 
afford an opportunity let 
due to the fact that because 
monetize give a dollar value 
utilize, utilization use 

Choose words and phrases carefully. Use short, simpler words and phrases for easier read
ing. 

(1) Jargon also can be any language which clouds a sentence's meaning by hiding its 
main subject and verb. Compare the following sentences: 
Difficult: Excess starting load costs were allocated by the contractor to the terminated 
portion of the contract on the basis of an unrealistically low projection of the labor costs 
which would have been incurred on the terminated units. 
Better: Because the labor cost estimate was too low, the contractor allocated too 
much start-up cost to the terminated contract. 

(2) Jargon also occurs when common words take on a special meaning within a 
profession and create confusion in the minds of those outside. For example, auditors 
frequently use the verb "monetize," meaning, to them, to determine a monetary value. 
This usage is inaccurate. "Monetize" actually means (a) to coin into money, or (b) to 
legalize as money. It should not appear in an audit report. Search for substitutes, such as 
"We have calculated the dollar value of the technical recommendations." 

(3) Acronyms or abbreviations sometimes cause confusion. If an acronym is used fre
quently and is commonly understood by the report users, provide the complete words the 
first time followed by the acronym in parentheses -- for example, total quality management 
(TQM). Or, reverse the order if the acronym is more familiar than the words. In such case, 
provide the acronym first, followed by the words it stands for in parentheses -- for example, 
NASA (National Aeronautics and Space Administration). When in doubt about the familiari
ty of the acronym or abbreviation to potential readers, don't use it. Redefine unusual acro-
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nyms periodically throughout the report. They should be redefined when first needed in each 
section of the report and possibly every two to three pages. 

(4) Some words are used incorrectly in audit reports. “Unsupport” and “unre
solve,” used as verbs, are prime examples. “Unsupported” and “unresolved,” when used 
as adjectives, are perfectly acceptable. 
Correct: The contractor's tooling costs are unsupported. 
Incorrect: We unsupport the tooling cost. 

(5) For “plain English” words inappropriately used, refer to The Elements of 
Style, which may be found in the FAO core library. Part IV is devoted to words and 
expressions commonly misused and includes numerous examples. 

10-104.7 The Visual Impact of the Audit Report 

a. Visual presentation is an important part of communicating. Use headings to set off 
main points and "bullets" to highlight several items where one item does not have pri
ority over the other item. For example, a bullet list is effective for listing points be
cause: 

 each point is emphasized; 
 the items are easier to see; and 
 there is more space around each point. 

Use a numbered list when the points must be taken in order or when some items are 
significantly more important than others. 

b. Charts, graphs, and tables may be used to summarize voluminous amounts of data in a 
meaningful and concise manner. They add variety to the report and may easily be developed 
from available Agency software. Auditors are encouraged to use charts, graphs, and tables 
where they result in increased clarity and understanding of complex audit findings. 

c. The effective use of white space (a term from printing meaning that part of the page 
that does not have any ink printed on it) can make a report more inviting to the reader. If a 
paragraph has more than 10 to 15 typed lines, consider dividing it into two paragraphs. 
Group like ideas together to form separate paragraphs. Highlight extracts from regulations or 
the contractor's policies by separating and indenting them as a block. If paragraphs or other 
items are numbered or lettered, ensure that there are at least two paragraphs or items, i.e., 
there should be a “2” for each “1” and a “b” for each “a.” 

10-104.8 Active and Passive Voice 

a. Using the active voice in writing can improve clarity. Knowing the difference between 
the active and passive voice requires understanding the grammatical structure of sentences. 
A complete sentence has a subject and a verb. For example, "The auditor wrote the report" is 
a complete sentence in the active voice. A sentence is in the active voice when the grammat
ical subject (the auditor) is doing the action expressed in the verb (wrote). In this sentence, 
the active voice sounds more natural than passive voice and is easier to understand. 

b. The same statement could be expressed in the passive voice: "The report was written 
by the auditor." In this case, the grammatical subject (the report) has the action of the verb 
performed on it (was written). A sentence is in the passive voice when the subject receives 
the action of the verb. 
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c. Sometimes voice is confused with tense. Voice indicates whether the subject is doing 
the action (active voice) or is receiving the action (passive voice). Tense indicates time or 
duration. A sentence in the active voice can be in forms of the past, present, or future tenses 
-“The auditor wrote the report;" or "The auditor is writing (or writes) the report;” or “The 
auditor will write the report.” All of these examples are in the active voice but are in differ
ent tenses. 

d. Bureaucratese, the language of the bureaucracy, often uses the passive voice because it 
is easier to avoid stating who is doing the action. In the sentence in the passive voice "The 
report was written," there is no mention of who did the writing. Writing in the active voice 
forces the writer to state who is doing the action: "The auditor wrote the report." In this sen
tence, use of the active voice makes the sentence stronger and easier to visualize and under
stand. 

e. Good technical writing often requires use of the passive voice. There is nothing wrong 
with using the passive voice when the emphasis is on the effect of the action, not the actor. 
(“Bad debts are questioned,” not “The auditor questioned bad debts,” or “FAR 31.205-3 
mandates the questioning of bad debts.”) The passive voice is appropriate when the doer of 
the action is understood and perhaps not important to what is being said. As a rule, use of the 
passive voice should be limited to situations in which the doer is: 

 unknown;
 
 unimportant;
 
 deliberately de-emphasized; or
 
 obvious to the customer.
 

These situations are quite common in audit reports and other technical writing. 

10-104.9 Misplaced Modifiers and Pronouns 

a. A “modifier” is a word (usually an adjective or adverb), a phrase, or a clause that mod
ifies the meaning of another word or phrase. Place modifiers in sentences so they are close to 
the words they define. 
Misplaced: He only found two mistakes. (Because “only” can be either an adjective or an 
adverb, it can modify either nouns and pronouns (as an adjective) or verbs, other adverbs, 
and adjectives (as an adverb). As placed in this sentence, it can modify the pronoun “he” and 
the sentence appears to mean “He did nothing other than finding two mistakes.”) 
Correct: He found only two mistakes. (Here “only” modifies “found;” we don't know what 
else he did, but he found no more than two mistakes.) 

b. A modifier makes the meaning more specific. When a modifier is too far from the 
word it modifies, the reader may connect the modifier to some other word. The reader may 
also be confused when a modifier ambiguously appears to modify two words. 

c. Too many modifiers weaken writing. Strings of words or phrases often bury the subject 
and confuse the reader. The following is an example of a string of words that together modi
fy the last word: “nonrecurring cost recoupment charge internal controls.” The first five 
words say what kind of controls there are, but it is difficult to read. An improved version is 
“internal controls for recoupment of nonrecurring cost.” (This version suffers from "preposi
tional decay;" the prepositional phrase “for recoupment” is modified by the prepositional 
phrase “of nonrecurring cost.” In technical writing, style must sometimes be sacrificed to 
clarity.) 
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d. Similarly, pronouns are often misplaced. Pronouns, similarly to acronyms, are substi
tuted for nouns for brevity and to reduce repetitiveness. A pronoun must agree with its ante
cedent in person and number (third person singular pronouns must also agree in gender). 
The antecedent of a pronoun is usually the closest noun preceding the pronoun that 
agrees with it in person and number. The following sentence illustrates what can happen 
when too many other possible antecedents come between the intended antecedent and 
the pronoun: “You hold the hammer while I hold the nail, and when I nod my head, you 
hit it.” 

10-104.10 The Requestor's Perspective 

a. The tone of the report should be objective, professional, and courteous. Use con
versational English, which is a relaxed, professional style. Report writing can be some
what informal in tone yet remain professional and businesslike. Keep in mind that the 
goal is to get a favorable reaction. Avoid using accusatory, inflammatory language -
this is likely to cause defensiveness and opposition. In presenting problem areas, em
phasize improvements needed. 

b. Review the draft from the customer's perspective. Is the report thoroughly responsive 
to the customer's request? Remember that a report accomplishes nothing unless it is useful to 
the requestor. 

10-104.11 Final Steps 

a. Before submitting the report for supervisory approval or for peer review, check again 
to ensure the report complies with CAM guidance. The draft report should always be cross-
referenced to the working papers. This ensures that the audit conclusions are supported and 
are easily found. A peer reviewer should not rewrite the report in his or her own personal 
style, but should provide a critical review for content and for good writing techniques, such 
as those outlined in this section. If a peer reviewer is not available, put the report aside for a 
day or two, if time allows, then reread the report. If it does not make sense when being re
read, it will probably not make sense to the reader either. Another point of view during the 
review process can help develop a final draft needing little or no revision by the supervisor. 

b. If the supervisor requires the report to be modified, ensure that the change is reflected 
throughout the entire report. If significant changes are made to exhibits and schedules, re
quest the peer reviewer to check both the "carry" of numbers from schedules to text and the 
mathematical accuracy of the report. 
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10-200 Section 2 --- Audit Report Format and Contents (General) 

10-201 Introduction (Reports-General) 

a. This section discusses DCAA requirements governing audit report content; details 
the general administrative and format requirements of audit reports; lists and defines the 
elements of audit reports in their order of appearance in the report; summarizes DCAA 
policy regarding protection of report information; and provides guidance on audit report 
distribution. It also explains the circumstances under which supplemental audit reports 
should be issued and describes the recommended format for these reports. 

b. The guidance included in this section is general in nature and applies regardless of 
the type of audit report being prepared. Specific report preparation requirements for 
various types of individual audit assignments are discussed in the remaining sections of 
this chapter. “Shell” reports, which include standard paragraphs applicable to specific 
reports, are available on the DCAA Intranet and the APPS. 

10-202 Reporting of Audit Results (Reports-General) 

To satisfy Government reporting standards (2-400 and 2-600), there must be a 
written record of the results of each engagement. Normally, this requirement is satisfied 
by issuing an audit report. Certain situations, however, may call for preparation of a 
“MEMORANDUM FOR RECORD” (refer to DCAAM 5020.1, Correspondence 
Manual) rather than an audit report. This may be appropriate, for example, upon 
completion of an individual overhead account audit, which represents only one portion 
of a final overhead audit report to be issued later. Other situations, such as completion of 
an incurred cost desk review or the evaluation of a final voucher, may call for preparation 
of a Memorandum for Administrative Contracting Officer. Typically, MFRs and other 
memorandums prepared as a written record of the results of an engagement contain 
contractor proprietary information. Therefore, such memorandums not containing 
classified information must be marked “FOR OFFICIAL USE ONLY.” Under no 
circumstances will reports be addressed “to the file” or “for the record” (See 10-207 for 
addressing requirements). 

10-203 Report Administrative Requirements (Reports-General) 

10-203.1 Paper 

When reports are printed, use 8 1/2 by 11 inch paper. If wider sheets are needed for 
tabulations, reduce them to 8 1/2 by 11 inches and print in landscape mode if necessary. 
The paper should be white and of a grade, weight, and substance as available through 
normal supply channels for laser printers and for copiers. 

10-203.2 Margins 

Margins should be uniform; e.g., allow 1 inch for left and right margins and at 
least 1 inch at the bottom of the page. There should be at least two lines between the 
last line of typing and the page number. 
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10-203.3 Typing 

Computer equipment and Agency designated word processing software should be used to 
the extent possible to prepare all portions of the report, including exhibits and schedules. 

10-203.4 Paragraphing 

a. Other than the “AUDIT REPORT AUTHORIZED BY” section title, which should be 
bold, placed at the left margin, and followed by a colon, section titles should be bold, upper 
case and centered in the narrative portion of the report. When a paragraph subtitle is appropri
ate, place it on a separate line. Paragraph subtitles should be regular type, upper case, and 
placed at the left margin (see Figure 10-2-2). 

b. The first sentence of main paragraphs should be indented no more than one half of one 
inch (tab at .5”) from the left margin. The subparagraphs within “SIGNIFICANT ISSUES,” 
“QUALIFICATIONS,” “EXPLANATORY NOTES,” and “RESTRICTIONS” will be let
tered or numbered if there are two or more; when there is an “a”, there must be a “b”, etc. The 
sequence for paragraph numbering is 1. a (1) (a). 

c. Any subparagraphing after a lower case letter in parentheses [(a), (b)] is 
discouraged. Try to use paragraph captions wherever possible to avoid this. 

10-203.5 Upper Case Lettering 

The address page of the audit report cover sheet (10-205) should include the heading 
and captions in upper case letters, as shown in Figure 10-2-1. Paragraph titles and 
subtitles within the report should also be in upper case letters. The “FOR OFFICIAL 
USE ONLY” footer will also appear in bold upper case letters. Explanatory note 
captions may be written in upper and lower case letters and underlined. 

10-203.6 Date 

Express the month, day, and year of the audit report in the order named (for 
example, December 16, 20XX). The report date must be consistent with the FAO 
manager’s digital signature date (except for revised reports as described in 10-214.6). 

10-203.7 Page Numbering 

a. Do not number the cover sheet or place a number on the next (first) page of the report. 
Begin numbering pages on the second page of the report with the number “2.” Consecutively 
number pages through the report distribution. Numbers should be placed at the bottom center 
of the page, above the “FOR OFFICIAL USE ONLY” footer. Do not offset page numbers 
with periods, dashes, or other punctuation. Examples of report numbering are contained in 
the audit report shells. 

b. If DCAA assist audit reports, Government technical reports, or other documents 
that are individually numbered are included in a report as appendixes, it is necessary to 
number only the first page of the document. In cases where many appendixes are 
included in a report, it may be convenient to preface each appendix with a blank sheet 
indicating the title of the appendix and page number, rather than making any 
annotations on the particular document. 
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10-203.8 Numbering Audit Reports 

a. The audit report number is the assignment number prefixed by the regional 
organization code (RORG) of the Branch Office or Resident Office. This is necessary as 
the Agency MIS reports are sorted at the Branch Office or Resident Office RORG level 
only. The Suboffice RORG does not appear on Agency MIS reports. The audit report 
number must be identical to the assignment number set up in the DMIS. No additional 
alphanumeric characters are to be added to the audit report number. The audit report 
number will be shown at the top left margin of each page of the report, after the first 
page of the audit report cover sheet. On the first page of the cover sheet, the audit report 
number will be centered under the subject of audit, as shown in Figure 10-2-1. 

b. The FAO, at its option, may include the Suboffice RORG and/or a chronological 
reference number known as a “Chron. No.”, as the last item in the “REFERENCES” 
section of the cover sheet. The Chron. No. should not appear anywhere else in the audit 
report. 

10-203.9 Report Assembly and Reproduction 

a. The final PDF version (4-407e(3)) of the report must be digitally signed and secured 
by an auditor with the appropriate authority (10-211). 

b. Fastening. Printed reports will be securely fastened at the left margin. Thus, any 
tabulations or graphs, for example, must be positioned with their headings either at the top or 
at the left side of the assembled report. 

10-203.10 Electronic Distribution of Reports 

a. To the maximum extent possible, all written correspondence and audit reports 
should be transmitted electronically to requestors and customers via e-mail. DCAA e-mail 
to DoD components will be sent only through Defense Information Systems Agency 
(DISA) supported communications channels to ".mil" addresses. NASA Headquarters 
Office of Procurement has also authorized its NASA Centers (generally ".nasa.gov" 
addresses) to request and receive DCAA audit reports electronically. Procedures for 
electronic communications with other non-DoD customers should be determined on a case-
by-case basis after consultation with the customer and the regional information technology 
(IT) staff. Transmission of "For Official Use Only" material using private and commercial 
service providers, such as AOL or CompuServe, is prohibited. 

b. It is critical to communicate with customers to determine the version and brand of 
software they are using. Based on customer requirements, choose the appropriate format and 
version that provides the best opportunity for the customer's efficient use of the audit report 
and any accompanying files or attachments. If the customer requires the use of compression 
technologies, specific arrangements should be made to ensure delivery. The possibility exists 
that the e-mail will not be delivered to the recipient as many networks strip compressed files 
from incoming e-mails because of virus concerns. The regional IT staff should be consulted 
if problems arise while preparing files for transmission or during the electronic transmission. 

c. Cover e-mail messages for audit reports should only include administrative-type 
information. Cover message subjects will include contractor name, customer reference 
number (if any), and assignment subject (e.g. XYZ Company-DCMA Case No. 05E100005
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CAS 410 Noncompliance). Cover messages will also provide information in the body of the 
e-mail, such as: 

(1) name of document attached, 
(2) audit assignment number for reference purposes (if not already in the filename), 
(3) software used to prepare the report; e.g. Adobe Acrobat X (version), 
(4) comment that the audit report is marked "For Official Use Only," 
(5) comments regarding the validity and authenticity of the electronic signature, 
(6) if applicable, instructions for opening the compressed file(s), 
(7) if applicable, whether and why an electronic report is incomplete, and 
(8) a cautionary note regarding the intended recipients and use of the e-mail (use the 

example provided below). 

An example cover message follows: 

“Attached is subject audit report [provide file name] which is prepared in [specify 
the specific version of Adobe Acrobat]. The attached report is For Official Use 
Only. The attached electronic audit report includes a digital signature. A digital 
signature addresses security concerns by providing greater assurances of document 
integrity, authenticity and non-repudiation. As the recipient of the report you can 
verify that the content of the electronic report has not been altered since the 
signature was applied (integrity). If desired, you can also validate document 
authenticity by verifying a signer's digital identity. The individual who has signed 
the document cannot deny the signature (non-repudiation). Signature validation may 
require acceptance of the issuing authority." 

The report was compressed using [specify the software used and whether the file was 
saved as a self-extracting file or not]. To extract (decompress) the report [provide 
specific steps to the user on how to extract the file]. 

The report is incomplete [provide reasons why (e.g., hard copy forthcoming) the report 
is incomplete to the customer]. 

If you have difficulty opening the audit report document or have other questions, 
please contact [provide points of contact to the customer, including telephone number 
and e-mail address]. 

IMPORTANT: This e-mail, including all attachments, constitutes Federal Government 
records and property that is intended only for the use of the individual or entity to 
which it is addressed. It also may contain information that is privileged, confidential, 
or otherwise protected from disclosure under applicable law. If the reader of this e-
mail transmission is not the intended recipient or the employee or agent responsible for 
delivering the transmission to the intended recipient, you are hereby notified that any 
dissemination, distribution, copying or use of this e-mail or its contents is strictly 
prohibited. If you have received this e-mail in error, please notify the sender by 
responding to the e-mail and then delete the e-mail immediately.” 
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10-203.11 Citations of Legal Opinions 

Audit guidance is based on generally accepted accounting principles, applicable Gov
ernment regulations, and rulings of Boards of Contract Appeals and Federal courts. Often the 
authoritative source of the guidance (e.g., a board or court case) is cited in CAM and/or spe
cific audit guidance provided by Headquarters in support of the recommended audit conclu
sion. The guidance stated in CAM and specific audit guidance, including relevant legal cita
tions, should be employed in the audit and explained in the audit report to the extent 
necessary to support the audit conclusions. When the auditor believes it is necessary to in
clude in the audit report a legal citation not discussed in CAM or Headquarters guidance, the 
citation must be formally coordinated, through the region, with Headquarters, Policy and 
Plans Directorate. The Headquarters division responsible for the audit issue will coordinate 
with our legal advisors and the FAO to ensure that the citation is relevant and properly ap
plied. 

10-203.12 Insignificant Amounts/ Elimination of Cents 

a. When costs are not subject to penalties, as discussed in 6-609, only significant amounts 
of questioned costs should be displayed in audit reports. The CAS materiality criteria in 48 
CFR 9903.305(a) to (f) should be considered in making this determination. These criteria 
are: absolute dollar amount; ratio of the amount of an item to an appropriate base figure; 
relationship between a cost item and cost objective; the impact on Government funding; the 
cumulative impact of individually immaterial items; and the cost of administrative pro
cessing of the audit exception. When unallowable costs are identified during the audits that 
are subject to penalties, they should be reported regardless of the dollar amount (6-609.2b). 

b. Cents should not be included in summary report paragraphs, exhibits and schedules. 
However, they can be used in certain explanatory notes and supporting schedules, such as 
those relating to direct labor rates or material unit prices. 

10-203.13 Protection of Report Information 

All DCAA audit reports not containing classified information are “FOR OFFICIAL USE 
ONLY” and will be marked “FOR OFFICIAL USE ONLY” centered at the bottom of each 
page of the report. When pages are numbered, (beginning with page number “2”) the number 
is positioned above the “FOR OFFICIAL USE ONLY” footer. MFRs and other memo
randums not containing classified information that are prepared as a written record of the 
results of an engagement should also be appropriately marked (10-202). Reports contain
ing classified information will be prepared, classified, marked, and protected in accord
ance with DCAAM 5205.1, “Information Security Program.” To the extent possible, 
limit classified material included in the report, because audit reports must be classified 
at the highest security classification contained therein. Also see 10-205.2 if the report 
pertains to a classified subject. 

10-203.14 Report Terminology 

a. The report terminology used in this chapter reflects Statement on Standards for 
Attestation Engagements (SSAE), issued January 2003. However, SSAEs never uses the 
term "audit" or "auditor." Instead it refers to three types of "evaluations" (examination, 
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review, and application of agreed-upon procedures) and "practitioners." DCAA is cov
ered by Generally Accepted Government Auditing Standards (GAGAS), which incorpo
rates the SSAE for attestation audits (GAGAS chapter 6). However, GAGAS continues 
to refer to "auditors." For all of the work that DCAA performs, the related fieldwork, 
and the resulting reports, DCAA will use the term "audit" to generically describe the 
work. The specific types of audits DCAA auditors perform are examinations, reviews 
and applications of agreed-upon procedures, and when referring to a specific type of 
audit, DCAA will use this terminology. In addition, an examination (highest level of 
assurance) will continue to use the word "audit” in report captions. In general, the work 
that DCAA auditors perform has not changed; but the report terminology differs under 
GAGAS and SSAE. Operations audits are an exception because they are performance 
audits under GAGAS chapters 7 and 8, and are not subject to the SSAE. Refer to 10
403. 

b. The difference between an examination, a review and an application of agreed-
upon procedures, simply stated, is the level of assurance. For details, refer to Chapter 2. 
The preferred terms are contained in the Subject, Scope and Results paragraphs in each 
section in Chapter 10. If the audit is an examination, the report caption is “Subject of 
Audit,” but the related report narrative will state “we examined.” Similarly, if the audit 
is either a review or an application of agreed-upon procedures, the report captions are 
“Subject of Review” and “Subject of Application of Agreed-Upon Procedures,” respec
tively. The related report narratives will state “we reviewed” or “we applied agreed-
upon procedures.” 

c. Most of the audits DCAA auditors perform are examinations that require a high 
level of assurance. If the assignment is reduced to a moderate level of assurance, a re
view may be performed. Attestation standards provide that audits of internal control 
(10-400) and audits of compliance with laws and regulations (10-600 and 10-800) may 
not be performed as reviews. However, any assignment may be performed as an appli
cation of agreed-upon procedures when the procedures to be performed have been spec
ified by the requestor. Refer to 10-1000 for requirements. Currently, specific guidance 
has been provided for only one type of review, an incurred cost desk review (10-506). 

10-203.15 Spreadsheets 

a. An assessment should be made in each case if the inclusion of Excel data is neces
sary to support the results of audit. Excel data should not be pasted or inserted into the
report where the entire workbook is embedded as an object in the report. There are two
Word APPS Tools that can be used to paste Excel data into the report without embedding
the entire workbook: 

 The “Paste As Linked Object” tool pastes the Excel data into the report as a pic
ture that is linked to the source workbook. Doubling-clicking the picture in the 
report will open the source workbook in Excel. This will help ensure that any 
changes made to the data are reflected both in the report and in the source work
book, 

 The “Paste as Picture” tool pastes the Excel data into the report as a picture. It is 
not linked to the source workbook. 

Excel data can also be pasted into the report as a Word table. However when using this 
method the Word tables must be carefully reviewed for formatting issues before and after 
converting the report to PDF format. If the Excel data cannot be readily copied and pasted 
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into the body of the Word version of the report, it should be formatted for printing in Ex
cel with the appropriate report headers and footers and converted to PDF format. Once it is 
converted to PDF format it can be inserted into the appropriate location in the PDF version 
of report. 

b. In many instances, audit report recipients find the auditor’s spreadsheets useful in 
performing negotiation scenarios, preparing business clearances, etc. Where reports 
contain tables generated from spreadsheets that may be useful to the recipient, an offer 
to provide the spreadsheets should be included in the Results of Audit. Where spread
sheet usage was significant, the auditor may also contact the requestor in advance to 
determine if the requestor would like the spreadsheets to be provided outside the audit 
report. 

10-203.16 Hyperlinks 

Auditors should use electronic linking to enhance report navigation between the Ex
hibit and explanatory notes. All links not intended for customer use (such as those to 
working papers) must be removed. “Delete Hyperlinks” can be used within APPS to 
prepare the final report. This tool can be used comprehensively or individually. 

10-204 Report Format (Reports-General) 

a. Major examination or review report components are listed below in the sequence 
in which they generally appear. They are discussed in detail in the referenced para
graphs (see 10-1000 for the components of a report on an application of agreed-upon 
procedures). Those components highlighted with an asterisk should appear in every 
DCAA audit report regardless of type to satisfy minimum professional standards. Other 
elements may or may not be included in a particular report depending on the type of 
audit performed or other circumstances. For example, “Qualifications” is not identified 
with an asterisk but becomes a mandatory report requirement if existing conditions re
quire its use. Elements pertaining only to certain report types are indicated. Refer to the 
remaining sections of Chapter 10 for additional guidance on audit report preparation for 
specific types of audit assignments. Requirements for reports on applications of agreed-
upon procedures are covered in 10-1000. 

[Audit] Report Cover Sheet (10-205)*
 
Addressee (10-207)*
 
Reference (10-208)
 
Contents (10-209)*
 

Report Narrative (10-210)*
 
Subject of Audit (10-210.1)*
 
Executive Summary (10-210.2)
 
Scope of Audit (10-210.3)*
 

Qualifications (10-210.4)
 
Statement of Changes (CAS reports only - see 10-803b.)**
 
Results of Audit (10-210.5)*
 

Opinion
 
Exhibits and Schedules (10-210.5b.)
 
Unsatisfactory Conditions and/or Other Audit Recommendations (4-800)
 
Additional Remarks (10-210.5e.)
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Statement of Condition and Recommendations (see 10-409 and 10-803b.)** 
Cost Impact only - see 10-803b.)** 

Contractor Organization and Systems 
(10-210.7) 

Status of Corrective Action Taken on Prior Recommendations (e.g., System 
Reports) 

DCAA Personnel and Report Authorization (10-211)*
 
Audit Report Distribution (10-212)*
 
Appendixes (10-213)
 
*Required in every report regardless of type. Note the modified report language for
 

reviews (10-506) and application of agreed-upon procedures (10-1000). 
**Replaces Exhibits and Schedules for operations, internal control, or CAS reports. 
b. If an audit is stopped before it is completed, auditors should write a memorandum 

for the record that summarizes the results of the work and explains why the audit was 
terminated. The auditor should also communicate the reasons for termination to the re
questor. The communication should preferably be in writing. 

10-205 Cover Sheets 

10-205.1 General 

a. An Agency cover sheet bearing the DoD and DCAA seals is required for every report. 
The general format and narrative content are shown in Figure 10-2-1. The DoD and DCAA 
seals are provided in the audit report shells with each working paper package. Audit report 
restrictions relative to (1) Freedom of Information Act requests, (2) confidentiality of con
tractor information in the report, (3) restriction on release of the report outside the Depart
ment of Defense, and (4) release of subcontract audit reports to the higher-tier contractor, are 
also on the cover sheet (See 10-206, Report Restrictions). 

b. Include the report heading (Agency name and report number), date, captions and de
scriptive information relative to the audit on the cover sheet as presented in Figure 10-2-1. 
The date on the original report must be the date the report is signed and forwarded to the 
requestor or other addressee. The FAO may also include its e-mail address in the 
“PREPARED BY” section as shown in Figure 10-2-1. 

10-205.2 Cover Sheets for Reports on Classified Subjects 

a. If the report contains a security classification (see 10-203.13), the classification mark
ing must replace “For Official Use Only” on the report cover. This should be done by delet
ing “FOR OFFICIAL USE ONLY” and inserting the appropriate security classification on 
both the top and bottom of the audit report cover. If a stamp for the appropriate classification 
is not available, classification markings should be made in letters conspicuously larger than 
the size of the print of the report. 

b. If an audit report pertains to a proposal or a contract that is classified or includes classi
fied elements, and the auditor is unable to determine the appropriate security classification of 
the report, a special “warning” label (DCAA label 5) must be affixed (see DCAAR 5205.1, 
DCAA Information Security Program, Section 7.3.1). The label is placed above, but not 
covering, the “FOR OFFICIAL USE ONLY” legend on the audit report cover, and the report 
must be sent via registered mail. Contact the regional security officer for instructions prior to 
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release of the report. Regional offices should consult with the Headquarters security officer if 
they have questions on this procedure. 

10-206 Report Restrictions 

10-206.1 General 

Figure 10-2-1 contains examples of the report restrictions required in all reports. Restriction 
3 should be tailored for release applications as discussed in 10-206.2 and 10-206.3. Re
strictions for release of the proposal report to a United States contracting officer working on 
behalf of an FMS customer are set forth in 10-303.3. In addition, other types of reports such 
as, a postaward, termination, etc., requested by a United States contracting officer on behalf 
of an FMS customer, should follow the guidance related to proposal reports set forth in 10
303.3. The language in the figure should be used as shown except that the language in re
striction 4 must be modified for the application of agreed-upon procedures reports (10-1010). 
If the report contains classified information, refer to 10-205.2 for guidance on classification 
markings. In addition, for OMB Circular A-133 requirements refer to 13-706.7 and Figure 
13-7-3. 

10-206.2 Release of Audit Reports to the Contractor 

a. As provided for in the Government Auditing Standards, DCAA routinely provides 
copies of draft reports for all audits, except those dealing with negotiation of forecasted costs 
or those dealing with costs potentially under litigation, to the contractor being audited for 
review and comment. (See also 4-303 and 4-304 regarding information to be discussed at 
interim and exit conferences.) 

b. Except for the reports described in paragraphs c and d, the auditor should provide the 
contractor a copy of the report, or at a minimum, the results of audit section (including the 
opinion and any exhibits and notes, or statement of conditions and recommendations) to the 
contractor at the exit conference in draft form for written comment. As discussed in 4-303, 
the details of significant audit findings are provided to the contractor for comment at the time 
they are discovered. This allows for quick turnaround once the complete draft report is pro
vided, since all findings will have already been fully discussed with the contractor. The con
tractor should be provided a reasonable amount of time to analyze the audit results and to 
submit its reaction for incorporation into the final report. However, this time should be min
imal since the audit issues were discussed on a real-time basis during the evaluation. If the 
contractor's reaction is not provided in a timely manner, the final report should be issued 
stating that the report was provided for comments to the contractor but the comments were 
not received in time to incorporate them into the final report. If written comments are re
ceived after the report was issued, prepare a supplemental report if it will serve a useful pur
pose. 

c. In order to avoid disclosing the Government’s negotiating position, draft reports that 
include forecasted costs to be used in negotiations are not provided to the contractor unless 
specifically authorized by the contracting officer (FAR 15.404-2(c)(1)(i). The contracting 
officer may restrict the discussion of source selection information with an offeror (FAR 
15.3). However, the auditor should fully discuss with the contractor any factual differences, 
unsupported items, certified cost or pricing data inadequacies, and CAS/FAR noncomplianc
es and obtain the contractor's reaction for inclusion in the final audit report. Draft and final 
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audit reports on the areas listed below are not provided to the contractor unless the contract
ing officer directs such release in writing. 

 Individual Price Proposals 
 Should Cost Reviews 
 Forward Pricing Rate Proposals 
 Evaluations of Part of a Proposal, including audits of specified cost elements and 

agreed-upon procedures 
 FPR/FPI Price Redetermination Proposals, containing forecasted costs 
 Equitable Adjustment and Termination Submissions, containing forecasted costs (re

fer to 12-507 for general guidance concerning equitable adjustment submissions) 
 Other evaluations where the PCO restricts release to the contractor 
d. Draft and final reports that are of a privileged and sensitive nature (such as those re

porting on unsatisfactory conditions (4-803.2) or which make reference to suspected irregu
lar conduct or referral for investigation (4-700)) will not be provided to the contractor. These 
types of reports are not usually discussed with contractor representatives, and any inquiries 
concerning disclosure of the report information will be resolved in accordance with DoD 
5400.7-R and the DCAA Freedom of Information Act Program. 

e. The statement regarding release of the audit report solely at the discretion of the cogni
zant contracting agency pertains to the complete report including all appendixes. Frequently, 
a Government technical evaluation report may be included as an appendix to the DCAA 
audit report. If, for any reason, the Government activity supplying a technical evaluation has 
any objection to release of its report to contractor representatives, this must be highlighted in 
the “Restrictions” section of the cover sheet. For example: 

“The Defense Contract Audit Agency has no objection to release of this report. How
ever, do not release the Government technical evaluation report included as Appendix 
XX of our report to [Contractor or Subcontractor Acronym] without approval of [name 
of Government agency supplying technical report].” 

f. All audit reports will include the following contingent release statement shown on Fig
ure 10-2-1. 

“The Defense Contract Audit Agency has no objection to release of this report, at the 
discretion of the contracting agency, to authorized representatives of [insert name of 
contractor or subcontractor to which the report pertains].” 

If the contractor requests a copy of the final reports after the report has been issued, coordi
nate with the contracting officer to determine if he/she has any objection to providing a copy 
of the report directly to the contractor. 

10-206.3 Release of Subcontract Audit Report to the Higher-Tier Contractor --- Pro
posals or Other Cost Submissions 

a. When the report is on a subcontractor's proposal or other cost submission to a higher-
tier contractor, the audit report “RESTRICTIONS” must contain a statement regarding the 
subcontractor's agreement or objection to release of the report or information to the higher-
tier contractor. The release statement applies to all subcontract audit reports or summary 
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information. The audit procedures on this matter are discussed in 9-106 for price proposals 
and 6-802.6 for incurred costs. The auditor should determine at the start of the audit whether 
the subcontractor would have any restrictions on release of the report to the higher-tier con
tractor. If so, the auditor should also discuss with the requestor if the audit should proceed, 
and if so, how the audit results could best be presented to provide for release to the higher-
tier contractor and maximize their usefulness to the recipient. (See 10-206.3d and e. below.) 
This coordination is particularly important now that all audit reports are issued in PDF 
format and cannot be altered electronically by the recipient. 

b. The comment regarding subcontractor release restrictions will be included on the cover 
sheet under “RESTRICTIONS.” If a report is issued, the comment will appear either as a 
stand-alone comment or as a follow-on comment to the sentence provided in 10-206.2f., if 
required. If a cumulative allowable cost worksheet (CACWS) is issued, the comment may be 
included as a note in the CACWS. 

c. If the subcontractor does not object to release of the report, use the following state
ments: 

“The Defense Contract Audit Agency has no objection to the release of this report, at
 
the discretion of the contracting agency, to authorized representatives of [Subcontrac
tor/ Contractor Acronym to which the report pertains]. Nor does [Subcontractor Ac
ronym] object to the release of this report to authorized representatives of the higher-

tier contractor(s) [name of higher-tier contractor(s)]. See Appendix [X] for a copy of
 
the contractor's release statement.”
 

d. If the subcontractor objects to the release of report information, use a statement similar 
to the following: 

“The Defense Contract Audit Agency has no objection to the release of this report, at 
the discretion of the contracting agency, to authorized representatives of [Subcontrac
tor/ Contractor Acronym to which the report pertains]. However, please note that 
[Subcontractor Acronym] objects to the release of this report in its entirety to the 
higher-tier contractor(s) [higher-tier contractor name(s)] because [briefly summarize 
the reason(s) for the contractor’s objection]. See Appendix [X] for a copy of [Subcon
tractor Acronym]’s statement of objection to release.” 

e. If the subcontractor restricts release of only a portion of the report information (for 
example, historical labor hours), and the ACO wants the information included in the report, 
the “RESTRICTIONS” section of the report would include a statement describing what in
formation cannot be released and advise that the report could be released if the restricted data 
were first removed. For example: 
Subcontractor objects to release of specific information contained in the report: 

“The Defense Contract Audit Agency has no objection to release of this report, at the discre
tion of the contracting agency, to authorized representatives of [Subcontractor/ Contractor 
Acronym to which the report pertains]. However, please note that [Subcontractor Acronym] 
objects to release of this report to the higher-tier contractor(s), [higher-tier contractor 
name(s)], unless Schedule/Appendix [X] is first removed, because [briefly summarize the 
reason(s) for the contractor’s objection]. See Appendix [X] for a copy of [Subcontractor 
Acronym’s] statement of objection to release.” 
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10-207 Addressees (Reports-General) 

10-207.1 Prime Contract Report 

a. It is DCAA policy that audit reports at the prime contract level be addressed to a con
tracting officer unless it is clear that another acquisition official will be responsible for re
solving the audit findings and recommendations. For example, reports on price proposals (9
100) would be addressed to the procuring contracting officer (PCO) unless a plant repre
sentative/administrative contracting officer (ACO) has been delegated procurement authority 
to execute the particular contract action. This policy results in audit findings being directed 
to the individuals responsible for resolutions and facilitates timely contracting officer action. 

b. Even if the audit report does not contain findings requiring resolution, the report ad
dressee should normally be the cognizant contracting officer. Under no circumstances will 
reports be addressed “To the File” or “For the Record.” 

c. A number of non-DoD agencies make requests for audits through their Office of In
spector General, which may be responsible for arranging audits for many procurement offic
es. The assigned number or other assignment identifier contained in the audit requests is their 
primary means of identifying these assignments. To help these offices control their assign
ments and expedite transmittal of reports to responsible officials, non-DoD agency assign
ment numbers, or other assignment identifiers contained in requests for audit will be includ
ed on the cover sheet reference line and within the first paragraph of the “Subject of Audit” 
section for reports issued to these agencies. Other non-DoD reporting requirements appear in 
15-100. 

d. Audit reports in support of team system evaluations led by contract administration 
organizations, such as the Contractor Insurance/Pension Review (5-1303), should be ad
dressed to the designated team captain. Reports on should-cost team reviews (9-1300) will 
be addressed to the PCO. Audit reports on Earned Value Management System (EVMS) ini
tial compliance audits (11-202.8) will be addressed to the review team chief; and reports on 
EVMS surveillance audits (11-203.5) will be addressed to the principal cognizant ACO. 
Reports required to support an investigation will be addressed to the requestor. 

10-207.2 Subcontract and Intracompany Report Addressees 

Most FAO audit reports on intracompany and subcontract matters will also be ad
dressed in accordance with 10-207.1. In certain audit areas, however, such as postaward 
audits of certified cost or pricing data (10-600), procurement needs may be better served 
if the auditor's report from the other company segment or subcontractor level is ad
dressed to the contract auditor at the prime contract level. The recipient auditor will then 
incorporate the findings and recommendations into a single audit report for action by 
the responsible contracting officer. Appropriate variations in addressing and distribution 
of intracompany and subcontract reports will be covered in later sections of this chapter 
(see 10-303.2, 10-605.2, and 10-708b.). 

10-207.3 Form of Address 

As a matter of form, audit reports are not normally addressed to an individual by 
name but to the title of the position. However, if the report is for an office with several 
contracting officers, the address block should identify the individual in some appropri-
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ate manner. This may be done by placing the ACO/PCO's room number, “desk code,” 
“mail stop,” or name in parentheses following the contracting officer designation. For 
example, report addresses may begin: “Procuring Contracting Officer (Code 03D-1)” or 
“Administrative Contracting Officer (Ms. Mary Z. Brown).” 

10-207.4 “THRU” Addressing 

When required to route the original report through an intermediate action office oth
er than the addressee's office, use “THRU” addressing. For example, if a report on an 
audit of a price proposal is addressed to a PCO (other than the plant representative/ACO 
acting as a PCO) but is to be routed thru the ACO, the “PREPARED FOR” element will 
be followed by a “THRU” element, as illustrated in Figure 10-2-1. This is generally the 
case when the ACO is also participating in the field pricing audit of a contractor's sub
mission by providing a price analysis or technical evaluation. 

10-207.5 Attention Lines 

It is acceptable to use a separate “Attention” line, which may be placed either under 
the addressee’s name or under the office name of the “PREPARED FOR” and/or 
“THRU” address block when the addressee has requested the FAO to route the report 
directly to a particular organizational section or individual within the addressee's office. 
Do not use an “Attention” line to identify the contracting officer to whom the report is 
addressed (see 10-207.3). 

10-208 References Section (Reports-General) 

a. A “REFERENCES” section should be included immediately after the 
“PREPARED BY” section on the cover sheet. This “REFERENCES” line will identify 
the audit request, if applicable, including specific reference to any case numbers or 
assignment identifiers contained in the audit request. This reference line should also be 
used in subcontract assist audit reports to assist the prime contract auditor in 
identifying the contract to which the assist audit relates. If a Suboffice RORG or 
Chron. No. is referenced, it should be the last item which appears in “REFERENCES.” 
If this is a self initiated assignment, the “REFERENCES” section is not mandatory. 

b. The auditor should include both the PCO and the ACO case numbers or identifi
ers if known. In many instances, especially when non-DoD inspector general offices 
arrange audits for their agencies, the assignment identifier included in the request is the 
primary means of tracking these assignments. In addition, for customer requested as
signments, include line(s) for “Relevant Dates.” This should include, at a minimum, the 
dates of ACO and PCO requests, dates received and any due date extensions (see Fig. 10
2-3). This information should be described in the “DCAA Personnel and Report Au
thorization” section of the report. 

10-209 Table of Contents (Reports-General) 

a. The table of contents will be located on the cover sheet for all audit reports. The 
“CONTENTS” section should be simple and uncluttered, as illustrated in Figure 10-2-1. 
Exhibits and schedules should not be listed individually in the “CONTENTS.” Instead, 
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the reader will be able to find references to exhibits and schedules by reading listed 
sections of the report, such as “Results of Audit.” 

b. Appendixes. If there is only one appendix to the report, show the title and page 
number in the “CONTENTS.” If there are multiple appendixes, use the term “Appen
dixes” in the “CONTENTS” and show the page number for the first appendix in lieu of 
listing each appendix. 

c. Internal Hyperlinks. The DCAA APPS provides links from the table of contents 
(TOC) to the applicable sections of the report to allow the recipient to quickly navigate 
to specific areas of interest. These links are dynamic and should be maintained in the 
final version of the signed report. Immediately prior to transmission of the signed report 
to the recipient, the TOC hyperlinks should be updated to ensure the page numbers are 
correct. 

10-210 Report Narrative (Reports-General) 

All reports must have a narrative body that includes comments on the subject and 
scope of the audit, any limitations on the scope of audit performed (if applicable), and a 
detailed description of the audit results. The contents of each of the report paragraphs are 
discussed below. The remaining sections of this chapter expand on the content of each of 
the narrative paragraphs as they apply to particular types of reports, such as price pro
posals, cost accounting standards, postawards, etc. 

10-210.1 Subject of Audit 

a. If the audit is an attestation, begin this section by identifying the contractor assertion 
or the subject matter on which the report expresses a conclusion and the nature of the en
gagement (examination, review, application of agreed-upon procedures). Ordinarily the 
audit expresses an opinion on the assertion (e.g., a contractor submission, disclosure 
statement); however, an internal control audit expresses an opinion on a subject matter 
(see 10-400). The purpose and objectives of an attestation audit always includes express
ing a conclusion on the reliability of the contractor’s assertion or a contractor’s compli
ance with specific criteria relating to a subject matter. If the evaluation is a systems audit, 
identify the subject matter (i.e., the system being audited) and fully describe the purpose 
of the audit. 

b. Depending on the nature of the audit, information should be included regarding the 
time period covered by the audit. This information is mandatory for audits of CAS com
pliance or internal controls, and may be included on other audits, along with such data as 
date, dollar value, and type of contractor submission, period of performance of the pro
posed effort, and contract data such as contract type and incentive provisions. Audit re
ports on price proposals should also include statements about additional certified cost or 
pricing data submissions. 

(1) An example of a statement that could be included in a report on a price proposal 
examination follows: 

“As requested by [insert requestor’s name] on [insert date of request], we examined 
[insert contractor’s name]’s [insert date of proposal] proposal submitted in response 
to [insert RFP or solicitation number] to determine if the proposed costs are ac
ceptable as a basis to negotiate a fair and reasonable contract price. The [insert total 
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price proposed including profit or fee, if any] proposal is for [insert description of 
service or product to be provided]. The contractor proposed a performance period of 
[insert inclusive dates of contract performance]. 

The proposal and related certified cost or pricing data are the responsibility of the 
contractor. Our responsibility is to express an opinion on the proposal based on our 
examination.” 

(2) If the auditor is disclaiming an opinion in an examination report due to an inabil
ity to obtain sufficient appropriate evidential matter because of a scope limitation, the Sub
ject of Audit section’s standard paragraph should be changed. The first sentence should 
state “we were requested to examine” (if a request was received) or “we attempted to ex
amine” (if self-initiated) rather than “we examined” since, because of the scope limitation, 
the auditor was not able to perform an examination in accordance with generally accepted 
government auditing standards. In addition, the last sentence “Our responsibility is to ex
press an opinion on the proposal based on our examination” should be deleted due to the 
scope limitation. The following is an example of a Subject of Audit paragraph for a price 
proposal examination to be used in a report with a disclaimer of opinion for which an audit 
request was received: 

“We were requested by [insert requestor’s name] on [insert date of request], to 
examine [insert contractor's name]’s [insert type of proposal] proposal submitted 
in response to [insert RFP or solicitation number] to determine if the proposed 
costs are acceptable as a basis to negotiate a fair and reasonable contract price. 
The [insert total price including profit or fee, if any] proposal is for [insert de
scription of service or product to be provided]. The contractor proposed a perfor
mance period of [insert inclusive dates of contract performance]. The proposal 
and related certified cost or pricing data are the responsibility of the contractor.” 

(3) The SSAE treats the word "opinion" as reserved to examinations. AT 101.68 
states, "When attestation risk has been restricted only to a moderate level (a review), the 
conclusion should be expressed in the form of negative assurance.” The pro forma re
view reports appearing at AT Section 101, Appendix B, exclude the "responsibility" 
sentence. Since DCAA retains responsibility for the content of its reports, a statement 
that might be included in a report on a review (see 2-103c(2)), such as a desk review of 
a low-risk indirect cost submission (see 6-104.5), could read as follows: 

"We reviewed the [insert contractor’s name]'s [insert date of proposal] certified 
final indirect cost proposal for reimbursement of FY 20XX incurred costs. The 
purpose of the review was to establish indirect cost rates for the period. The pro
posed rates apply primarily to the flexibly-priced contracts listed in Exhibit , 
page . A copy of [insert contractor’s name]’s Certificate of Final Indirect Costs, 
dated [insert date of certificate], is included as Appendix 1 to the report (see 
page ). 

The proposal is the responsibility of the contractor. Our responsibility is to report 
our conclusions on the proposal based on our review.” 
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(4) If the evaluation is an attestation engagement and was limited to specific func
tions or activities, if particular work was or was not performed, or if special aspects 
were considered in performing the evaluation, perhaps at the request of the contracting 
officer, the Subject paragraph should also include appropriate special comments. For 
example: 

(a) “At your request, we limited our evaluation to the application of direct 
labor and indirect expense rates.” 

(b) “At your request, we limited our evaluation to a determination that the 
contractor’s proposed labor rates comply with wage board determined prevailing 
rates for the locality.” 

(5) An example of a statement that might be included in a report on an operations 
audit follows: 

“As part of our comprehensive audit of the [insert contractor’s name], we evaluat
ed the contractor's plant maintenance function, which is responsible for the 
maintenance and repair of equipment and buildings at the Boston facility. We per
formed the audit to evaluate the effectiveness of the contractor's policies and prac
tices in assuring that maintenance tasks are carried out in a timely, efficient, and 
economical manner. The audit was conducted from [start date, month, year] 
through [field work complete date, month, year] and covered contractor operations 
for the fiscal year ended [date].” 

Note that, unlike examples (1) and (4), an operations audit is not an attestation. It is a 
performance audit subject to the requirements of GAGAS chapters 7 and 8. 

10-210.2 Executive Summary 

This section is intended to give the reader a brief overview of the audit findings. It should 
briefly describe the audit recommendations and the significant issues supporting the opinion. 
The Executive Summary should rarely exceed one page for any audit. This section can be 
omitted in reports where the Results of Audit sufficiently summarizes the audit findings. 
Examples where the Executive Summary may be omitted include contract audit closing 
statements and reports with no audit findings. An example of an Executive Summary is 
shown in Figure 10-2-2. 

10-210.3 Scope of Audit 

a. Introduce the scope of audit section with a statement, which should be modified to fit 
the evaluation being performed. The italicized portion(s) of the example scope statement 
provide(s) either guidance or alternative language. Additional guidance is provided in chap
ter 10 subsections, tailor the scope statement as appropriate, e. g., use the guidance in 10-400 
when reporting on an internal control examination or an operations audit. 
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An example of the initial scope paragraph to be used in an examination follows: 

“Except for the qualifications discussed below, [omit if the report is not rendering a 
qualified opinion and there is no “Qualifications” section within the “Scope” para
graph], we conducted our examination in accordance with Generally Accepted Gov
ernment Auditing Standards (GAGAS). Those standards require that we plan and per
form the examination to obtain reasonable assurance about whether the data and 
records examined are free of material misstatement. An examination includes: 
	 obtaining an understanding of the contractor's internal controls, assessing control risk 

and determining the extent of audit testing needed based on the control risk assess
ment; 

 examining, on a test basis, evidence supporting the amounts and disclosures in the 
data and records evaluated; 

 assessing the accounting principles used and significant estimates made by the con
tractor; 

 evaluating the overall data and records presentation; and 
 determining the need for technical specialist assistance [and quantifying the results of 

a Government technical evaluation].” 

b. If the auditor is disclaiming an opinion in a report due to an inability to obtain 
sufficient appropriate evidential matter because of a scope limitation, the title of the 
Scope of Audit section should be changed to Scope Restrictions. In addition, the section 
must omit the statement “we conducted our examination in accordance with generally 
accepted government auditing standards. Those standards require that…” Instead, the au
ditor should briefly state all the substantive reasons for the disclaimer in the Scope Re
strictions section. If necessary, details regarding the reasons for the disclaimer may be 
included in an appendix. In this case, the Scope Restrictions section should properly refer
ence the appendix. The auditor should not state here that the scope of the examination was 
not sufficient to warrant the expression of an opinion. That statement is more properly 
included in the actual disclaimer paragraph. The auditor should not identify the procedures 
that were performed nor include the paragraph describing the characteristics of an exami
nation; to do so may tend to overshadow the disclaimer. The auditor should also disclose 
any other reservations he or she has regarding presentation in accordance with Govern
ment regulations. The following is an example of a Scope Restrictions paragraph with a 
scope limitation imposed by the requestor resulting in a report with a disclaimer of opin
ion: 

“Due to procurement-imposed time constraints, we were not able to obtain sufficient 
appropriate evidential matter on which to base an opinion on the (subject matter, 
e.g., proposal as a whole or the parts of a proposal to be evaluated). The time that 
was provided for performance of the audit did not allow us to apply auditing proce
dures to satisfy ourselves as to the acceptability of the contractor’s (subject matter).” 

The following is an example of a “Scope Restrictions” paragraph with scope limita
tions due to uncertainties resulting in a financial capability report with a disclaimer of 
opinion: 
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“There are significant uncertainties related to the contractor’s July 15, 20XX filing of a 
voluntary petition for reorganization under Chapter 11 of the United States Bankruptcy 
Code. These uncertainties include, but are not limited to, the future actions of the Offi
cial Committee of Unsecured Creditors, the outcome of potential bidders for the con
tractor’s assets, the resolution of ongoing investigations and the Bankruptcy Court’s 
own actions relating to its approval of the disclosure statement and confirmation of the 
plan of reorganization. The significance of the uncertainties precludes us from express
ing an opinion on whether the contractor has adequate financial resources to perform 
Government contracts in the current and near-term (up to a year).” 

c. The scope paragraph of a review should include the following statements, modi
fied or expanded as appropriate: 

“Based on an initial assessment of low risk, we performed a limited review sufficient 
to confirm that there is no readily available information that would warrant a compre
hensive examination. We conducted our review in accordance with generally accepted 
government auditing standards. A review is substantially less in scope than an exami
nation, the objective of which is the expression of an opinion on [subject matter]. Ac
cordingly, we do not express an opinion.” 

(See 10-506.2b. for an example of the scope paragraph of an incurred cost desk review; 
see 10-1007 for the format of the scope paragraph of an application of agreed-upon pro
cedures report.) 

d. The next scope paragraph should identify the established or stated criteria used to 
evaluate the proposal, submission, or system. For example, reports on audits of revised 
disclosure statements will state that the requirements of FAR and the applicable cost 
accounting standards were used as criteria in ascertaining the adequacy and compliance 
of the contractor's revision. Reports on postaward audits may indicate that the criteria 
used to evaluate the certified cost or pricing data were DoD's implementation of the law 
contained in FAR Subpart 15.4 and pertinent provisions of the contract. In a system 
report, summarize the areas that were evaluated. The following statement may be used, 
modified for DFARS and CAS applicability, as appropriate: 

“We evaluated the [indicate proposed costs, type of submission, or system re
viewed] using the applicable requirements contained in the: 
 Federal Acquisition Regulation (FAR); 
 Defense FAR Supplement (DFARS) [for non-DoD agencies, identify specific agency 

supplement - see 9-102.2 and 15-102.3]; and
 
 Cost Accounting Standards (CAS).”
 

e. The scope statement should be modified depending on contractor CAS coverage. 
The following type statement should be included when the small business exemption 
applies: 

“The contractor claims exemption under 48 CFR 9903.201-1(b)(3) from the prac
tices required by the Cost Accounting Standards Board rules and regulations be
cause it considers itself a small business concern.” 
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f. The last paragraph of the scope statement should provide information on how the 
contractor’s significant internal control system(s) affected the scope of audit. However, 
see 10-400 when reporting on system audits. In addition, provide a statement, which 
informs the reader that the audit provides a reasonable basis for the audit opinion, e.g., 
“We believe that our examination provides a reasonable basis for our opinion.” 

(1) Summarize those accounting and management (business) systems that provide 
for compliance with laws and regulations for the audit area being evaluated. Generally, 
a reference to the status of the accounting and/or estimating systems (when applicable) 
would be sufficient. However, the status of other internal control systems should be 
reported if audits have disclosed deficiencies that directly impact the scope of the cur
rent audit. Include information such as: 

 Opinion on the system (e.g., adequate or inadequate).
 
 Summary of outstanding deficiencies affecting the audit scope.
 
 Impact of the assessment of control risk on the audit scope.
 

As appropriate, refer to the Contractor Organization and Systems section for additional 
information on the systems. An example of this paragraph when the accounting system 
and related internal controls have been reviewed and are adequate and the estimating 
system is inadequate follows: 

“We consider [Contractor name]’s overall accounting system to be adequate. We 
currently consider the estimating system to be inadequate (refer to the Contractor Or
ganization and System section). The contractor does not provide cost or price analysis 
on subcontractor price proposals to the Government prior to agreement on contract 
price. Our audit scope reflects our assessment of control risk and includes expanded 
testing of proposed subcontract costs to provide a reasonable basis for our opinion.” 

(2) At smaller contractors that do not have independent checks of compliance with 
policies and procedures (i.e., internal control) or where it is not beneficial to evaluate 
the internal controls to serve as a basis for reducing control risk (and related audit scope), 
the scope of audit should summarize this information. This would generally include cases 
where a post award accounting system audit under Activity Code 17741 has been per
formed since it is not a full-scope audit of internal controls. An example of this type of 
paragraph follows: 

“[If a post award accounting system audit under Activity Code 17741 has been per
formed include the following sentence: We consider [Contractor name]’s accounting 
system to be adequate (or inadequate) for accumulating and billing costs on Gov
ernment contracts.] We have not specifically examined [Contractor name]’s inter
nal controls. [If the contractor is a small business add the following sentence. The 
contractor is a small business with limited resources to be applied to compliance 
procedures and testing.] The scope of our examination reflects our assessment of 
control risk and includes those tests of compliance with applicable laws and regula
tions that we believe provide a reasonable basis for our opinion.” 

g. See 10-305.3 for example scope paragraphs for reports on parts of a proposal. See 
10-1007 for scope paragraphs for application of agreed-upon procedures reports. 
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h. If a Government technical evaluation was performed in conjunction with the audit, 
the auditor will normally incorporate the technical report recommendations into the audit 
conclusions. 

10-210.4 Qualifications 

a. The purpose of this subheading within the scope of audit section is to disclose any 
circumstances which necessitate a qualified opinion. Circumstances having a significant 
effect on the conduct, scope, or results of the audit should be clearly identified if the condi
tions result in a qualified opinion in relation to the stated purpose and scope of the audit. In 
such case, both the “scope” and “results” paragraphs should specifically refer to this para
graph. 

b. A qualified opinion states that, except for the effects of the matter to which the 
qualification relates, the subject matter of the assertion is in compliance with the estab
lished criteria (e.g., FAR/DFARS). A qualified opinion is expressed when: 

(1) there is a lack of sufficient appropriate evidential matter or there are re
strictions in the scope of the examination that have led the auditor to conclude that he or 
she cannot express an unqualified opinion and the auditor has concluded not to disclaim 
an opinion; and/or 

(2) the auditor believes, on the basis of the audit, that the subject matter under audit 
contains a departure from the established criteria, the effect of which is material, and the 
auditor has concluded not to express an adverse opinion. 

c. Restrictions on the scope of audit whether imposed by the requestor, the contrac
tor, or by circumstances may require the auditor to qualify or disclaim an opinion. The 
decision to qualify or disclaim an opinion because of a scope limitation depends on an 
assessment of the importance of the omitted procedure(s) to the auditor’s ability to form 
an opinion on the subject matter under audit. This assessment will be affected by the 
nature and magnitude of the potential effects of the procedures being considered and by 
their significance to the subject matter under audit. When restrictions that significantly 
limit the scope of the audit are imposed by the contractor or the requestor, ordinarily the 
auditor should disclaim an opinion (see 10-210.5d). However, scope limitations due to con
tractors’ failure to make all pertinent records available to the auditor when the records per
tain to the representations, claims, or proposals under audit would lead to reports that contain 
qualified or adverse opinions (see 1-504.1c. and 1-504.6). 

d. The Qualifications paragraph should include only circumstances that result in a 
qualified opinion (see also 10-304.4). Examples of items that may be presented in this 
paragraph include, but are not limited to qualifications which arise from: 

	 contractor deficiencies, such as lack of access to or inadequate contractor records and 
systems; 

 external impediments such as time limitations on the scope of audit, or nonreceipt of 
a required Government report of technical evaluation or assist audit report; or 

 contractor failure to comply with formal regulatory requirements, such as FAR and 
CAS noncompliances where cost impacts could not be reasonably determined. 

e. The nature and potential impact of each circumstance and any steps taken by the 
auditor to overcome or mitigate the problem should be briefly stated. Also explain fur
ther action the auditor plans to take after report issuance, if applicable. Keep this para-

DCAA Contract Audit Manual 

http:1-504.1c
http:10-210.5d


November 5, 2014 1035 
10-210 

graph brief and include a reference to the report section and page number that contains a 
detailed discussion of the item involved. 

f. If a required Government technical report was requested and is not received, indicate 
the reason for nonreceipt and a brief comment on the follow-up action taken to obtain the 
report from the organization involved. State the specific areas in which technical review is 
required to conclude the audit. Also recommend that the auditor be given an opportunity 
to review the results of the technical evaluation, determine its impact on the scope of audit 
and its overall conclusions, and provide a supplemental report incorporating such evalua
tion. 

g. If the auditor receives a technical report but does not agree with its recommenda
tions, he or she will attempt to reconcile any disagreements with the specialist who pre
pared the report and/or with the specialist's supervisor. If necessary, assistance to re
solve the differences will be solicited from the contracting officer. If the auditor is 
unable to resolve the differences, he or she should not utilize the technical report in de
veloping the audit opinion or in determining the amount of the questioned costs. In such 
cases, however, the technical report will be attached to the audit report as an appendix, 
and the report will include an explanation of the reason the auditor did not rely on the 
recommendations included in the technical report. The circumstances should be ade
quately described and the related audit conclusion appropriately qualified. 

h. Auditors should be aware that FAR 15.404-2(d) requires that contracting officers 
be notified in writing when certified cost or pricing data provided are so deficient as to 
preclude a satisfactory evaluation or when we encounter denial of access to data or rec
ords essential to performance of a satisfactory evaluation. Written confirmation should 
be accomplished early on in the evaluation and include a description of the deficient or 
denied data or records; explanation why the denied data or records are needed; explana
tion of documentation or contractor action needed to correct deficient certified cost or 
pricing data; the amount of proposed cost considered unsupported because of the defi
cient data or the questioned costs resulting from denial of access to records; and the 
action taken by DCAA to obtain adequate certified cost or pricing data. 

i. If the auditor encounters scope limitations and FAR/CAS deficiencies resulting in 
the subject matter of an assertion not being presented in all material respects in accordance 
with the established criteria (adverse opinion), the limitations should be discussed in the 
Scope of Audit section (see 10-210.3 and 2-102.2); however, they should not be referred 
to as “qualifications.” The “except for” language should not be used when an adverse or 
disclaimer of opinion is rendered. 

j. Where the auditor has assessed control risk at maximum; does not perform work 
sufficient to reduce audit risk to an acceptable level; and the data relied on during an audit 
is highly dependent on computerized information systems (see 5-111.1d), qualify the re
port, as exemplified below: 

“To achieve the planned audit objectives [or, planned objectives for the audit], we 
relied extensively on information processed through the contractor's computerized 
systems [or, name specific system(s)]. We did not perform sufficient audit procedures 
to determine with reasonable assurance the reliability of the computer-processed in
formation. Therefore, our audit results [pertaining to ] are qualified to the extent 
that they could be significantly impacted by the performance of such procedures.” 
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10-210.5 Results of Audit 

a. Depending upon the type of the evaluation, this section should provide the com
plete details regarding the auditor's opinion (refer to 10-210.4 for a qualified opinion), 
results of audit, or findings of procedures, conclusions, recommendations, and addition
al comments including the contractor's reaction to the report findings. 

b. The Results section should begin with the phrase, "In our opinion. . ." if an exam
ination was performed. If external factors restrict or limit the scope resulting in a scope 
qualification, modify the phrase as follows. “In our opinion, except for the (describe the 
qualification and the potential impact on the results,). . .” Do not use the term "opinion" 
in referring to the results of a review; instead, begin this section with the phrase, "Based 
on our review. . ." This section should contain exhibits and supporting schedules neces
sary for a clear and complete presentation of the evaluation results and recommenda
tions. The words “exhibit” and “schedule” should be written entirely in upper case let
ters when they are used as titles. See 10-210.6 for a discussion of explanatory notes. 

c. In audits of proposed or historical cost, the Results of Audit section should begin 
with a single tabulation that quantifies the audit findings. If additional supporting tabu
lations are needed to provide further quantification, designate principal tabulations “ex
hibits” and identify them by capital letters in consecutive order; e.g., EXHIBIT A, 
EXHIBIT B, etc. (except a single exhibit should be designated simply as “EXHIBIT.” 
Additional tabulations needed to explain any of the items in the principal exhibits will 
be designated “schedules.” The content of the exhibits and schedules will vary depend
ing on the type of audit report being prepared. Where there are findings in audits deal
ing with historical cost, the auditor makes a “recommendation.” For findings in audits 
dealing with prospective costs (e.g., forward pricing proposals), the auditor does not 
“recommend” but may provide a “Difference” column which is intended for the use of 
the contracting officer in preparing a negotiation position (see 10-304.9). Review the 
appropriate section of this chapter to identify any specific requirements for the type of 
audit report you are preparing. 

d. Disclaimer of Opinion. A disclaimer of opinion states that the auditor does not 
express an opinion on the subject matter under audit. A disclaimer is appropriate when 
the auditor has not performed an audit sufficient in scope to enable him or her to form 
an opinion on whether the subject matter is in accordance with the stated criteria. See 
10-210.4 for factors to consider in deciding whether to qualify or disclaim the audit 
report opinion. When the auditor is disclaiming an opinion in an examination report, the 
first paragraph of the standard Results of Audit section should be modified as follows: 

“Due to (state limitations in scope) discussed in the Scope Restrictions’ section, 
the scope of our work was not sufficient to enable us to express, and we do not ex
press, an opinion on whether the [identify the subject matter] is in all material re
spects, based on [identify criteria] as discussed with [the contracting officer or 
representative] by [auditor] of our office on [date] and as confirmed in our [mem
orandum/letter] to you dated [date].” 

DCAA Contract Audit Manual 



November 5, 2014 1037 
10-210 

An example of a disclaimer of opinion on a pricing proposal is as follows: 

“Due to the procurement-imposed time constraints discussed in the Scope Re
strictions section, the scope of our work was not sufficient to enable us to express, 
and we do not express an opinion on whether the contractor’s proposal is in all 
material respects, based on [identify criteria, such as FAR, DFARS, other Agency 
supplement regulations, and CAS] and, therefore, acceptable as a basis for negotia
tion of a fair and reasonable price as discussed with [the contracting officer or 
representative] by [auditor] of our office on [date] and as confirmed in our memo
randum to you dated [date].” 

e. Additional Remarks. Conclude the Results section of the report narrative with the 
following comments, as appropriate: 

(1) Exit Conference 
(a) In reports on all evaluations, state the date held and the name and title of 

the contractor's designated representative with whom the exit conference was held (see 
4-304). If an exit conference was not held, the report should explain the circumstances. 

(b) Summarize in this section the contractor’s reaction to factual differences, 
the major areas of difference likely to be pursued at negotiations, and any other com
ments relevant to resolution of the findings. Detailed comments on the contractor's reac
tion to the report findings will be included in the explanatory notes. However, pursuant 
to FAR 15.404-2(c)(1)(i), do not disclose to the contractor the audit conclusions and 
recommendations on projected costs or rates that are subject to contracting officer nego
tiation, except as specifically requested by the negotiating contracting officer (4
304.2b). 

(c) If the engagement is an evaluation other than those listed in 10-206.2c, 
include the following statement: 

“We provided a draft copy of [the Report] or [the Results of Audit] or [the State
ment of Condition and Recommendation] and/or [Other (describe)] to the contrac
tor’s representative at the exit conference.” 

(d) When a contractor provides a formal, written reaction, it should be refer
enced within the Results of Audit section and included as an appendix to the audit re
port. Include the following statement: 

“The complete text of the contractor’s reaction appears as Appendix [X].” 

(2) Other Additional Remarks 
(a) If information in the report was provided to the contracting officer in advance 

by telephone, make a confirming statement here identifying the information. 
(b) Mention any subsequent or supplemental reports to be issued pertaining to un

resolved costs or qualified opinion, if applicable. In most cases, inclusion of an opinion qual
ification that arises from an external impediment (see 10-210.4d) should be followed up with 
a comment regarding the intent to supplement the report (see 10-214.1 for a listing of cir
cumstances when a supplemental report should be issued). 

(c) In system audits, express appreciation for the contractor's support and coopera
tion extended during the audit, if appropriate. 
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(d) If audit effort was performed more efficiently because of self-governance ac
tivities (including coordinated audits), express appreciation for the contractor's cooperation 
and support. Following is an example of such a paragraph: 

“We wish to express our appreciation for the cooperation extended by [insert contrac
tor’s name]'s internal audit department during our audit. The coordination of our audit 
effort with that of the internal auditors enabled us to complete our audit of relocation 
costs more efficiently.” 

(e) If a Government technical evaluation was performed in conjunction with the 
audit, the auditor will normally incorporate the technical report recommendations into the 
audit conclusions (note the exception discussed under 10-210.4). In such cases the audit re
port should include an additional statement, such as the following: 

“The audit conclusions incorporate the dollar effect of the recommendations in the re
lated Government report of technical evaluation performed by [insert name of activity 
providing the review]. The technical report is enclosed as Appendix [X].” 

(f) The availability of the auditor to furnish additional services including attend
ance at negotiations will be presumed in routine audits. If an offer of special assistance or 
where auditor attendance at the negotiation conference is considered critical, insert a note to 
this effect. Since this is likely to be related to significant issues, the note would also be in
cluded at the conclusion of the Executive Summary. An illustration of the note is shown 
below: 

“Because the contractor contested certain significant issues raised in our recommenda
tions (see Appendix [X]), we recommend that you invite a DCAA representative to at
tend the negotiation conference.” 

(g) If a deficiency/noncompliance with the DFARS business system criteria was 
identified during an audit other than a business system audit for which a deficiency report 
was or is to be issued, include the paragraph below. 

“Our examination disclosed certain findings related to the contractor’s compliance 
with DFARS 252.[identify number and title of the applicable business system DFARS 
252 clause] that we are required to report in accordance with Generally Accepted Gov
ernment Auditing Standards. We will report [or We have reported] those finding in a 
separate report, Audit Report Number [Deficiency Report Assignment Number – also 
include the report date if the deficiency report has been issued]. That separate report is 
an integral part of this GAGAS examination engagement.” 

10-210.6 Explanatory Notes 

a. Upon completion of an audit where there are no findings, auditors should coordinate 
with the requester/contracting officer to determine whether detailed explanatory notes in 
the audit report would serve a useful purpose. If the contracting officer does not feel this 
information would be useful, the auditor should not include explanatory notes in the audit 
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report. Auditors must include documentation of this coordination with the 
requestor/contracting officer in the working papers. 

b. In reports that question contractor proposed costs, explanatory notes should contain 
detailed information such that the contracting officer is able to understand clearly the basis 
for each element of cost, how the cost was evaluated, and the conclusions made on the basis 
of that evaluation. Explanatory notes should be prepared for each significant cost element. 
When the contractor agrees with the audit findings, the explanatory note(s) may be 
abbreviated. When explanatory notes are redundant, a common note may be used, if the 
results can be presented more efficiently. For explanatory notes that deal with proposed 
costs, i.e., forward pricing, terminations, claims, incurred cost, etc., the general minimum 
criteria for the explanatory notes will include: 

(1) Summary of Conclusions. Provide a brief summary of the audit exception. 
Provide the basis for any questioned or unsupported costs including a description of the 
costs and a specific reference to the regulatory support such as the cost principle, cost 
accounting standards, or contract terms. 

(2) Basis of Contractor's Cost. Describe the basis of the contractor's submitted 
costs. As appropriate, provide references to the specific parts of the contract submission 
that provides more detail on the basis. 

(3) Audit Evaluation. Provide a description of the audit procedures used to evaluate 
the cost element. Describe the procedures even if they did not result in questioned, 
unsupported or unresolved costs. Include details on the calculation of the audit exception. 
When quantitative methods are used as a basis for the audit conclusions, these methods 
should be described in the explanation. Include references to any “Qualifications” and 
fully describe the effect these circumstances have on the submitted costs. 

(4) Contractor's Reaction. Provide a statement that the contractor either agreed or 
disagreed with the auditor's conclusions and the basis for any disagreement. For price 
proposal audits, discuss factual differences, and do not disclose to the contractor the 
audit conclusions and recommendations on projected costs or rates that are subject to 
contracting officer negotiation (4-304.2b) 

(5) Auditor's Response. Provide any appropriate comments if the contractor 
disagrees with the auditor's conclusions. 

c. For reports that do not deal with proposed costs, i.e., internal control 
examinations, and operations audits, if there are findings, the explanatory note should 
follow 10-409, Statement of Condition and Recommendation which addresses the six-
element outline used to present a logical audit position. For CAS audits, which also use 
the Statement of Condition and Recommendations for explanatory notes, refer to the 
appropriate Results of Audit section in 10-800. 

d. When using regulatory citations such as FAR or CAS as the basis to question 
costs, the report should use the title of the citation the first time it is used. For example, 
if costs are questioned based on the allowability provisions, the report should use FAR 
31.201-2, Determining Allowability. If we are questioning costs based on a 
subparagraph, it is not necessary to use the full title of the citation again. For CAS, the 
report should state 48 CFR 9904.402-40 rather than CAS 402-40. The explanatory note 
should also include specific language from the regulation which makes the costs 
unallowable. For example, we questioned costs in accordance with FAR 31.205-51, 
Costs of Alcoholic Beverages, which states “Costs of alcoholic beverages are 
unallowable.” Below is an example of the beginning of an explanatory note paragraph 
related to a citation: 
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Contractor ABC has not demonstrated that the IWO costs are transferred at cost as is 
required by FAR 31.205-26, Material Costs. FAR 31.205-26(e) states: “Allowance for 
all materials, supplies, and services that are sold or transferred between any divisions, 
subdivisions, subsidiaries, or affiliates of the contractor under a common control shall 
be on the basis of cost incurred…” 

10-210.7 Contractor Organization and Systems 

This section is designed to give the reader relevant information which impacts the 
scope and the results of the audit. Tailor it to the contractor's size and circumstances. 
When the contractor’s systems information was provided to recipients in a previous report 
and there have been no changes, the prior audit report can be referenced in lieu of 
repeating the information. 

a. The “Organization” paragraph should provide relevant background information 
such as annual sales, percentage of Government sales, number of employees, facilities, 
intercompany relationships, and major services and products provided by the company. 

b. The “Systems” paragraphs in internal control audit reports on accounting and 
management internal control systems should provide pertinent information on the system 
(see 5-102). For example, this paragraph could refer to the contractor's written policies and 
procedures describing the system and briefly summarize the major areas covered by the 
policies and procedures. See 10-410 for an example of this paragraph. [The results of our 
internal control audits impact the scope of our attestation audits discussed below (see 3
405.4)]. 

c. The “Systems” paragraphs in attestation audits other than internal control audits 
should provide background information on each relevant internal control accounting and 
management system that impacts the evaluation (see 5-100). Include the following in
formation for each relevant system: 

(1) a brief description of the system or reference the previous internal control 
audit report or other reports that contain a description of the system. (If the addressee 
has not been provided a copy of the referenced report, attach a copy). 

(2) our opinion on the overall system [adequate or inadequate]. 
(3) our assessment of control risk. The designation of low, moderate or high is not 

required but may be used for emphasis if desired. (See 3-400). 
(4) a list of outstanding internal control deficiencies --- briefly describe each defi

ciency and the status of contractor corrective actions. 
d. The assessment of control risk and the deficiencies listed in the “Contractor Organi

zation and Systems” section that impact the area being audited should be discussed in the 
“Scope of Audit” (see 10-210.3). 

e. The cost impact of any deficiencies affecting the audit should be described in the 
structured notes in the “Results of Audit” section. 

f. During the audit, the auditor should ask about contractor's efforts to correct deficien
cies and reflect the current status in the “Contractor Organization and Systems” section. 

g. The “Contractor Organization and Systems” section should also be updated for new 
deficiencies observed during the audit (see 10-413). 
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10-211 DCAA Personnel and Report Authorization (Reports-General) 

a. DCAA Personnel. For all reports, identify the primary point of contact for questions 
regarding the audit and provide telephone, e-mail and fax numbers where he or she can be 
reached. Include the telephone and fax numbers for the FAO as well as the onsite financial 
liaison advisor, when applicable. Also provide the DCAA internet address (see Fig. 10-2-3). 
The name of an auditor who has documented an unreconciled difference of opinion on 
audit findings may be excluded from the DCAA Personnel section of the applicable audit 
report if the auditor so chooses (see 4-409(d)). 

b. Signature. 
(1) The report will be signed by the auditor authorized to do so in accordance with the 

provisions of DCAAR 5600.1, “Delegation of Signature Authority for Audit Reports and 
Other Related Documents,” in most cases, the branch manager or resident auditor. No 
“command” or authority line is used on audit reports. As shown in Figure 10-2-3, “AUDIT 
REPORT AUTHORIZED BY:” is typed at the left margin below the last line of the narra
tive. The first line of the signature block is typed on the fifth line below this line. 

(2) PDF Reports must be digitally signed using the Adobe Acrobat software. 

[Digital Signature]
 
ROBERT T. BROWN
 
Branch Manager
 
DCAA Arizona Branch Office
 

If someone other than the FAO manager signs the report use the following electronic signa
ture format. 

[Digital Signature] 
/for/ John W. Brown 

Branch Manager 
DCAA Arizona Branch Office 

c. Relevant Dates. Use this section in customer requested assignments, primarily price 
proposal evaluations. These should include, at a minimum, the dates of ACO and PCO re
quests and the dates of any extensions (see Fig. 10-2-3). 

10-212 Report Distribution (Reports-General) 

a. A separate page should be provided, after the signature page, to advise the report recip
ient of report distribution. If e-mail addresses are available, include them for each recipient 
who is willing to receive the report electronically. The distribution list should properly iden
tify each organization, with the exception of DCAA Field Detachment, which receives a 
blind copy of audit reports. 

b. The report distribution is illustrated in Figure 10-2-4. Place long distribution lists on a 
separate sheet or sheets following the signature page; however, the location of such long 
distributions will be referenced on this page (e.g., see Appendix X, page XX). 

c. For OMB Circular A-133 requirements refer to 13-706.7. 
d. Other special distribution requirements pertaining to certain types of reports will be 

stated in the cover sheet sections of this chapter. Provide copies of reports on lower-tier 
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subcontractors to FAOs cognizant of the upper-tier contractor. Provide the name of the 
upper-tier contractor and relevant contract numbers for ease in routing the report. (See 
CAM 10-205 and 10-206). 

e. A copy of all audit reports for non-DoD customers resulting from forward pricing, 
terminations, equitable adjustment claims, systems and incurred cost audits should be e-
mailed to DCAA-FLA-NONDOD. Also see 15-100 for distribution requirements pertain
ing to non-DoD agencies. 

10-213 Appendixes (Reports-General) 

a. Appendixes may be used when additional background information is needed to help 
the reader obtain a full understanding of circumstances or events. Types of appendixes in
clude: 

(1) Other Matters to be Reported; 
(2) Subcontracts Requiring Contractor Cost/Price Analyses (see 10-308.2); and 
(3) Chronology of Significant Events for postaward audits, equitable adjustment pro

posals and claims (see 10-607.1 and 10-1107.1). 
The appendix entitled “Other Matters to be Reported” (10-308.1) is used to provide infor
mation, which cannot be conveniently shown in the exhibits and schedules and to present 
any financial management matters. Audit reports on annual indirect costs, may include an 
appendix on billing rates. When material is sufficiently important to an understanding of the 
audit as to require incorporation into an appendix, the text must specifically identify the ap
pendix and briefly state its relationship to the point being made. 

b. Appendixes may also be used when attaching stand alone documents that contain in
formation which is pertinent to the audit. Examples of this type of appendix include such 
documents as assist audit reports, technical analysis reports, subcontractor release letters, 
contractor written responses, and indirect rate agreements. 

c. When another report is referenced, (for example, when an estimating systems exami
nation has disclosed a deficiency discussed in a price proposal evaluation) and the auditor 
does not know that the user has access to a copy, the referenced report should be furnished as 
an appendix. 

d. Appendixes should be placed immediately after the Report Distribution section of the 
report. Refer to the appropriate section in this chapter dealing with the specific type of report 
being prepared for further guidance on the use of appendixes. 

e. Identify appendixes by numbers in consecutive order; e.g., APPENDIX 1, APPENDIX 
2, etc. 

10-214 Supplemental Reports 

10-214.1 Criteria for Use 

a. Auditing standards provide for issuance of supplemental audit reports when the auditor 
subsequently becomes aware of information which, had it been known at the time the report 
was issued, would have affected the report conclusions. 

b. A new report (with a different report number) rather than a supplemental report should 
be issued when the purpose of the report differs from the purpose of the original report. This 
is the case when a special report is issued to summarize results of audit in previously issued 
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reports or when a follow-up report is issued on a system audit to determine if the contractor 
took adequate corrective action on reported findings. 

c. A supplemental report has the same purpose as the original report, but generally 
revises the original report’s conclusions or significantly modifies some of the report details. 
Before preparing a supplemental audit report, contact the contracting officer to determine if 
the supplemental report would serve a useful purpose. If not, do not prepare the 
supplemental report and document your discussion in the working papers. 

d. Supplemental DCAA audit reports should be issued when: 
(1) Events occurring after report issuance have a material effect on Government 

contract costs. Subsequent to the date of the audit report, the auditor concludes that one or 
more procedures considered necessary at the time of the audit, in the circumstances then 
existing, were omitted, if performance of such procedures results in significant findings. 

(2) Subsequent to the date of the audit report the auditor became aware that additional 
facts regarding the subject of audit existed at the report date, and such facts affect the report. 

(3) Additional time is needed to perform a complete audit (especially on major 
proposals, sensitive areas, or where there is potential for significant audit findings), however, 
circumstances do not permit a due date extension. In this case, a qualified report should be 
issued advising that a supplemental report will be forthcoming if negotiations have not been 
concluded and the report will serve a useful purpose. 

(4) Relevant and material developments or events occurred after the date of the 
auditor's report that had a material effect on Government contract costs (such as, final 
determinations or resolutions of contingencies or other matters disclosed in the audit 
report or that had resulted in a departure from the auditor's standard report), for exam
ple: 

 Required technical information is received after the audit report is issued and the re
sults have a significant impact on the audit findings [10-304.4f.(1)]. 

 Additional information is received which is necessary to reflect resolution of unre
solved costs contained in the audit report [10-304.4f.(2)]. 

	 Additional supporting information is provided by a contractor during the negotiation 
conference that would affect the report conclusions. However, there will be circum
stances when supporting information is provided by a contractor during the negotia
tions and a supplemental audit report is not issued (see 15-403.2 and 15-404.1). 

FAR 15.404-2(c)(3) requires that contracting officers should provide updated 
information that will significantly affect the audit to the auditor. Auditors should assure 
that any subsequent audits comply with generally accepted government auditing 
standards, including adequate testing of evidential matter and appropriate supervisory 
review. If this cannot be accomplished, there should be no appearance of concurrence 
with the updated information or implied amendment of the audit report 
recommendations. 

e. If a report is not being supplemented as described in d. above, but must be issued 
with minor changes (e.g., to correct minor math errors), it should be marked as 
“revised” in accordance with 10-214.6 below. 
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10-214.2 General Requirements for Supplemental Reports 

a. A supplemental report must supersede the original audit report in its entirety. Be
cause electronic reports are furnished to the user in a signed and secured PDF format, 
incorporating replacement pages is not possible. 

b. Dollars examined, questioned costs, unsupported costs, etc. initially reported will 
frequently require revision as a result of issuance of a supplemental audit report. As a 
result, performance data previously reported in the DCAA management information 
system should be revised as appropriate. 

10-214.3 Supplemental Report Format 

Major components of a supplemental report are listed below. Discussion of the particular 
elements is contained in the referenced paragraphs. Except where noted, the format and con
tents of the supplemental report must comply with the basic audit report requirements in 10
204. For example, requirements for an audit report cover would not change, distribution 
requirements remain the same, etc. 

Audit Report Cover Sheet (10-214.4) 
Report Narrative (10-214.5) 

Subject of Supplemental Audit
 
Executive Summary of Supplemental Audit
 
Scope of Supplemental Audit
 
Qualifications Affecting the Supplemental Audit
 
Results of Supplemental Audit
 

10-214.4 Audit Report Cover Sheet 

a. The report cover sheet and all supplemented pages should contain the original audit 
report number followed by the supplement number (e.g., S1, S2, etc.). If the original exhibit 
is to be replaced by a revised exhibit, all pages of the revised exhibit should show the sup
plement number. 

b. The audit report cover sheet and subject should identify the audit report as a sup
plement; for example, “Supplement to Independent Audit of . . .” Otherwise, the cover 
sheet, subject, and addressee elements should be identical to the original report. The sup
plemental report should be dated to reflect the date the supplemental report is issued. 

10-214.5 Report Narrative 

The supplemental report can usually be limited to a narrative section setting forth the 
“Subject” and “Scope of Supplemental Audit,” and “Results of Supplemental Audit” 
together with the attached supplemental exhibits, schedules, or individual pages. Com
ments on these areas follow: 

a. Subject and Scope of Supplemental Audit. State the reason why the supplemental 
report is being issued. If applicable, mention whether the supplemental audit was limited 
to specific areas or items of cost. For example: 

DCAA Contract Audit Manual 



November 5, 2014 1045 
10-215 

“This supplemental report incorporates the results of the Government report of 
technical evaluation, which was not received in time to be included in our original 
audit report dated . . .” 

If there are any changes in the scope of audit statement as contained in the original re
port, make note of it in this paragraph. For example, a comment may be included that the 
scope of audit qualifications in the original report no longer apply. 

b. Results of Supplemental Audit 
(1) This paragraph will state the net effect of the supplemental report and the pri

mary reason(s) for the change. For example: 

“As a result of the technical review, total questioned costs of $ in our original report 
are revised to $ , primarily because of recommended reductions to proposed material 
quantities and manufacturing labor hours.” 

(2) If applicable, state the name and title of the contractor's designated representa
tive with whom the supplemental results were discussed (10-210.5e). 

(3) Advise the report recipient that the audit report has been replaced in its entire
ty. The notice would state the following: 

“This supplemental report replaces our original report in its entirety.” 

10-214.6 Revised Report Format 

If an electronically furnished report is not being supplemented as described in 10
214.1d. above, but is being reissued in its entirety with minor changes (e.g., to correct 
minor math errors), the word "Revised," in parentheses, should follow the audit report 
number on the cover sheet in the header and in the report’s file name. Since no addi
tional fieldwork was performed, the revised report should not carry a revised date. Revi
sions are to be made to the final Microsoft Word version of the report. The revised final 
Microsoft Word version of the report will then be converted to PDF, secured, digitally 
signed and issued. Do not identify the superseded audit report as a supplement (see 10
214.4). If subsequent revisions become necessary, they are to be identified as "Revision 
2," "Revision 3," etc. The transmittal should identify the minor change(s) unambiguous
ly. 

10-215 Transmittal Memorandums and Routing 

Report transmittals should not be used to convey information or comments that 
should be included in the report itself. For this reason, a transmittal memorandum or 
letter is not normally used for initial distribution of reports. However, it is acceptable to 
attach a transmittal letter to a report if it is helpful in highlighting an area for the con
tracting officer's consideration. A transmittal letter could also be used to explain special 
distribution to officials who seldom receive reports from the FAO. For example, if a 
report discloses a condition which we have been requested to identify by an entity out
side the procurement community, the transmittal memorandum might say: 

“In accordance with your standing request to DCAA Headquarters, the attached report is 
distributed to your office because [state the condition to be reported.]” 
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Figure 10-2-1
 
Audit Report Cover Sheet
 

Defense Contract Audit Agency
 

United States
 
Department of Defense
 

July 19, 20XX
 

Independent Audit of High Tech, Incorporated’s
 
Firm-Fixed-Price Proposal for Torque Inverters for Orville I
 

Audit Report No. XXXX–XXXXX21000XXX
 

RESTRICTIONS: 

1.	 The contents of this audit report should not be released or disclosed, other than to 
those persons whose official duties require access in accordance with DoD 5200.1
R, Information Security, January 1997, Appendix 3, paragraph AP3.2.3. This doc
ument may contain information exempt from mandatory disclosure under the Free
dom of Information Act. Exemption 4, of the Freedom of Information Act, which 
addresses proprietary information, may apply. 

It is not practical to identify during the conduct of the audit those elements of the 
data which are proprietary. Proprietary determinations should be made in the event 
of an external request for access. Unauthorized disclosure of proprietary infor
mation violates 18 U.S.C. 1905 and, if the information is contractor bid or proposal 
or source selection information, 41 U.S.C. 2102. Any person who unlawfully dis
closes such information is subject to penalties such as fines, imprisonment, and/or 
removal from office or employment. 

2.	 Under the provisions of Title 32, Code of Federal Regulations, Part 290.7(b), 
DCAA will refer any Freedom of Information Act requests for audit reports re
ceived to the cognizant contracting agency for determination as to releasability and 
a direct response to the requestor. 

3.	 The Defense Contract Audit Agency has no objection to the release of this report, 
at the discretion of the contracting agency, to authorized representatives of HTI. 

4. Do not use the information contained in this audit report for purposes other than 
action on the subject of this audit without first discussing its applicability with the 
auditor. 

FOR OFFICIAL USE ONLY 
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Audit Report No. XXXX-XXXXX21000XXX 

DEFENSE CONTRACT AUDIT AGENCY 

PREPARED FOR: Procuring Contracting Officer 
ATTN: AIR 2.2.1 
Naval Air Systems Command Headquarters 
Bldg. 2272 
47123 Buse Road 
Patuxent, MD 20670-1547 

THRU: Administrative Contracting Officer 
ATTN: DCMA-GXAF (J. Doe) 
Defense Contract Management Agency, Phoenix 
Phoenix, AZ 85034-1012 

PREPARED BY: DCAA Arizona Branch Office 
2741 W Southern Avenue Suite 14 
Tempe, AZ 85034-3440 

Telephone No. 
FAX No. 
E-mail Address 

(602) 438-1854 
(602) 431-9745 
dcaa-faoxxxx@dcaa.mil 

REFERENCES: PCO: RFP No. N00019-XX-P1-XXXXX 
ACO: Case No. XXX-3A(02)-XX 
Prime Contract No.: F33600-91-C-0045 
Relevant Dates: See Page 17 

CONTRACTOR: High Tech, Inc. 
29 Scout Drive 
Glendale, AZ 85300 

CONTENTS: Subject of Audit 
Executive Summary 
Scope of Audit 
Results of Audit 

Page 
1 
1 
3 
4 

Contractor Organization and Systems 
DCAA Personnel and Report Authorization 
Audit Report Distribution 
Appendixes 

16 
17 
18 
19 
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Figure 10-2-2 
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Figure 10-2-2 
Subject of Audit 

Audit Report No. XXXX-XXXXX21000XXX 

SUBJECT OF AUDIT 

As requested by DCMA-Phoenix on May 14, 20XX, we examined the May 13, 20XX 
firm-fixed-price proposal submitted by High Tech, Inc. (HTI) to determine if the proposed 
costs are acceptable as a basis to negotiate a fair and reasonable contract price. The 
$1,141,268 proposal is for 28 Torque Inverters for the Orville I aircraft. This is a product 
made by this contractor on a sole source basis for the past five years, delivering the last 
order in December 20XX. The proposed performance period is August through November 
20XX. 

The proposal and related certified cost or pricing data are the responsibility of HTI. 
Our responsibility is to express an opinion on the proposal based on our examination. 

EXECUTIVE SUMMARY 

Our examination of the $1.1 million proposal disclosed $169,000 of questioned costs, 
including the following significant items: 

Material $86,000 
Labor 9,000 
Indirect expenses 66,000 

The proposal is acceptable for negotiation of a fair and reasonable price. However, the 
significant issues described below should be considered in the negotiation process. 

SIGNIFICANT ISSUES 

1.	 The results are qualified because (i) we have not yet received a response to our re
quest for technical assistance regarding purchased parts as discussed on page 4 and 
engineering labor as discussed on page 7 and (ii) HTI's noncompliance with 48 CFR 
9904.401. 

2.	 Costs proposed are overstated as follows: 
a. Material costs by 24 percent because of numerous pricing errors as a result of an 

outstanding estimating deficiency. 
b. Manufacturing labor costs by 12 percent because it did not use the appropriate 

historical accounting data in the improvement curve application. 

3.	 Indirect expenses associated with questioned base amounts are also questioned. 
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Figure 10-2-3 
DCAA Personnel 

Audit Report No. XXXX-XXXXX21000XXX 

DCAA PERSONNEL 

Telephone No. 
Primary contact(s) regarding this audit: 

Mary E. Green, Senior Auditor (602) 561-3112 
Kay J. Jones, Supervisory Auditor (602) 561-3112 

Other contact(s) regarding this audit report: 
John W. Brown, Branch Manager (602) 379-4102 
John A. Smith, Financial Liaison Advisor (301) 757-7852 

FAX No. 
[Office Name] (Optional) (602) 379-4601 
[FLA Name], Financial Liaison Advisor (Optional) (301) 757-7866 (FLA) 

E-mail Address 
[Office Name] (Optional) dcaa-faoxxxx@dcaa.mil 

General information on audit matters is available at http://www.dcaa.mil. 

RELEVANT DATES 

Request for Audit:	 PCO -- dated May 13, 20XX; received May 14, 20XX 
ACO -- dated May 14, 20XX; received May 14, 20XX 

Request for due date extension: June 15 20XX; Revised due date July 15 20XX 

AUDIT REPORT AUTHORIZED BY: 

JOHN W. BROWN 
Branch Manager 
DCAA Arizona Branch Office 

17 

FOR OFFICIAL USE ONLY 

DCAA Contract Audit Manual 

http:http://www.dcaa.mil
mailto:dcaa-faoxxxx@dcaa.mil


1050 November 5, 2014 
Figure 10-2-4 

Figure 10-2-4
 
Audit Report Distribution
 

Audit Report No. XXXX-XXXXX21000XXX 

AUDIT REPORT DISTRIBUTION 

E-mail Address 
Procuring Contracting Officer grayjs.jfk@navair.navy.mil 
ATTN: AIR 2.2.1 
Naval Air Systems Command Headquarters 
Bldg. 2272 
47123 Buse Road 
Patuxent, MD 20670-1547 

Administrative Contracting Officer jdoe@dcma.mil
 
ATTN: DCMA-GXAF (J. Doe)
 
Defense Contract Management Agency
 
Phoenix, AZ 85034-1012
 

Naval Air Systems Command dcaa-fla-navair@dcaa.mil 
ATTN: DCAA FLA (J. A. Smith) 
Bldg. 2272 AIR 2.0 
47123 Buse Road 
Patuxent, MD 20670-1547 
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10-300 Section 3 --- Audit Reports on Price Proposals 

10-301 Introduction (Proposal Reports) 

a. This section presents guidance for preparing and distributing audit reports on: 
 audit requests on pricing proposals for all types of negotiated contracts and modifi

cations, (10-304) and
 
 audits of parts of a proposal, (10-305).
 
b. Guidance on reporting applications of agreed-upon procedures may be found in 

section 10-1000. 
c. Audits of incurred costs under repricing proposals for incentive and price redetermi

nable fixed-price contracts are similar to other contract closeout audits. See 10-900 for 
reporting guidance on these types of audits. 

d. Guidance on audit reports related to contract claims is in 10-1100. 

10-302 Report Format and Contents (Proposal Reports) 

a. General report requirements are set forth in 10-200. “Shell” reports containing the new 
report format are provided on the APPS and the DCAA Intranet. The audit report should 
contain the necessary and pertinent information disclosed by the audit, which will assist the 
contracting officer in negotiating with the contractor. 

b. The auditor should coordinate with the customer while planning the audit. Reports 
should comment on areas emphasized in the request. For example, customers may want his
torical rate information, current proposed and recommended rates, or details on specific pro
posed costs. 

c. Major audit report components are listed below in the sequence in which they 
generally appear. They are discussed in detail in the referenced paragraphs. Those com
ponents highlighted with an asterisk should appear in every DCAA forward pricing au
dit report. 

Audit Report Cover Sheet (10-205)* 
Report Narrative (10-304)*
 

Subject of Audit (10-304.1)*
 
Executive Summary (10-304.2)
 
Scope of Audit (10-304.3)*
 

Qualifications (10-304.4) 
Results of Audit (10-304.5)*
 

Opinion (10-304.6)*
 
Exhibits and Schedules (10-304.7)
 
Additional Remarks (10-304.10)
 

Contractor Organization and Systems 
(10-306)*
 

DCAA Personnel and Report Authorization (10-211)*
 
Report Distribution (10-212)*
 
Appendixes (10-308)
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10-303 Report Restrictions, and Addressing and Distributing Reports (Proposal 
Reports) 

10-303.1 Restrictions – Release of Audit Report to the Contractor Reports on Prime 
Contract Proposals 

Reports on price proposals are not provided to the contractor unless the contracting 
officer directs such release in writing. See 10-206.2 for information and restrictions on 
releasing the report to the contractor. 

10-303.2 Restrictions - Release of Subcontract Audit Report to the Higher-Tier 
Contractor 

When the report is on a subcontractor’s proposal to a higher-tier contractor, the re
port “RESTRICTIONS” must contain a statement regarding the subcontractor’s agree
ment or objection to release of the report or information to the higher-tier contractor. 
See 10-206.3 for information and restrictions on releasing the subcontract audit report to 
the higher-tier contractor. 

10-303.3 Restrictions - Release of Audit Report to FMS Customers 

a. When the contracting officer or DoDCCP identifies that the price proposal is for an 
FMS/DCC customer, the auditor should determine at the start of the audit whether the con
tractor objects to the release of the report to the FMS/DCC customer. The audit procedures 
on this matter are discussed in 9-110. The audit report “RESTRICTIONS” must contain a 
statement regarding the contractor’s agreement or objection to release of the report or infor
mation to the FMS/DCC customer. The contractor’s letter should be included as an appendix 
to the audit report. 

b. If the contractor objects to release of the report to the FMS or DCC customer, use a 
statement similar to the following: 

“The Defense Contract Audit Agency has no objection to release of this report, at the 
discretion of the [contracting agency] or [DoDCCP], to authorized representatives of 
[name of contractor] or [FMS customer] or [DCC customer]. However, please note 
that [name of contractor] objects to the release of the propriety data contained in this 
report to [FMS customer] or [DCC customer]. See Appendix XX for a copy of the con
tractor’s statement objecting to release of the report.” 

c. If the contractor does not object, the following comment should be used in the release 
restrictions: 

“The Defense Contract Audit Agency has no objection to release of this report, at the 
discretion of the [contracting agency] or [DoDCCP], to authorized representatives of 
[name of contractor]. Nor does this Agency or [name of contractor] object to release 
of this report to authorized representatives of [FMS customer] or [DCC customer]. See 
Appendix XX for a copy of the contractor’s release statement.” 
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d. If the contractor does not respond to the auditor inquiry, use a statement similar to the 
following: 

“The Defense Contract Audit Agency has no objection to release of this report, at the 
discretion of the contracting agency, to authorized representatives of [name of contrac
tor] or [FMS customer] or [DCC customer]. We asked [name of contractor representa
tive and title] on [date] if [name of contractor] objected to the release of the propriety 
data contained in this report to [FMS customer] or [DCC customer]. As of the date of 
this report, we have not received a response to our inquiry.” 

10-303.4 Addressing and Distributing - Reports on Prime Contract Proposals 

a. Reports on price proposal audits will usually be addressed to the individual who 
has responsibility for negotiating the proposal. This is either the PCO or the plant 
representative/ACO (if the PCO has delegated negotiation authority). (See 10-207 for 
general policy on addressing reports.) If there is doubt about the correct addressee, ask 
the plant representative/ACO if she or he has been delegated procurement authority to 
execute the contract pricing action involved. 

b. If the report is addressed to the PCO (other than the plant representative/ACO 
acting as a PCO), and DoD field pricing support procedures apply (9-100), provide the 
original copy of the report to the plant representative/ACO for transmittal to the PCO. 
“Thru” addressing may be used for this purpose (see 10-207.4). 

c. If “thru” addressing is used, provide an advance copy of the report to the PCO. 
This will allow the PCO to begin advance preparation for negotiations. A routing slip 
may be used for this purpose. In such cases, the audit report distribution list (10-212) 
should identify this advance distribution to the PCO. 

d. Provide a copy of the report to the appropriate FLA (see the FLA Locator on the 
DCAA Intranet site). Also provide a copy of each prime contract price proposal audit 
report to the NASA OIG Center Director (see 15-1S1) if NASA so requests. 

10-303.5 Addressing and Distributing - Reports on Intracompany and Subcontract 
Proposals 

a. If this is a DoD procurement (9-100 and FAR 15.404-2 /DFARS 215.404-2), an 
audit report of an intracompany or subcontractor proposal will be addressed to the plant 
representative/ACO responsible for the segment or subcontractor submitting the proposal. 
Copies of the audit report will be distributed to the plant representative/ACO and auditor 
cognizant of the upper-tier contractor. Note that the assist audit report should still be ad
dressed and distributed in the above manner even if the assist audit was requested by 
DCAA (see 9-104.2 and 9-104.4). 

b. If the procurement is not for DoD or is a foreign direct sale, and the PCO requests 
audit assistance directly from the prime contractor auditor, address the reports on audits of 
subcontractor and intercompany proposals to the requesting PCO. Provide a copy to the 
plant representative/ACO responsible for the audited segment or subcontractor, unless he 
or she expressly prefers not to receive copies of such reports. 
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10-304 Report Narrative (Proposal Reports) 

10-304.1 Subject of Audit 

a. This section refers to the audit request and identifies the contractor’s assertion by stat
ing the nature and amount of the pricing action (See 10-210.1). The opening statement could 
read as follows: 

“As requested by [insert requestor’s organization] on [insert date], we examined the 
[insert contractor’s name]'s [insert date of proposal and type of proposal] proposal 
submitted in response to RFP number [insert RFP No.] to determine if the proposed 
costs are acceptable as a basis to negotiate a fair and reasonable contract price. The 
$[insert price] proposal is for [describe product]. The contractor proposed a 
performance period of [date] through [date].” 

“The proposal and related certified cost or pricing data [or information other than 
cost and pricing data] are the responsibility of the contractor. Our responsibility is 
to express an opinion on the proposal based on our examination.” 

b. Modify the opening for any additional certified cost or pricing data or data other 
than certified cost and pricing data submissions that were audited (e.g., a revised sub
mission or supplemental data). If the effort performed was limited to agreed-upon pro
cedures, reference to an examination should not be used. The last sentence should be 
modified to something like: “The purpose of our engagement was to [insert purpose of 
engagement].” 

10-304.2 Executive Summary 

a. The Executive Summary highlights the audit results and the significant issues, find
ings, recommendations and/or qualifications (see 10-210.2). Details are provided in the “Re
sults of Audit” section, along with the explanatory notes, exhibits and schedules. Examples 
of results, which may trigger the need for an Executive Summary are: 

 Adverse or Disclaimer of opinion (see 10-304.2c)
 
 Significant questioned, unsupported or unresolved costs
 
 Significant estimating system deficiencies
 
 Recommendation to delay contract negotiation
 
 Significant qualifications
 
 Significant instances of CAS or FAR noncompliance
 
b. Begin this paragraph with a summary of the amounts questioned, unsupported, or 

unresolved in relation to the amount proposed. Wherever possible, describe the major 
components of the questioned costs and state whether the proposal is [or is not] ac
ceptable as a basis for negotiation. For example, a summary statement might read: 

“Our examination of the $1.1 million proposal disclosed $169,000 of questioned 
costs, including the following significant items:
 

Material $86,000
 
Labor 9,000
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Indirect expenses 66,000 
The proposal is acceptable for negotiation of a fair and reasonable price; however, 
the significant issues described below should be considered in the negotiation pro
cess. 

SIGNIFICANT ISSUES: 
1.	 The results are qualified because (i) we have not received our requested technical
 

analysis of purchased parts (see page 5) and engineering labor (see page 7) and (ii)
 
the contractor is in noncompliance with 48 CFR 9904.401 (see page 6).
 

2.	 The contractor overstated: 
a. Material costs by 24 percent because of numerous pricing errors as a result of 

an outstanding estimating deficiency. 
b. Manufacturing and labor costs by 12 percent because it did not use the appro

priate historical accounting data in the improvement curve application. 
3.	 Indirect expenses associated with questioned base costs are also questioned.” 

c. Do not include questioned amounts in the Executive Summary when an adverse 
opinion is issued in an audit report. Including dollar amounts, hours, rates, etc. for ex
ceptions found might give the negotiator the impression that audit exceptions may be 
used for negotiating a contract price. 

10-304.3 Scope of Audit 

a. Every audit report requires a description of the work performed (see 10-210.3). The 
scope paragraph for proposal audits addresses the following: 

 Generally accepted government auditing standards 
 Evaluation criteria (FAR, DFARS, other Agency supplement regulations, and 

CAS)
 
 Internal control structure (assessed control risk)
 
 Qualifications (10-304.4)
 
b. Following is the mandatory scope paragraph. Auditors should adjust the criteria (i.e. 

applicable regulations and/or law) to fit the situation. 

“Except for the qualifications discussed below (omit if there is no “Qualifications” 
section within the “Scope” paragraph), we conducted our examination in accord
ance with generally accepted government auditing standards. Those standards re
quire that we plan and perform the examination to obtain reasonable assurance that 
the proposal is free of material misstatement. An examination includes: 
	 obtaining an understanding of the contractor's internal controls, assessing control 

risk, and determining the extent of audit testing needed based on the control risk 
assessment; 

 examining, on a test basis, evidence supporting the amounts and disclosures in 
the proposal; 

 assessing the accounting principles used and significant estimates made by the 
contractor; 

 evaluating the overall proposal presentation; and 
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 determining the need for technical specialist assistance [and quantifying the re
sults of a Government technical evaluation report]. 

We evaluated the proposed costs using the applicable requirements contained in 
the: 
 Federal Acquisition Regulation (FAR); 
 Defense FAR Supplement (DFARS) [for non-DoD agencies, identify specific 

agency supplement - see 15-102.3]; and 
 Cost Accounting Standards (CAS) [only if the potential contract will be CAS 

covered].” 

c. The next paragraph in the Scope of Audit section should comment on the results 
of audits of the contractor's accounting and estimating systems and the impact of the 
control risk assessments on the scope of the proposal audit. Ensure the comments are 
consistent with the information in the “Contractor Organization and Systems” section (see 
10-306). Outstanding system deficiencies that impact the scope of audit should be disclosed 
until those deficiencies are corrected (see 5-1217). 

For a contractor where internal control audits of the contractor’s overall accounting and es
timating systems have been performed, these comments might read as follows: 

“We consider ABC's overall accounting and estimating systems to be adequate [or 
inadequate] (see Contractor Organization and System section). [If inadequate, 
briefly describe the impact of any outstanding deficiencies on the audit scope.] 
The scope of our examination reflects our assessment of control risk and includes 
audit tests designed to provide a reasonable basis for our opinion.” 

For a nonmajor contractor where a post award accounting system audit under Activity 
Code 17741 has been performed and an estimating system audit has not been per
formed, the following comments may be appropriate: 

“We consider ABC’s accounting system to be adequate (or inadequate) for accumu
lating and billing costs on Government contracts. We have not specifically examined 
ABC’s accounting system internal controls, nor have we examined its estimating 
system and related internal controls (see Contractor Organization and Systems sec
tion). The scope of our examination reflects our assessment of control risk and in
cludes tests of compliance with applicable laws and regulations that we believe pro
vide a reasonable basis for our opinion.” 

10-304.4 Qualifications 

a. The scope of audit section will (see 9-211.2) disclose any circumstances that neces
sitate a qualified opinion. Only include circumstances with a significant impact on the 
conduct or scope of the audit and its results. Briefly describe each qualification and its 
impact on the scope and results of audit, referring to the report page number, exhibit, 
schedule, or appendix paragraph containing details. The negative impact of each qualifica
tion, including an estimated monetary impact, when possible, should be provided. If an 
estimated impact cannot be provided, recommend that the contracting officer take ac-
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tion(s) to protect the Government’s interest. Although Agency guidance specifically per
mits reference to an appendix, report qualifications usually affect an element of proposed 
costs. The results of audit paragraph is the preferred location for this information. If the 
potential impact of an issue is not significant, the report should not be qualified. When 
an adverse opinion is expressed, scope limitations should not be referred to as qualifica
tions. The “except for” language should not be used in an adverse opinion (see 9-211.3). 

b. The FLAs have been asked to bring any audit reports which appear to have inap
propriate qualifications to the attention of the Auditing Standards Division (PAS) in 
Headquarters. Such reports will be forwarded to the cognizant Regional Director, who 
will be asked to furnish his personal assessment to Headquarters. 

c. Examples of items to be noted in the qualifications paragraph include: 
(1) lack of access to contractor records, including budgetary data (see 1-504) 
(2) time limitations on the scope of audit 
(3) failure to obtain the results of a requested assist audit or technical analysis 
(4) estimating system deficiencies that result in either significant unsupported costs 

or an estimate which is not current, accurate, and complete 
(5) instances of CAS or FAR noncompliance when the impact of these deficiencies 

could not be determined on the proposal being audited; however, these deficiencies are not 
considered significant enough to warrant an adverse opinion 

(6) deficiencies which render the accounting system inadequate for the contract type 
proposed 

(7) incomplete historical cost audits for prior years when the forecasted rates or rec
ommended rates are based on those prior years 

(8) major contractor acquisitions, mergers and internal reorganizations that are so 
significant that the effect on the price proposal cannot be reasonably determined but is 
expected to be material 

(9) indirect flow-down costs from foreign companies located in countries covered by 
reciprocal audit agreements (see 4-1007). 

The following subparagraphs provide sample paragraphs under various circumstanc
es. 

d. If the contractor has denied access to records or other pertinent data having a sig
nificant effect on the examination, identify the records or data and describe the resulting 
restrictions or limitations on the scope of the audit. (See FAR 15.404-2(d).) Costs that 
the auditor is not able to evaluate due to denial of access to records/data should be ques
tioned in the audit report. Depending on the significance and pervasiveness of the costs, 
the auditor should issue either a qualified or an adverse opinion (CAM 10-210.4). An ex
ample of a qualification statement describing an access to records problem follows: 

“We were denied access to labor cost estimating worksheets that are required to 
adequately evaluate the direct labor costs included in the proposal. We discussed 
this condition with Mr. R. Smith, ABC's Controller, on October 1, 20XX and noti
fied Mr. J. Jones, ACO, of the denial of access by telephone and memorandum on 
October 2, 20XX. See Page 6, Note 4 for further discussion. We were unable to 
evaluate these costs by other audit procedures. Therefore, our opinion regarding 
these costs is qualified, and we have questioned the costs in their entirety.” 

e. When the scope of audit is limited because of insufficient time, clearly indicate those 
areas in which an audit was not accomplished (9-211.4). State if additional time was request-
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ed but not granted, or granted only in part. An example of a statement to be included in this 
situation follows: 

“We were unable to complete our examination of labor cost because of time limita
tions. [Briefly explain the reasons why time was insufficient.] We requested an exten
sion of the audit report due date from [name] on [date]. The requested extension was 
not granted because [briefly explain reason]. Therefore, the results of our examination 
are qualified to the extent that a supplemental examination of labor cost may disclose 
additional questioned costs. See page XX, Note X, for further discussion.” 

f. If a requested technical or assist audit report is not received in time to be incorporated 
into the audit report, state that fact and, if known, the reasons for nonreceipt. 

(1) Nonreceipt of technical input. The report should be qualified stating the adverse 
impact on the scope and results of audit based on not receiving the technical report for incor
poration in the audit. Also provide a brief comment on the follow-up action taken to obtain 
the required technical information or report. State whether the technical evaluation will be 
performed and identify the organization responsible for performing it. Also provide a brief 
comment on the status of the technical evaluation, if known, and on any future reporting 
action contemplated after receipt of the report. If the required technical information is re
ceived after the audit report has been issued, prepare a supplemental report if it would serve 
a useful purpose at negotiations. (Further guidance on reporting the use of technical special
ist assistance is provided in D-300. Detailed examples of report qualification statements are 
also presented in D-300.) 

(2) Nonreceipt of Assist Audit Report. An example of a statement that could be used 
when waiting for an assist audit report follows: 

“Analysis of available documentation in the contractor's files applicable to proposed 
subcontract costs showed that an evaluation by another DCAA office is needed to 
reach a definitive conclusion regarding the acceptability of the proposed subcontract 
costs. We requested an assist audit from our DCAA Resident Office at ABC Corpora
tion. However, we did not receive the results in time for incorporation into this report. 
We anticipate receipt of the assist audit report on or about [date]. The results of the as
sist audit are considered essential to the conclusion of this examination. Therefore, the 
audit results are qualified to the extent that additional costs may be questioned based 
on the results of the assist audit of proposed subcontract costs. See page XX, Note X, 
for further discussion. Upon receipt of the assist audit report, we will provide a sup
plemental report if contract negotiations have not been concluded and the supplemental 
report would serve a useful purpose.” 

This example assumes that the results of the assist audit are considered essential and 
that the “Results of Audit” will recommend that negotiations not be held until the assist 
audit results are considered. The qualification should not be included if the assist audit 
results are not considered essential to the conclusion of the audit and negotiations. 

g. If estimating deficiencies discovered during the proposal audit result in either 
significant unsupported costs or an estimate which is not current, accurate, and complete, 
provide a brief explanation of the deficient condition and the specific action required to 
correct it. (See 5-1217, 9-205, 9-310, and 10-413 for specific actions required.) 
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(1) An example of a qualification statement (scope limitation if adverse opinion) 
addressing unsupported costs resulting from estimating system deficiencies might read: 

“We discovered proposed costs that were not supported by data sufficient to reach a 
definitive conclusion regarding their acceptability. The contractor has not updated its 
indirect rates to reflect an accounting change that took effect on January 1, 20XX. In 
addition, the contractor’s price/cost analysis of $1.8 million of subcontract costs 
proposed by ABC, Inc. was inadequate to form the basis to reach a reasonable price. 
We sought the assistance of both the ACO and PCO and advised them on [date] of 
the items and the types of documentation necessary to support the costs (see Page X, 
Note X). If the contractor furnishes adequate supporting documentation prior to 
negotiations, we will provide a supplemental report to dispose of the unsupported 
costs if such a report would serve a useful purpose.” 

(2) Example qualification statements covering an estimating deficiency discovered 
during the audit of a price proposal follow: 

“We consider the procedure by which the contractor estimated the proposed direct 
labor cost to be unacceptable because the proposed hourly rates include unreasonable 
and unsupported increases for wage escalations. To correct the deficiency cited the 
contractor must develop new labor rates commensurate with the most recent union 
contract. A detailed discussion of the circumstances is presented on page X, Note X, of 
the Results of Audit.” 

“The contractor has not prepared budgetary forecasts for the entire proposed period 
of contract performance. [Briefly explain what cost elements and period are not cov
ered.] In our opinion, comprehensive budgetary data are required to facilitate the 
preparation of reliable cost estimates and as a basis for financial control over costs 
during contract performance. We were unable to determine by other audit proce
dures the possible impact that budgetary data would have on the proposed direct 
costs, indirect expense rates, and related allocation bases. See Page X, Note X for 
further discussion. Therefore, our opinion regarding these costs is qualified. We dis
cussed this deficiency with Mr. R. Smith, ABC's Controller on October 10, 20XX. 
Mr. Smith stated that ABC will prepare the budgetary forecasts and submit a revised 
proposal by October 20, 20XX. Upon receipt of a revised proposal, we will provide 
a supplemental report if contract negotiations have not been completed and the sup
plemental report will serve a useful purpose.” 

(3) As noted in the above qualification statement, a detailed discussion of the defi
cient condition should be included in the explanatory notes within the “Results of Audit” 
section. 

(4) DFARS 215.407-5-70(g) requires that once a significant estimating system defi
ciency is cited, subsequent field pricing reports will mention the outstanding deficiency 
until it is resolved. Accordingly, the discovered deficiency should be added to the list of 
outstanding estimating deficiencies in the “Contractor Organization and Systems” section 
of the report (see 10-306). This listing should include a brief description of the deficiency 
and the status of contractor actions. 
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h. If instances of CAS and FAR noncompliance have a significant effect on the evalua
tion or the audit results, state this and define the specific corrective action the contractor 
needs to take. A detailed discussion of the deficient condition should be provided in the 
Contractor Organization and Systems section. 

i. If the contractor's accounting system is inadequate to determine the costs under the 
contract type proposed, state this and identify the contractor action required to make the 
accounting system adequate. A detailed discussion should be provided in the Contractor 
Organization and Systems section of the report narrative. 

j. If the only effective method available to the auditor for evaluating proposed 
indirect forward pricing rates requires reliance on the results of historical overhead 
audits for prior years, and such historical audits are not reasonably current, the 
circumstances should be described and the potential effect on the audit conclusions 
defined (see 9-702.2). 

k. If the contractor is involved in a major acquisition, merger, or internal reorganiza
tion that is estimated to have a material impact on direct costs and indirect rates, state 
this and recommend a savings clause if appropriate. A detailed discussion should be 
provided in the Contract Organization and Systems section of the report. 

l. If the proposal/submission includes indirect flow-down costs audited by foreign 
auditors under a reciprocal agreement clearly identify the costs that the FAO did not 
audit (see 4-1007). An example of a qualification statement to be included in this situa
tion follows: 

“The contractor's [submission/proposal] includes [describe type of costs] costs from a 
foreign contractor, [foreign contractor's name]. A reciprocal agreement with [foreign 
country] provides for those costs to be audited by [foreign country]. We have not per
formed the procedures required by applicable auditing standards to incorporate the for
eign auditor's results into our audit report. Therefore, our opinion is qualified according
ly. The [foreign country] auditors will forward their audit report directly to your office. 
[OR alternately, if applicable] We forwarded the [foreign country] audit report to your 
office on [date].” 

10-304.5 Results of Audit 

The Results of Audit section for forward pricing proposals consists of the following 
subsections which are discussed in greater detail below: 

Audit Opinion (10-304.6) 
Contractor's Submission and Audit Evaluation (10-304.7) 
Questioned, Unsupported and Unresolved Cost (10-304.8) 
Difference (10-304.9) 
Additional Remarks (10-304.10) 

10-304.6 Audit Opinion - Pricings 

Begin this section with the opinion paragraph. Reporting standards (see Chapter 2) 
require that the auditor express an opinion on the adequacy of submitted certified cost or 
pricing data or data other than certified cost and pricing data, compliance of the proposal 
with applicable regulations, such as FAR, Part 31 and CAS, and the acceptability of the 
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overall proposal for negotiation of a fair and reasonable price. 9-211 provides additional 
information about the types of audit opinion. 

a. The auditor's opinion on the assertion and submitted certified cost or pricing data or 
data other than certified cost and pricing data generally can be categorized in one of the 
following three areas: 

 completely acceptable (adequate), 
 generally acceptable except for some minor deficiency (inadequate in part), or 
 unacceptable (not adequate). 

FAR, Part 15 is often used in determining if the assertion is adequate (see 9-200). Addi
tionally, the proposal may be in various degrees of compliance with promulgated Cost 
Accounting Standards or FAR, Part 31. For reporting purposes, these include: 

 no instances,
 
 insignificant instances, or
 
 significant instances of noncompliance.
 
b. The auditor's opinion serves as the basis for the overall opinion on the acceptability 

of the proposal for negotiation of a fair and reasonable price. For example, an opinion that 
the assertion is not adequate or that significant FAR and CAS noncompliances exist will 
likely result in an overall opinion that the proposal is not acceptable as a basis for negotia
tion of a fair and reasonable price. 

c. The following table, along with the subsequent paragraphs, can help to prepare an 
appropriate opinion paragraph. To use the table, read down and across under the appro
priate categories for adequacy and compliance. The numbers where the lines intersect 
represent the corresponding numbers of the sentences found in Section d, Opinion 
Statements. Combine these sentences in the order shown to present a complete opinion 
statement for the report. Minor changes in wording, such as references to proper exhib
its, pages and notes should be made to fit each specific report. 

Adequacy of Certified Cost or Pricing Data or Data Other 
Than Certified Cost or Pricing Data 

FAR/CAS 
Noncompliance 

Adequate 
(9-211.1) 

Inadequate 
In Part 

(9-211.2) 

Not Adequate 
Contractor’s 

Fault 
(9-211.3) 

Not Adequate 
and Access to 
Data Denied 

(9-211.3) 

No Instances 
(9-211.1) 

1,5,8 
(1,5,15)* 

2,5,13 
(2,5,15)* 

5,3,10 5,4,10 

Instances with 
Limited Impact 
(9-211.2) 

1,6,12 
(1,6,15)* 

2,6,14 
(2,6,15)* 

6,3,10 6,4,10 

Instances with 
Significant Impact 
(9-211.3) 

1,7,9 2,7,9 3,7,11 4,7,11 
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*Use these paragraphs when recommending that price negotiations not be concluded for a 
reason not resulting from the contractor’s action or inaction (e.g., nonreceipt of a technical 
or assist audit report) (see 9-211; also see Appendix D-303 for examples of opinion state
ments qualified for nonreceipt of a Government technical evaluation). If noncompliances 
having a significant impact on the proposal taken as a whole or inadequate certified cost or 
pricing data or data other than certified cost or pricing data are encountered, an appropriate 
combination ending with paragraph 9, 10, or 11 should be selected. 

d. Opinion Statements. The following sentences (referenced in the above matrix) com
ment on the adequacy of the certified cost or pricing data or data other than certified cost or 
pricing data and the degree of compliance of the proposal with CAS and FAR and, when 
combined, provide a summary opinion statement on these issues. The comments on compli
ance with appropriate provisions of FAR generally relate to FAR, Part 31 on the cost princi
ples. The contractor's degree of compliance with FAR, Part 15 serves as the basis for the 
opinion on the adequacy of certified cost or pricing data. If the report includes a qualifi
cation paragraph within the scope of audit, the audit opinion must be qualified. The 
audit opinion should be referenced to the qualification statement that resulted in the 
qualified opinion. For example, the report will state “In our opinion, except for the (de
scribe the qualification and the potential impact on the results).” 

Every audit opinion should start with the words “In our opinion.” Add “In our opinion” 
to the beginning of the first sentence selected in the matrix. 

Adequacy of Certified Cost or Pricing Data/Data Other than Certified Cost or 
Pricing Data: 

(1) “The offeror has submitted adequate certified cost or pricing data [or data other 
than certified cost or pricing data].” 

(2) “The certified cost or pricing data [or data other than certified cost or pricing 
data] submitted by the offeror are inadequate in part (see comments on page , Exhibit , 
Note ). However, the inadequacies described are considered to have limited impact on 
the subject proposal.” 

(3) “The certified cost or pricing data [or data other than certified cost or pricing 
data] submitted by the offeror are not adequate (see comments on page , Exhibit , 
Note ).” 

(4) “The certified cost or pricing data [or data other than certified cost or pricing 
data] submitted by the offeror are not adequate (see comments on page , Exhibit , 
Note ). In addition, the offeror denied access to data needed to evaluate the proposal, as 
described in the Scope of Audit section of the report.” [Before this paragraph is used in 
the report, (a) it should be cleared with the regional office, (b) the ACO and PCO should 
be advised and (c) the contractor should be informed of its content. Identify the specific 
data denied and explain why it is needed (see 9-205d and 10-210.4h and i).] 

FAR/CAS Compliance/Noncompliance: 
(5) “The proposal was prepared in accordance with [if CAS covered, add “applicable 

Cost Accounting Standards and”] appropriate provisions of FAR Part 31” [if an agency 
supplement to FAR applies (9-102.2 and 15-102.3), add “and the (name the agency) Sup
plement”]. 

(6) “The proposal was not prepared in all respects in accordance with [if CAS 
covered, add “applicable Cost Accounting Standards and”] appropriate provisions of FAR 
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Part 31” [if an agency supplement to FAR applies (9-102.2 and 15-102.3), add “and the 
(name the agency) Supplement”] (see comments on page , Exhibit , Note ). However, 
the noncompliances are considered to have a limited impact on the proposal taken as a 
whole.” 

(7) “The proposal was not prepared in all respects in accordance with [if CAS cov
ered, add “applicable Cost Accounting Standards and”] appropriate provisions of FAR 
Part 31 [if an agency supplement to FAR applies (9-102.2 and 15-102.3), add “and the 
(name the agency) Supplement”] (see comments on page , Exhibit , Note ).” 

Acceptability of Proposal for Negotiation of a Price: 
(8) “Therefore, we consider the proposal to be acceptable as a basis for negotiation of 

a fair and reasonable price.” 
(9) “Because the [FAR and/or CAS] noncompliances are considered to have a 

significant impact on the proposal taken as a whole, we do not believe the proposal is an 
acceptable basis for negotiation of a fair and reasonable price, as discussed with [contracting 
officer or representative] by [auditor] of our office on [date] and as confirmed in our 
[memorandum/letter] to you dated [date]. At your request, we have, nevertheless, evaluated 
the proposal to the extent possible in the circumstances.” 

(10) “Because the certified cost or pricing data [or data other than certified cost or 
pricing data] inadequacies are considered to have a significant impact on the proposal taken 
as a whole, we do not believe the proposal is an acceptable basis for negotiation of a fair and 
reasonable price, as discussed with [contracting officer or representative] by [auditor] of our 
office on [date] and as confirmed in our [memorandum/letter] to you dated [date]. To make 
the certified cost or pricing data [or data other than cost or pricing data] adequate, the 
offeror must [insert offeror actions needed to resolve the noted inadequacies/deficiencies]. 
At your request, we have, nevertheless, evaluated the proposal to the extent possible in the 
circumstances.” 

(11) “Because the inadequacies and noncompliances are considered to have a signifi
cant impact on the proposal taken as a whole, we do not believe the proposal is an acceptable 
basis for negotiation of a fair and reasonable price, as discussed with [contracting officer or 
representative] by [auditor] of our office on [date] and as confirmed in our [memoran
dum/letter] to you dated [date]. To make the certified cost or pricing data adequate, the offe
ror must [insert offeror actions needed to resolve the noted inadequacies and/or deficien
cies]. At your request, we have, nevertheless, evaluated the proposal to the extent possible in 
the circumstances.” 

(12) “Because the [FAR and/or CAS] noncompliances are considered to have a limited 
impact, we believe that the proposal is an acceptable basis for negotiation of a fair and rea
sonable price.” 

(13) “Because the certified cost or pricing data [or data other than certified cost or 
pricing data] inadequacies are considered to have a limited impact, we believe that the pro
posal is an acceptable basis for negotiation of a fair and reasonable price.” 

(14) “Because the noncompliances and inadequacies are considered to have a limited 
impact, we believe that the proposal is an acceptable basis for negotiation of a fair and rea
sonable price.” 

(15) “Nevertheless, in our opinion, the [name the item(s) considered essential] dis
cussed in the Qualifications section of the report [is/are] significant enough to materially 
impact the results of the audit. Therefore, as discussed with [contracting officer or repre
sentative name and title] by [auditor] of our office on [date], we recommend that contract 
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price negotiations not be concluded until the results of [item(s) needed] are considered by the 
contracting officer.” 

e. Disclaimer of Opinion. In rare instances constraints may be placed upon the auditor by 
the requestor (see 9-211.4a.) which necessitates a disclaimer of opinion. In these instances 
follow the specific guidance in 10-200 in issuing a disclaimer of opinion. 

10-304.7 Contractor’s Submission and Audit Evaluation 

The second part of the “Results of Audit” section should present the contractor's submis
sion and audit results by cost element in an exhibit type format with appropriate explanatory 
notes. The format should be tailored to meet the needs of the requester (e.g., CLIN or 
Task Order with cost elements broken out for each requested item). 

a. Exhibits and schedules included in the report will state the results of audit using 
columns labeled “Questioned Costs,” “Unsupported Costs,” and “Unresolved Costs” 
(see 10-304.8). These columns should be used only if costs are to be reported in them; 
otherwise, they should be omitted from the format. The exhibits and schedules should be 
supported by explanatory notes, and where appropriate, cross-referenced to the narrative 
body of the report. 

b. A “Differences” column (proposed cost less questioned, unsupported and unre
solved costs by element) may be included at the right of the exhibit, if this would be of 
value to the requestor. 

c. Explanatory Notes. The auditor should use a structured format to give the reader a 
clear and complete presentation of the audit results and recommendations on each significant 
item in the contractor's proposal (see 10-210.6). Use the following subheadings, as appropri
ate, to structure your notes for each significant cost element in the contractor's proposal. 

 Summary of Conclusions
 
 Basis of Contractor's Cost
 
 Audit Evaluation
 
 Contractor's Reaction (see 4-304.2b)
 
 Auditor's Response
 
d. Quantitative Methods. 

(1) When using quantitative methods as a basis for the audit conclusions; this should 
be disclosed in the explanatory note for the individual cost elements examined. The explana
tory note must disclose whether the auditor used either a nonstatistical or statistical sample 
as a basis for the audit conclusions. The note should adequately explain the computations 
and rationale supporting the audit conclusion, and it must include details concerning the 
sample universe, the sampling method, and sampling unit. The note will state whether the 
statistical sampling results were projected to the sampling universe. If the sample results 
were projected to the sample universe, the note will also include the confidence level and 
confidence interval boundary amounts. If the results were not projected, the note should 
explain the reasons why the results could not be projected. 

(a) An example of an explanatory note where the sample results were projected 
follows: 

“Summary of Conclusions. We performed a physical unit statistical sample (PUS) of 
ABC’s proposed bill of material (BOM) and questioned $[amount]. All [amount] 
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proposed parts were included in the universe of items. We reviewed a total of 
[amount] parts, with [amount] parts in the high dollar stratum for 100 percent review, 
and an additional [amount] parts randomly selected from the contractor’s proposed 
BOM. We projected the results of the statistical sample to the sampling universe us
ing the Agency’s EZ-Quant statistical analysis software. The summary results of our 
sample are presented in the schedule below: 

(table providing summary proposed and questioned amounts by stratum) 

Audit Evaluation. We calculated the point estimate (projected questioned 
costs) of the sample universe to be $[amount]. At the 90 percent confidence 
level, the subject confidence interval for the sampling strata is $[amount] to 
$[amount]. Total questioned costs for both the high dollar items and the 
sample universe are scheduled below: 

100 percent reviewed items $[amount] 
Projection of statistical sample items [amount] 

Total Questioned Cost $[amount]” 

(b) An example of an explanatory note where the sample results were not pro
jected follows: 

“Summary of Conclusions. We performed a dollar unit statistical sample to 
evaluate the contractor’s proposed unit pricing and material requirements 
using the Dollar Unit Sampling (DUS) methodology with a random start. 
We selected a total of [amount] parts, with [amount] parts in the high dollar 
stratum for 100 percent review, and an additional [amount] parts randomly 
selected from the proposed bill of material’s (BOM’s) universe of dollars. 
The total BOM is valued at $[amount] and includes [amount] material line 
items. The summary results of our audit are presented in the schedule be
low: 

(table providing summary proposed and questioned amounts by stratum) 

Audit Evaluation. We statistically evaluated the sample items selected using 
Agency EZ-Quant statistical analysis software and the results it produced. 
We determined the level of sampling error was too high to accurately pro
ject questioned costs. Therefore, the audit conclusions are based solely on 
examination of the cost questioned of only the [amount] high dollar items 
and the [amount] sample items without the projection of these items to the 
sample universe”. 

(2) When costs are questioned based on a regression analysis or an improvement 
curve, the auditor's explanatory note should identify data used in the analysis and ex
plain any differences between these data and amounts appearing in the contractor's cost 
representations. Graphic presentations of regression lines and improvement curves, 
whenever practical, should be included in the audit report. The report may also include 
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computer printouts when there are indications that negotiators will find this information 
valuable during negotiations. 

e. When a contractor’s price proposal for a fixed-price contract includes projected pen
sion costs, and the contractor’s pension plan is at or near full funding status, provide suffi
cient information for the contracting officer to understand the risk associated with such cir
cumstances. If the results of a DCMA CIPR Center technical evaluation are incorporated in 
the results of audit, the basis of the technical evaluation findings regarding the rate of return 
on assets should be explained. This information should generally be included in the audit 
evaluation portion of the explanatory notes. Generally, this information will be included in 
audit reports on individual price proposals only if (i) the anticipated contract is fixed-price; 
(ii) a forward pricing rate agreement has not been executed; and (iii) the proposed pension 
costs are significant enough to impact the indirect rates if the pension costs are not incurred. 
An example of language that could be included in audit reports on individual price proposals 
follows and should be tailored to the specific circumstances. Similar language should also be 
included in audit reports on forward pricing rates. 

“This audit report incorporates the results of the DCMA CIPR Center technical evalua
tion. The technical evaluation took no exception to the proposed pension costs. That 
evaluation assumes that pension plan assets will earn returns at a rate of return equal to 
the plan’s assumed long-term valuation interest rate. The contractor’s pension plan is 
currently at or near full funding status (i.e., current pension plan liabilities and the actu
arial value of plan assets are nearly equal). Based on the pension plan’s long-term valu
ation interest rate, the plan is projected to be underfunded for the entire forecasted peri
od [or some of the forecasted accounting periods]. However, given the volatility in the 
stock market, the possibility exists that the actual rate of return on plan assets could ex
ceed the assumed long-term valuation interest rate, in which case the pension plan may 
be fully funded during the forecasted period. If the pension plan is fully funded in any 
given year, the pension costs projected for that year will not materialize, resulting in a 
windfall profit to the contractor on the anticipated fixed-price contract [or for a report 
on forward pricing rates “on fixed-price contracts”]. We recommend that the contract
ing officer consider these facts during negotiations.” 

For audit reports on individual price proposals, the paragraph should be expanded to in
clude information regarding the impact on the contractor’s proposal if the pension costs are 
not incurred. For example, a comparison may be included of the proposed indirect rates, 
adjusted for any audit exceptions, to what those rates would be if the projected pension costs 
are not incurred. (Only rates that would be materially impacted by pension costs should be 
included.) The auditor should consider the circumstances unique to each individual price 
proposal and the contractor’s rate structure in determining how much information to provide 
and in what format. Audit reports should provide the contracting officer with sufficient in
formation to clearly understand the potential impact on the negotiated price should the pro
posed pension costs not be incurred. 

f. If the auditor has comments on profit, they should be provided in the explanatory 
notes and prepared in accordance with 9-900. Normally comments are limited to items that 
might affect quantifying weighted guideline factors. Do not show percentage computa
tions under the weighted guideline method or application of an incentive profit formula 
either here or in an exhibit or schedule of the report. Examples of comments on the profit 
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factor, “Contractor's Performance Risk -- Cost Considerations,” are shown below (see 9
900 for other factors to be covered): 

“The contractor does not consistently base its proposed unit prices on the latest produc
tion labor hours and material prices incurred for the same or similar units. Details 
on this estimating deficiency are presented in our Report [insert report title, number 
and date.] Specific reference to the deficiency and discussion of its impact on this 
pricing action are included on page X, Notes X and X, and Appendix X.” 
“The contractor has three engineering departments which differ greatly in the pro
portion of journeyman engineers and notable or scarce engineering talent employed 
in each department. This proposal is based on engineering performance by the de
partment having the least amount of notable engineering specialties and the lowest 
level of engineering experience.” 

g. If specific elements of the explanatory notes are redundant (e.g., Basis of Contractor's 
Cost or Contractor's Reaction) they may be efficiently presented as a common note. 

h. If there are a number of exhibits and schedules, that are best presented on separate 
pages, move them and the explanatory notes to the end of the Results of Audit section (after 
“Additional Remarks”) and begin each exhibit and schedule on a separate page. A sample 
statement describing this realignment might read: 

“We included appropriate exhibits and schedules detailing the contractor's submissions 
and our audit evaluation beginning with Exhibit A, page .” 

i. Where we have no findings and the requestor has indicated that the information de
scribing the basis of the cost and the audit evaluation would not be useful at negotiations; the 
auditor may include a brief statement, after the audit opinion, that the audit found no ques
tioned, unsupported, or unresolved items. The usual exhibits, schedules and explanatory 
notes may be omitted. 

10-304.8 Questioned, Unsupported and Unresolved Cost 

a. CAM should not be cited as the reason for treating costs as questioned, unsupport
ed, or unresolved (see Introduction to Manual, 0-002). When Government regulations 
are specifically mentioned or incorporated by reference in the contract or in the terms 
governing submission and negotiation of the price proposal, and costs are questioned 
based on such regulations, the specific reference should be cited in the explanatory note 
describing the circumstances underlying the questioned cost. The citation should be 
accompanied by an appropriate explanation of the audit conclusion in terms of the rea
sonableness, allocability, or other factors affecting the acceptability of the cost. 

b. Questioned Costs. Those amounts on which audit action has been completed and 
which are not considered acceptable as a contract cost will be shown as questioned 
costs. This category includes amounts for: 

	 Those items specifically identified as unallowable under the contract terms, stat
ute, public policy, applicable Government regulations, or legal advice. 

 Those items which, although not specifically unallowable, are determined to be 
unreasonable in amount, contrary to generally accepted government accounting 
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principles, or not properly allocable to the contract considering the relative bene
fit received or other equitable relationship. 

 The impact on proposed costs of cost avoidance recommendations based on im
plementation of the cost reduction programs listed in 9-317. 

 Proposed costs for which the contractor denied the auditor access to supporting 
records/data. 

 Those items questioned for other reasons, usually based on Government engi
neering or technical advice. 

(1) If part of a cost element or account is not acceptable, only that part should be 
questioned. 

(2) If a cost element in the contractor's proposal has been significantly 
understated, the understated amount should be shown in the Questioned Costs column in 
parentheses to denote an increase for that element. If a portion of the cost element is 
also questioned, the net amount should be reflected. An adequate explanation should be 
given in all cases. 

(3) Explanations regarding questioned costs should be sufficiently informative to 
allow the reader to fully understand the basis for the audit conclusions. The explana
tions should normally be shown as footnotes to exhibits and supporting schedules. 

c. Unsupported Costs. Costs should be classified as unsupported when the contractor 
does not furnish sufficient documentation to enable a definitive conclusion and the 
insufficiency is not caused by contractor denial of records. Classification of costs as 
unsupported may significantly impact the contracting officer’s development of a 
negotiation position. Therefore, the auditor should vigorously pursue action to obtain 
the needed certified cost or pricing data (see 9-205a.). These actions must be taken 
promptly to avoid delays in completing the audit. Also classify as unsupported any 
proposed subcontract regardless of whether or not an assist audit has been requested, if 
the contractor has not completed an adequate cost/price analysis (see 9-104.2d.). 

(1) Prompt requests for assistance to both the ACO and PCO are critical and 
should be confirmed in writing. The auditor should clearly identify the data needed and 
state how its absence would affect the overall audit opinion. 

(2) When all attempts fail (including ACO and PCO assistance) to obtain the nec
essary supporting data, the auditor should include comments in the audit report on the 
action taken and classify the costs as unsupported. This should also be shown in the 
scope of audit. 

(3) The report should state that the contractor was advised of the unsupported 
costs (see 4-304.2d.). The explanatory notes for items classified as unsupported costs 
will state the types of documentation considered necessary to adequately support the 
items and describe the auditor's efforts to obtain such documentation. 

(4) Overhead and G&A expense applicable to unsupported costs should not be 
quantified in the Unsupported Costs column. The rates applicable to unsupported costs 
should be stated in the explanatory notes so that the rates can be applied to any portion 
of the unsupported base costs not accepted by the contracting officer to develop the 
corresponding amount of additional unaccepted overhead and G&A costs. However, 
questioned indirect rates should be applied to the unsupported base amount and shown 
in the questioned column. 

d. Unresolved Costs. Failure to receive requested DCAA assist audit reports will 
necessitate classifying the applicable proposed amounts as unresolved, unless the prime 
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contractor has not completed its price/cost analysis in which case the subcontract will be 
classified as unsupported (see 9-104.2d.). The unresolved classification is also used 
when there are significant incomplete subcontract pricing actions applicable to repricing 
proposals for incentive and fixed price redeterminable contracts. Costs should not be 
classified as unresolved in any circumstances other than those cited in this paragraph. 

(1) The guidance in 10-304.7c. on the presentation of explanatory comments also 
applies to unresolved costs. Overhead and G&A expense applicable to unresolved costs 
will not be quantified in the Unresolved Costs column; however, the rates applicable to 
the unresolved costs will be provided as described in 10-304.8c.(4). However, ques
tioned indirect rates should be applied to the unresolved base amount and shown in the 
questioned column. 

(2) The additional information or action required before a definitive conclusion 
can be reached on unresolved items will be stated in the footnotes or in the narrative 
portion of the report, together with a statement of the auditor's intentions with respect to 
issuance of a supplemental audit report. This statement should be based on the criteria 
in (3) below and on the latest information available prior to release of the initial audit 
report. 

(3) A supplemental report should be issued when costs in this category are 
resolved provided the contract negotiation has not been concluded and the report will 
serve a useful purpose. For example, subcontract/IWA costs may have been classified as 
unresolved in the audit report on the repricing of an incentive-type prime contract, 
pending negotiation by the contractor and subcontractor/IWA of a firm final 
subcontract/IWA price. In these cases, the prime contract price will usually not be 
finalized until a final price for the subcontract/IWA has been established. If this 
procedure is being followed, a supplemental report should be issued after a firm 
subcontract/IWA price has been established and the auditor responsible for the prime 
contractor has reviewed the data supporting the settlement. Any questions at that time 
regarding the current status of prime contract negotiations should be discussed with the 
contracting officer. 

(4) The supplemental report need not restate the information or recommendations 
included in the prior report. It should be limited to unresolved items, unless their resolu
tion affects other cost elements or a complete restatement would be more useful to the 
contracting officer. 

10-304.9 Difference 

a. A “Difference” column may be included in reports on price proposal audits. The “Dif
ference” column is placed to the right of the last column in the “Results of Audit” group and 
is not a part of that group. 

b. The “Difference” column is intended for the use of the contracting officer in preparing 
the Government’s negotiation objective. It should show for each cost element the arithmetic 
difference between the amount proposed and the sum of the related questioned, unsupported, 
and unresolved amounts. The amounts in this column should not be regarded or referred to 
as “audit approved” or “recommended” amounts. When used, the “Difference” column 
should be supported by an explanatory note. For example, the explanatory note might state: 

“The amounts in this column are presented solely for the convenience of the procure
ment activity. They represent only the arithmetic difference between the amounts pro-
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posed and the related questioned costs. You should not consider the amounts to be au
dit approved or recommended amounts. DCAA does not approve or recommend pro
spective costs because the amounts depend partly on factors outside the realm of ac
counting expertise, such as opinions on technical and production matters.” 

10-304.10 Additional Remarks 

a. The last part in the “Results of Audit” section is reserved for additional remarks. This 
is an untitled section, it does not have a separate heading. In addition to the requirements 
related to the Results of Audit section in 10-210.5, consider the following as appropriate. 

(1) If the technical evaluation discloses no exceptions to the quantitative or qualifica
tions aspects of the proposal, include the following: 

“A Government technical evaluation was performed by [agency]. The technical report 
took no exceptions to the proposal. See Appendix for a copy of the technical report.” 

(2) If we rely on exceptions reported in the technical evaluation, the auditor should 
incorporate the recommendations into the audit conclusions. In such cases, include the fol
lowing statement in the audit report: 

“The audit conclusions incorporate the dollar effect of the recommendations contained 
in the [activity] technical report. See Appendix for a copy of the technical report.” 

(3) If significant estimating deficiency(ies) had been previously identified and report
ed, but not yet resolved, a statement such as the following may be inserted into the proposal 
audit report: 

“We reported estimating deficiencies at [insert contractor’s name] in Audit Report No. 
[insert number and date] (Appendix X). Some of these deficiencies remain uncorrected 
(see the Contractor Organization and Systems section of the report on page XX). The 
deficiencies affecting the subject proposal, and their impact, are described in the Scope 
of Audit paragraphs on page XX and on page XX, Notes X and X, of the Results of Au
dit.” 

b. On proposals expected to result in contracts covered by DFARS clause 252.234-7002, 
Earned Value Management System (EVMS), provide comments on whether the contractor's 
system is meeting the EVMS criteria on other contracts and include the impact of deficien
cies being reported in surveillance reports (9-316b.). 

c. Additional Remarks. Conclude the Results of Audit section of the report narrative 
as discussed in 10-210.5e. Hold an exit conference with the offeror (See 10-210.5e.(1) 
and (2)). In the report state the date and the name and title of the offeror’s designated 
representative with whom the factual matters were discussed. Pursuant to FAR 15.404
2(c)(1)(i), do not disclose to the contractor the audit conclusions, recommendations on 
projected costs or rates, or the dollar impact of the findings (4-304.2b). If the report 
does not include an adverse opinion, include the offeror’s reaction to the factual differ
ences and the major areas of difference likely to be pursued at negotiations. An illustra
tion of the report paragraph is shown below: 
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“We discussed factual matters concerning our findings with [name and title of of
feror representative] in an exit conference held on [date]. We did not provide the 
dollar impact of our findings. [Include a summary of the offeror’s reaction and 
major areas likely to be pursued at negotiations.]” 

If the proposal was evaluated at the request of the customer and the report includes an 
adverse opinion, tailor comments to fit the situation. For example: 

“Significant findings that are contested by the contractor are discussed [insert refer
ence]. We are available to provide you with assistance in resolving the reported 
findings. We discussed factual matters concerning our findings with [name and title 
of offeror representative] in an exit conference held on [date].” 

Also, to facilitate the disposition of audit results, include in this section any requests for 
feedback on the results of negotiations. For example, a report on an initial prime contract 
pricing proposal to be negotiated under FAR Part 15 provisions might state: 

“As required by FAR 15.406-3(b), please furnish us a copy of the price negotiation 
memorandum at the conclusion of the negotiations. Please advise if no award is 
made.” 

In reports that contain an adverse opinion (10-304.6d.(9), (10), or (11)) or a recommenda
tion that negotiations be delayed until some unresolved or unsupported aspect is consid
ered (10-304.6d.(15)), modify this paragraph as follows: 

“If an award must be made because of the urgency of the contracting requirement, 
please furnish us a record of the negotiations as required by FAR 15.406-3(b). 
Please advise if no award is made.” 

Omit reference in this paragraph to an “award” in reports on change order and price rede
termination proposals. Likewise, omit any FAR citation from paragraphs requesting price 
negotiation memorandums in reports on subcontract or intracompany proposals. In most 
cases, it may be unrealistic for a subcontract auditor to expect feedback from the report 
addressee concerning award or non-award of a subcontract proposed by the prime contrac
tor. This information will usually have to be handled by coordination with the prime con
tractor auditor. 

d. If the report has a number of exhibits and schedules that are best presented on 
separate pages, it is appropriate to present your concluding remarks within the report 
narrative before beginning the exhibits and schedules. (See 10-304.7g.). 

10-305 Report Narrative (Parts of a Proposal) 

a. The guidance for a part of a proposal report applies when the auditor is asked to 
audit less than the complete proposal. Performance of audits by DCAA is discussed in 2
103. A part of a proposal could represent declarations regarding one or more entire cost 
elements (e.g., direct material, direct subcontracts and other direct costs) or portions of a 
cost element (e.g., direct labor rates or indirect rates). (See 9-108) The report narrative 
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includes the same sections as discussed in 10-304. However, because we are auditing only 
parts of a proposal, section headings are revised to include the words “of Parts of a Pro
posal”. 

b. In general, the wording in the individual report sections, as shown below, should 
be adapted to limit our report to the parts of the proposal that we were requested to au
dit. 

10-305.1 Subject of Audit of Parts of a Proposal 

The subject of audit paragraph might read as follows if the audit was limited to di
rect material costs. 

“As requested by [insert requestor’s name], on [insert date of request], we examined 
the direct material cost portion [amount] of [insert contractor’s name]’s [insert pro
posal amount and type of proposal], dated [insert date of proposal] to determine if the 
part of the proposal examined is acceptable as a basis to negotiate a fair and reasonable 
contract price. [Insert contractor’s name] submitted the proposal for [item proposed] in 
response to RFP No. [insert RFP No.]. The company proposed a performance period of 
[date] through [date]. 
The proposed direct material cost and related certified cost or pricing data [or data 
other than certified cost or pricing data] are the responsibility of the contractor. Our 
responsibility is to express an opinion on the direct material cost based on our exami
nation.” 

10-305.2 Executive Summary of Parts of a Proposal 

Because of the limited nature of audits of parts of a proposal, an Executive Summary 
paragraph is generally not needed. If an Executive Summary is appropriate, see 10
304.2. 

10-305.3 Scope of Audit of Parts of a Proposal 

a. Scope statements such as the following will be used for audits of parts of a proposal. 

“As requested, we limited our audit to an examination of the proposed direct material 
costs. Except for the qualifications discussed below, [omit if no Qualifications are in
cluded in the report or if the circumstances described do not have an adverse bearing 
on the auditor's conformance with auditing standards], we conducted our examination 
in accordance with generally accepted government auditing standards. Those standards 
require that we plan and perform the examination to obtain reasonable assurance about 
whether the parts of the proposal examined are free of material misstatement. An ex
amination includes: 
	 obtaining an understanding of the contractor's internal controls, assessing control 

risk, and determining the extent of audit testing needed based on the control risk 
assessment; 
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	 examining, on a test basis, evidence supporting the amounts and disclosures for 
the parts of the proposal examined; 

	 assessing the accounting principles used and significant estimates made by the 
contractor in developing the proposed amounts for the parts of the proposal exam
ined; 

	 evaluating the overall presentation for those parts; and 
	 determining the need for technical specialist assistance for the parts of the pro

posal examined [and quantifying the results of a Government technical evalua
tion]. 

We evaluated the proposed direct material costs using the applicable requirements con
tained in the: 
 Federal Acquisition Regulation (FAR); 
 Defense FAR Supplement (DFARS); [for non-DoD agencies, identify specific 

agency supplement - see 15-102.3] and 
 Cost Accounting Standards (CAS) [omit if the potential contract will not be CAS-

covered].” 

b. The next paragraph in the Scope section should comment on the results of audits 
of the contractor's accounting and estimating system internal controls that impact the 
parts of the proposal being examined and the impact of the control risk assessment on 
the scope of audit. (see 10-304.3) 

c. See 10-210.3 for additional statements pertaining to technical reports and contrac
tor CAS status that should be attached to the end of the scope statements when appro
priate. Also see 10-210.4 and 10-304 for a discussion of report qualifications. 

10-305.4 Results of Audit of Parts of a Proposal 

a. Tailor the opinion matrix at 10-304.6c for the parts of a proposal examined. It is 
important for you to remember to read the entire subparagraph to ensure that it is fully 
modified to address only the parts of a proposal examined. For example, subparagraph 
10-304.6c (2), (5) and (13) limited to the audit of direct material costs could be modi
fied to read: 

“In our opinion, the certified cost or pricing data submitted by the offeror in sup
port of direct material costs are inadequate in part (see Note X on page X). Howev
er, the inadequacies described are considered to have limited impact on the direct 
material costs.” 

“The amount proposed for direct material cost was prepared in accordance with 
applicable Cost Accounting Standards and appropriate provisions of FAR 31.” 

“Because the certified cost or pricing data inadequacies are considered to have a 
limited impact, we believe that the proposed amount is an acceptable basis for ne
gotiation of a fair and reasonable price for direct material costs.” 
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b. The next part of the Results of Audit section provides the details on the parts of a 
proposal examined and the audit results. An example follows: 

“We have questioned [amount questioned] of the [total amount] proposed for the 
direct material costs examined.” 

This summary statement may be followed with schedules showing the basis for the pro
posed material costs and the audit evaluation using the structured note format. Sched
ules and notes should address only the parts of a proposal examined. 

c. Additional Remarks. See 10-304.10 for other requirements, such as documentation 
of the exit conference, which should be included in the report. Wording should be ad
justed to reflect only the parts of the proposal examined. 

d. Also see 10-210.5 and 10-210.6 for other requirements related to the Results of 
Audit section of the report narrative. In each case, wording should be adjusted to reflect 
only the specific cost elements audited. 

10-306 Contractor Organization and Systems (Proposal Reports) 

This section should give the reader background organization and systems infor
mation, which impacts the scope and the results of the audit. Tailor this information to 
the contractor's size and reference any other reports issued on the relevant systems. (See 
10-210.7) 

a. The “Organization” paragraph should include background information (e.g., sales 
information, major products and services, intercompany relationships, percentage of 
Government business, etc.) considered pertinent to the audit and the negotiation. 

b. The “Systems” paragraphs for proposal audits would usually describe the contrac
tor's accounting and estimating internal control systems -- both of which impact the 
scope of pricing audits. These paragraphs would provide the following information for 
each system: 

(1) a brief description of the system or reference to a prior audit report that pro
vides a current description. (Provide a copy of the referenced report if it has not been 
previously distributed to the addressee. It can be attached as an appendix.) 

(2) an opinion on the overall system [adequate or inadequate] or a statement that 
we have not specifically audited the contractor’s system. 

(3) our assessment of control risk [the designation of low, moderate or high is not re
quired but may be used for emphasis if desired] and the impact of this risk on the area being 
audited. 

(4) a list of outstanding internal control deficiencies including a brief description of 
each deficiency and the status of contractor corrective actions. 
The impact of the control risk assessment and any outstanding deficiencies on the proposal 
audit would be described in the “Scope of Audit” section of the report (see 3-405.4 and 10
304.3). 

c. Accounting System Internal Controls. Examples of accounting system deficiencies that 
might impact the pricing audit include: 

(1) The contractor's accounting system is not adequate to determine the costs under the 
type of contract awarded or anticipated to be issued. 
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(2) The contractor's accounting system does not provide for costing by lots, batches, or 
runs. As a result, learning or improvement curve techniques cannot be used to evaluate the 
contractor's initial pricing proposals for production contracts. 

d. Estimating System Internal Controls. The sample systems section paragraphs for a 
contractor's estimating system (providing the information described above) might read: 

“ESTIMATING SYSTEM” 
“We examined [insert contractor's name] estimating system and issued Audit Report 
No. [insert report number, and date], previously provided to your office. Our report 
found [insert contractor's name]’s estimating system and the related internal control 
policies and procedures inadequate to ensure that proposals and final contract prices 
are based on accurate, complete, and current certified cost or pricing data. As a result 
of these deficiencies, the ACO disapproved the material portion of the estimating sys
tem on [date].” 

“Based on our understanding of the estimating system internal control structure poli
cies and procedures, we determined that certain estimating methods are deficient. As a 
result of the following listed outstanding estimating deficiency, we assess the risk for 
overestimating material costs as high and have adjusted our audit scope accordingly.” 

“Outstanding Estimating Deficiencies” 
“Deficiency: [insert contractor's name] does not have effective internal controls to en
sure that proposed material costs are based on current vendor quotes, recent historical 
prices, or reflect vendor prompt payment or quantity discounts. As a result, proposed 
material costs are often overstated.” 

“Status: [insert contractor's name] agrees and is currently revising its estimating poli
cies and procedures to correct this deficiency. After the policies and procedures have 
been revised, training will be provided to all [insert contractor's name] estimators. [In
sert contractor's name] expects to complete these actions by [date].” 

10-307 Report Distribution (Proposal Reports) 

This section of the report will advise the recipient of report distribution. See 10-206 and 
10-212 for general information on this area. 

10-308 Appendixes (Proposal Reports) 

As described in the following subparagraphs, appendixes may be used to provide other 
information when needed. However, when you issue recurring reports to the same ad
dressee concerning the same contractor, consider reducing the appendix material. Wherev
er feasible, include information in the narrative body of the report, exhibits, and/or sched
ules rather than in a separate appendix. For example, deficiencies in the contractor's 
accounting system or internal controls which are directly related to questioned cost for an 
element of the proposal should be explained in the applicable note rather than referring to 
an appendix. 
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10-308.1 Appendix --- Other Matters To Be Reported 

a. Use this appendix, if needed, to furnish information which cannot be conveniently 
shown in the exhibits and schedules and to present any other financial management mat
ters related to the proposal which should be brought to the attention of the contracting 
officer. 

b. If the contracting officer requests specific information on the status of the contrac
tor's systems such as purchasing system, compensation system, or automated data pro
cessing system, this information may be provided in this Appendix. 

10-308.2 Appendix --- Subcontracts Requiring Contractor Cost/Price Analyses 

Use this appendix to identify subcontracts for which the contractor has not completed 
cost or price analyses required by FAR 15.404-3 (see 9-104.1). Provide this information 
even if assist audits have been performed or the auditor has reached a definitive conclu
sion by other means (e.g., applying a decrement factor or rate check). In the appendix, 
include the names of the subcontractors, proposed amounts, and the following explanatory 
note: 

“FAR 15.408, Table 15-2 requires prime contractors and higher-tier subcontractors 
to conduct price analysis of all subcontractor proposals and a cost analysis of each 
subcontract proposal for which certified cost or pricing data are required. In coordi
nating the need for assist audits, we informed [insert name(s) of ACO/PCO or repre
sentatives] on [insert date] of the contractor's planned schedule for completing the 
analyses. As of [insert date field work completed], [insert contractor’s name] had 
not completed the required analyses for the subcontractors listed above. The contrac
tor's scheduled date for completing the analyses is [insert revised date(s)]. These 
analyses should be submitted to the contracting officer prior to completion of prime 
contract negotiations.” 

10-308.3 Appendix --- Incorporation of Government Technical Reports 

a. See 9-103, 9-307, and Appendix D-300 for specific procedures on obtaining tech
nical assistance/reports and for guidance on incorporating technical information/opinions 
into the audit conclusions and information to include in this appendix if that information 
cannot be effectively presented in the body of the audit report. The audit report should 
include an electronic or scanned version of all technical analyses received by the auditor 
and a quantification of the dollar effect of the technical analysis findings. 

b. The report prepared by the Government engineering specialist shall be used unless 
the findings are, in the auditor's opinion, unrealistic. The auditor shall attempt to reconcile 
any disagreements concerning the findings with the engineering specialist and/or the re
sponsible supervisory personnel. Assistance to resolve the differences shall be solicited 
from the contracting officer, if necessary. If the auditor is unable to resolve the differ
ences, the technical report shall not influence formation of the audit opinion or the devel
opment of the questioned cost. However, the audit report shall include the technical report 
as an appendix and explain why it was not used. 
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10-400 Section 4 --- Audit Reports on Operations and Internal Control (System 
Audits) 

10-401 Introduction (System Reports) 

a. This section provides guidance for preparing and distributing reports on 
(1) audits of the economy and efficiency of contractors' operations; and 
(2) internal control audits of contractor accounting and management (business) 

systems (see Chapter 5). Generally accepted government auditing standards (see chapter 
2), provide differing reporting standards for attestation and performance audits. GAGAS 
identifies most DCAA audits as attestations; economy and efficiency (operations) audits as 
performance audits; and provides listings of the types of evaluations that fit these categories. 
For reporting on attestations, GAGAS incorporates reporting standards from the AICPA's 
Statements on Standards for Attestation Engagements; for reporting on performance audits, 
GAGAS provides less detailed guidance in chapter 8 of the Yellow Book. GAGAS identifies 
most audits of internal controls as attestations. 

(3) System audits (both operations audits and audits of internal control) address the 
system’s adequacy to provide specific capabilities needed for contract or business purposes. 

b. Reports on the results of audit of economy and efficiency of contractors’ operations, 
and internal control audits of contractor business systems, are referred to as system re
ports. 

c. Supplemental guidance for performing estimating system surveys is presented in 
5-1213, supplemental reporting guidance for compensation audits is presented in 5-812, 
and supplemental reporting guidance for all internal control audits is presented in 5-110 
and 5-111. 

d. These audits and surveys may be initiated (1) upon request of the contracting of
ficer, or (2) as part of the field office's responsibility for evaluating contractor systems 
and day-to-day operations. 

e. A requestor may ask DCAA to evaluate limited portions of contractor systems by 
means of agreed-upon procedures. Agreed-upon procedures are appropriate when objec
tive evaluation criteria exist and the auditor and requestor reach mutual agreement on 
the procedures to be applied. Guidance in 10-1000 should be followed, modified as nec
essary to conform to the requirements of system reports. The auditor should ensure that: 

 the acknowledgment indicates the parties have reached a clear understanding re
garding the terms of the engagement (see 4-104);
 

 the report does not refer to the engagement as an “examination” or a “review”;
 
 the report disclaims an opinion; and
 
 the restrictions are appropriate for agreed-upon procedures (see 10-1008).
 

10-402 Nature of Reports (System Reports) 

These audit reports are designed to provide an independent assessment of perfor
mance (i.e., operations audits, sometimes referred to as economy and efficiency audits) 
or compliance with internal control policies and procedures. The report provides an 
audit opinion on whether the contractor is fulfilling its responsibilities in a specific area 
and gives the contractor and contract administration officials information and recom
mendations to facilitate corrective actions and improvements. 
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10-403 Report Format and Contents (System Reports) 

a. Consistent with the guidance in 10-200, reports will typically include the 
following sections: 

Cover Sheet 
Subject of Audit* 
Executive Summary 
Scope of Audit* 

Qualifications (if applicable) 
Results of Audit*
 

Opinion
 
Statement of Condition and Recommendations
 
Additional Remarks
 

Contractor Organization and Systems
 
DCAA Personnel and Report Authorization
 
Audit Report Distribution*
 
Appendixes
 

*Section headings for real time (flash) reports differ (10-413). 
b. GAGAS incorporates the AICPA's Attestation Standards (AT) chapter 5, which pro

hibits negative assurance on internal controls. These evaluations may be reported on only as 
examinations or as applications of agreed upon procedures (see 10-1000). 

c. Operations audits are not subject to Attestation Standards (AT), therefore do not use 
the terms “examination” or “review” in the report narrative to describe the subject or purpose 
of audit. 

d. “Shell” reports for most assignments can be found on the DCAA Intranet and 
the APPS. 

e. Audit report restrictions should be listed on the report cover sheet. Follow the general 
guidance in 10-206 and figure 10-2-1. 

10-404 Cover Sheet (System Reports) 

a. Follow the general guidance in 10-205, 10-206, and 10-207 when preparing the 
cover sheet. All system reports, regardless of reported conditions, internal control 
weaknesses, or system deficiencies, will be addressed to the principal cognizant ACO 
(10-207). For reports involving more than one segment of a company, this will usually 
be the CACO, unless the segments involved are in the same location and assigned to the 
same contract administration office. In such cases, the auditor should consider wider 
report distribution to include segment ACOs and the CACO. 

b. For audits on economy and efficiency (operations audits), report distribution 
should also be made to those buying activities that will be materially impacted by report 
recommendations (both direct and indirect cost). 

c. Audit report restrictions should be included on the cover sheet of the report. Fol
low the general guidance in 10-206 and figure 10-2-1. 
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10-405 Subject of Audit (System Reports) 

a. For reports on economy and efficiency (operations audits), this section will clearly 
identify the area evaluated and the objective. For example, the subject of audit para
graph may read: 

“As part of our comprehensive audit of the [insert contractor’s name], we evaluated 
the contractor's plant maintenance function, which is responsible for the 
maintenance and repair of equipment and buildings at the Boston facility. We 
performed the audit to evaluate the effectiveness of the contractor's policies and 
practices in assuring that maintenance tasks are carried out in a timely, efficient, 
and economical manner. The audit was conducted from [start date, month, year] 
through [field work complete date, month, year] and covered contractor operations 
for the fiscal year ended [date].” 

b. For audits of contractor business systems (internal controls; Chapter 5), the sub
ject of audit paragraph may read: 

“We have examined the [insert contractor’s name]’s [insert system examined] as of 
[insert date audit field work was completed] to assure [insert contractor’s name]'s 
[insert system examined] and related internal controls: 
 comply with applicable laws and regulations,
 
 are effective over compliance with applicable laws and regulations, and
 
 are adequate and operating effectively.”
 

c. This section of system reports should also include a responsibility statement. For inter
nal control audits this may read: 

“[Insert contractor's name] is responsible for establishing and maintaining an ade
quate [insert system name]. Our responsibility is to express an opinion on the ade
quacy of the [insert system name] based on our examination.” 

10-406 Executive Summary (System Reports) 

This section is intended to give the reader a brief overview of the audit findings. It 
should briefly describe the audit recommendations and the significant issues supporting 
the opinion. This section of an internal control audit of the contractor's estimating sys
tem may read: 

“The contractor's estimating system is inadequate. Our examination disclosed two 
significant deficiencies that are considered to be material weaknesses in [insert con-
tractor's name] estimating system that result in overstated and unsupported material 
and subcontract costs. As a result, we recommend disapproval of these portions of 
[insert contractor's name] estimating system and that you pursue reduction or sus
pension of progress payments in accordance with the procedures in DFARS PGI 
215.407-5-70. 
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SIGNIFICANT ISSUES 
 [Insert contractor's name] does not prepare a consolidated bill of material to sup

port proposed material costs. This deficiency results in overstated material costs 
since vendor quantity discounts are often not considered when pricing material 
quantities. 

 [Insert contractor's name] does not analyze subcontractor proposals prior to nego
tiating the prime contract price. This deficiency results in substantial overstated 
proposed subcontract costs since [insert contractor's name] achieves reductions in 
the subcontractor's proposals after the analysis have been performed. 

 [Insert contractor's name] agrees and is taking aggressive action to correct these 
deficiencies.” 

10-407 Scope of Audit (System Reports) 

a. Develop an appropriate scope of audit statement. The scope elements will differ based 
on the type of system audit performed. For example: 

(1) For operations audits (section 14-500), the scope of audit may read: 

“We limited our audit to the evaluation of (identify system). Except for the qualifi
cations discussed below (omit if there is no “Qualifications” section within the 
“Scope” paragraph), we conducted our audit in accordance with generally accepted 
government auditing standards. Those standards require that we plan and perform 
the audit to: 
 obtain an understanding of the area to be audited;
 
 consider legal and regulatory requirements;
 
 identify and review management controls applicable to the area;
 
 identify criteria needed to evaluate matters subject to audit;
 
 identify and examine relevant sources of data to satisfy the audit objectives;
 
 determine the need for technical specialist assistance; and
 
 identify significant findings and recommendations from previous audits that could
 

affect the audit objectives, and determine if the contractor has corrected the condi
tions leading to those recommendations.” 

(2) For internal control audits of contractor business systems (Chapter 5), the scope of 
audit may read: 

“Except for the qualifications discussed below (omit if there is no “Qualifications” sec
tion within the “Scope” paragraph) we conducted our examination in accordance with 
generally accepted government auditing standards. Those standards require that we plan 
and perform the examination to obtain sufficient understanding of internal controls to 
determine the nature, timing and extent of tests to be performed. An examination of in
ternal controls includes: 
 identifying relevant system control objectives and associated control activities; 
 obtaining an understanding of all applicable components of internal control for the 

identified control objectives and activities; 
 determining if the internal controls are adequate and in operation; and 
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	 assessing control risk to use as a basis for planning the nature, timing and extent 
of substantive testing in other attestation audits.” 

(3) If an audit combines an evaluation of the economy and efficiency (operations) 
aspects of a system with the applicable internal controls, the scope of audit should cover 
both the operations and the internal control aspects. The auditor should draft an appropri
ate scope paragraph combining relevant aspects of the guidance in 10-407a.(1) and (2) 
above. 

b. The next scope paragraph, regardless of the type of system audit performed, 
should identify the established or stated criteria used to evaluate the area: 

“We evaluated the [insert data, records, representations or system name] using the ap
plicable requirements contained in the:[list only applicable references]
 
 Federal Acquisition Regulation (FAR);
 
 Defense FAR Supplement (DFARS);
 
 Cost Accounting Standards (CAS); and
 
 Industry or Technical Guides.” [Identify]
 

c. The types of contractor records and documents examined should be briefly identified 
along with a description of unique audit steps or techniques used and the period of per
formance for the audit fieldwork. Internal control audits should describe the scope of the 
auditor's work in obtaining an understanding and testing relevant internal control objec
tives. For example, this paragraph may read: 

“Our examination specifically tested the [insert system name] system's internal control 
procedures associated with the following control objectives: [List the system's control 
objectives from Chapter 5.] Test procedures were applied from field work starting date 
to field work completion date.” 

d. Provide a statement which informs the reader that the audit provides a reasonable basis 
for the audit opinion, e.g., “We believe that our examination provides a reasonable basis for 
our opinion.” 

e. Any external factors that restricted or limited the scope of the audit should be clearly 
described within the scope of audit section under a separate heading entitled “Qualifications” 
(See 10-210.4). All Compensation system Review reports will contain the qualifications 
relating to fringe benefits (see 5-812.3). Internal decisions to limit the audit scope are not 
“qualifications.” When necessary to avoid user misunderstanding, scope limitations should 
be briefly described within the scope of audit section. 

f. Conclude the Scope section of an internal control audit with the Inherent Limitations 
paragraph: 

“Because of inherent limitations in any internal control, misstatements due to error or
 
fraud may occur and not be detected. Also, projections of any evaluation of the internal
 
control over [subject area] to future periods are subject to the risk that the internal control
 
may become inadequate because of changes in conditions, or that the degree of compli
ance with the policies or procedures may deteriorate.”
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10-408 Results of Audit (System Reports) 

The Results of Audit section should summarize the conditions and recommendations 
found during the system audit. The opening paragraphs will vary according to the nature of 
the report. 

10-408.1 Economy and Efficiency Audits 

a. Audits that identify opportunities for improved practices resulting in potential cost 
avoidance should include in the audit opinion a summary description of the recommenda
tion, acknowledgment of the contractor’s initiatives (if applicable), and the estimate of 
potential cost avoidance in the opening paragraph. Compute the cost avoidance in ac
cordance with guidance provided in CAM 14-504. For example, the statement might 
read: 

“In our opinion, [except for the (describe the qualification and the potential impact 
on the results)], cost savings could be realized through the implementation of inter
active computer graphic techniques (ICGT). The contractor has taken the initiative 
to assure employees have a high level of computer capability. However, the audit 
disclosed that the use of ICGT can greatly reduce processing time and associated 
labor costs related to current manual methods used for preparing layouts, schemat
ics, and drawings. It is estimated that annual cost avoidance of $1.1 million, or a to
tal of $6.6 million over six years, can be realized through the implementation of 
ICGT. Approximately $3.6 million of the total $6.6 million is allocable to Govern
ment contracts.” 

b. Follow this statement by briefly describing the conditions that create the opportunity 
for the estimated cost avoidance, including the amount applicable to each condition, and a 
concise explanation of how adopting the recommendation will result in savings. 
Acknowledge contractor actions that have achieved savings in the area under evaluation. 
These conditions should be detailed as “Statements of Condition and Recommendations” 
(see 10-409) and may be contained in the Results of Audit section of the report. If sufficient
ly complex as to warrant separate pages, a reference may be included here and the details 
contained in the report as a “STATEMENT” (see APPS “shell” reports for details). 

c. A paragraph concerning the incorporation of the audit’s cost avoidance recommenda
tions into price proposals, with respect to the appropriate time periods, should be included in 
this section. An explanation of the impact of the audit’s recommendations in the incurred 
cost rates may also be included to provide added information to the reader. For example, the 
statement might read: 

“The audit results pertain to the reasonableness of the contractor's future costs. There
fore, we recommend that the contracting officer instruct the contractor to incorporate the 
effects of the recommendations into its estimating methods, forward pricing rate sched
ules, and applicable contract price proposals. In our opinion, the audit recommendations 
can be implemented as early as [specify quarter and year] and impact the [specify cost 
area(s), such as general and administrative expense rate, direct engineering design la
bor cost, and manufacturing overhead rate]. As the audit recommendations are imple
mented, the incurred cost rates should reflect their impact. Consequently, forward pric-
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ing estimates based on historical cost will also reflect cost savings. Accordingly, swift 
action to implement the audit recommendations can assure timely cost savings. In the 
event that cost-saving actions are not initiated within a reasonable time period, we will 
question the costs as being unreasonable in accordance with FAR 31.201-3. We may al
so recommend that the contracting officer adjust future pricing proposals to reflect the 
effects of identified inefficient or uneconomical practices.” 

d. If significant internal control deficiencies are noted during an operations audit, the 
scope of audit section should identify the deficiencies and state the potential cost impact or 
the general effect and risk to the Government associated with these deficiencies. State that 
we will initiate a separate internal control audit of the applicable system and issue a separate 
report. Refer to 10-408.2 below. 

e. Conclude the Results of Audit section of the report narrative with the following addi
tional remarks, as appropriate: 

(1) Exit Conference 
(a) In all evaluations, state the date held and the name and title of the contractor's 

designated representative with whom factual matters were discussed (see 4-304). The sum
mary might read as follows: 

"We discussed the results of audit with [Name and Title of contractor representative] in 
an exit conference held on [date]." 

(b) If there are findings, such as noncompliances, system deficiencies, cost avoid
ances, or cost impacts, in addition to the requirement of step 10-408.1e.(1)(a) above, summa
rize the contractor 's reaction to factual differences, the major areas of difference likely to be 
pursued at negotiations, and any other comments relevant to resolution of the findings. 

(c) If the engagement is an evaluation which requires that a Statement of Condi
tions and Recommendations be furnished to the contractor, include the following statement: 

"We provided a draft copy of [the "Results of Audit" and "Statement of Condition(s) and 
Recommendation(s)”] to the contractor's representative at the exit conference." 

(d) When the contractor provides a formal, written reaction, it should be refer
enced within the Results of Audit section and included as an appendix to the report. Put 
any rebuttals in the “Auditor's Response” portion of the explanatory notes. Include the 
following statement: 

"The complete text of the contractor's reaction appears as Appendix [x]." 

(2) Use the guidelines provided in 10-210.5e.(2) to prepare other additional remarks. 
f. This section should also report the status of contractor efforts to correct previously 

reported conditions in the same area and should state whether the auditor considers the 
corrective action adequate. If corrective action has not been taken or is inadequate, the 
recommendation should be restated and the updated discussion of the matter should be 
referenced in the present report. 

g. In operations audits, usually parts of the contractor's operating systems are audited 
rather than the entire system. As a result, the Results of Audit section should generally 
include the following paragraph: 
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“We evaluated only the [identify the operating system audited]. Accordingly, we express 
no opinion on the contractor's operating systems taken as a whole.” 

h. In those cases where an operations audit report recommendation will materially 
impact either existing program cost, or any prospective pricing of related programs, 
that audit report should, at a minimum, provide a listing of those programs and a copy 
distributed to the buying activity (see 10-404b). 

10-408.2 Internal Control Audits (System Audits) 

a. General. Reports on contractor internal controls express an overall opinion on the 
adequacy [i.e., adequate or inadequate] of those aspects of the accounting and manage
ment (business) system and related internal controls that were examined. For example, 
the Results of Audit paragraph may read: 

“In our opinion, [except for the (describe the qualification and the potential impact 
on the results)], the [indicate the system audited] system and related internal control 
policies and procedures of [insert contractor's name] are adequate [or inadequate].” 

(1) If no deficiencies are found, the system should be reported as adequate. If signif
icant deficiencies/material weaknesses are identified, even if they impact only part of the 
system, the system should be reported as inadequate. 

(2) When significant deficiencies/material weaknesses are found and the contractor 
has proposed or is in the process of taking appropriate corrective actions, the actions 
should be described in this report section. However, the existence of a corrective action 
plan will not make an inadequate system reliable. Therefore, the auditor should not report 
a contractor’s system as “adequate” based on the contractor’s corrective action plan. The 
auditor must first verify that the contractor has effectively implemented the action plan 
correcting the deficiencies. 

(3) If the contractor corrects identified significant deficiencies/material weaknesses 
during the course of the audit, the system should not be reported as adequate until suffi
cient tests of transactions have been performed to verify that the deficiencies have been 
corrected. The testing should include transactions over several cycles to ensure that the 
corrected controls are implemented and working effectively. As a result, in most circum
stances, there will not be sufficient time between when the significant deficien
cies/material weaknesses are identified and the field work is completed to allow for the 
contractor to implement corrective actions and for the auditor to perform sufficient testing 
and issue a timely audit report. 

(4) All significant deficiencies/material weaknesses identified during the audit must 
be included in the report, including those that were corrected, tested and found effective 
during the course of the audit (i.e., in the limited circumstance where time allows). 

(5) A follow-up audit should be performed to verify the contractor’s correction of 
reported significant deficiencies/material weaknesses. That audit should be initiated when 
the FAO is notified by the contractor (either directly or through the ACO) that it has im
plemented the appropriate corrective actions and sufficient transactions are available to 
adequately test the effectiveness of the contractor’s corrective actions. 
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b. If our audit disclosed significant deficiencies/material weaknesses, the results of 
audit should identify the deficiencies and the affected costs. This paragraph should also 
provide the estimate of costs affected by the deficiency (i.e., direct cost and related indi
rect expense). For example, if the deficiencies result in unallowable costs being charged to 
the Government, the estimated amount of unallowables would be disclosed. If the unal
lowable amount is indeterminable, the costs generated by the deficient system (or por
tion of the system) would be disclosed (e.g., if labor transfer documentation was defi
cient, the cost related to the labor transfers would be disclosed). The deficiencies and 
the related cost impacts should be summarized here and detailed in the “Statement of 
Condition and Recommendations” section below or may be separately identified in the 
“STATEMENT” portion of the report (see 10-409). For example, this paragraph may 
read: 

“Our examination noted certain significant deficiencies in the design or operation of 
the internal control structure. In our judgment, these deficiencies could adversely 
affect the organization's ability to initiate, authorize, record, process, and/or report 
[indicate the nature of costs associated with the system(s) audited, e.g., labor incurred 
costs] in a manner that is consistent with applicable Government contract laws and 
regulations. As a result, we recommend you pursue a suspension of a percentage of 
progress payments or reimbursement of costs in accordance with DFARS 242.7502. 
These conditions are detailed in the “Statement of Condition and Recommendations” 
on page [xx] and summarized below:” 

c. Report the impact that control risk assessments will have on the nature and extent of 
audit effort on other attestation audits. For example, this paragraph may read: 

“Based on the results of our audit of the contractor’s [insert system audited] system and 
our control risk assessments, we will perform [minimum/increased] substantive testing 
(i.e., analytical procedures and/or transactions tests) in the following audit areas: 

[List the audit areas affected].” 

d. If significant deficiencies/material weaknesses are reported for systems where 
FAR/DFARS provides for approval/disapproval (i.e., estimating and purchasing) and the 
deficiencies have not been corrected, recommend disapproval of the identified part or the 
entire system. For all systems, recommend that the contracting officer pursue suspension of a 
percentage of progress payments or reimbursements of costs in accordance with DFARS 
242.7502. 

e. Many major Government contracts contain clauses requiring an approved Earned Val
ue Management System (EVMS) meeting guidelines set forth in DoDI 5000.2 for perfor
mance measurement on selected acquisitions (11-200). If the contractor has contracts requir
ing an approved EVMS, provide an assessment of whether the deficiencies disclosed in the 
report are likely to materially affect the reliability of the contractor's EVMS. Discuss find
ings and recommendations relating to the EVMS with the Contract Administration Office 
EVMS monitor and the audit supervisor prior to issuance of the report. Immediately after 
issuing the report, the auditor should evaluate the impact of these deficiencies on specific 
contracts requiring an approved EVMS and where significant provide the details in EVMS 
surveillance reports (11-203.5.). For example, the systems report might say: 
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“We believe the deficiencies noted in this report will have a material impact on the reli
ability of the contractor's Earned Value Management System (EVMS) and on the accu
racy of the system's data. Immediately after issuing this report, we will evaluate these 
deficiencies to determine the impact on specific contracts requiring an approved EVMS 
and will provide the details in EVMS surveillance reports.” 

f. Conclude the Results of Audit section of the report narrative with the following addi
tional remarks, as appropriate: 

(1) Exit Conference 
(a) In all evaluations, state the date held and the name and title of the contractor's 

designated representative with whom factual matters were discussed (see 4-304). The sum
mary might read as follows: 

“We discussed the results of [audit, procedures, etc.] with [name and title of contractor 
representative] in an exit conference held on [date].” 

(b) If there are findings, such as noncompliances, system deficiencies, or cost im
pacts, in addition to the requirement of step g. (1) (a) above, summarize the contractor 's 
reaction to factual differences, the major areas of difference likely to be pursued at negotia
tions, and any other comments relevant to resolution of the findings. 

(c) If the engagement is an evaluation which requires that a Statement of Condi
tions and Recommendations be furnished to the contractor, include the following statement: 

"We provided a draft copy of [the “Results of Audit” and “Statement of Condition and 
Recommendation”] to the contractor's representative at the exit conference." 

(d) When the contractor provides a formal, written reaction, it should be referenced 
within the Results of Audit section and included as an appendix to the report. Put any rebut
tals in the “Auditor's Response” portion of the explanatory notes. Include the following 
statement: 

"The complete text of the contractor's reaction appears as Appendix [x]." 

(2) Use the guidelines provided in 10-210.5e.(2) to prepare other additional remarks. 
g. This section should also report the status of contractor efforts to correct previously 

reported conditions in the same area and it should state whether the auditor considers the 
corrective action adequate. If corrective action has not been taken or is inadequate, the rec
ommendation should be restated and the updated discussion of the matter should be refer
enced in the present report. 

h. Business systems audits usually audit parts of the contractor's system of internal con
trols rather than the entire system. As a result, the results of audit section should generally 
include the following paragraph: 

“We examined only the [insert the business system audited]. Accordingly, we express 
no opinion on the contractor's system of internal controls taken as a whole.” 
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10-409 Statement of Condition and Recommendations (System Reports) 

a. The statements of condition and recommendations are an integral part of the results of 
audit and should follow the narrative described in 10-408. Alternatively, they may be includ
ed in attached appendixes. The presentation should follow the six-element outline as noted 
below to present a logical statement of conditions and recommendations. The two main sub
headings should be “Condition” and “Recommendation”. Although the six elements of an 
audit finding should not be addressed under separate subheadings, they must be included as 
part of the statement of condition to present a logical, convincing case. 

(1) Condition - This attribute identifies the nature of the deficiency, finding, or unsatis
factory condition by disclosing how things are. 

(2) Criterion - This attribute establishes the legitimacy of the finding disclosing how 
things should be. 

(3) Cause - This attribute gets to the root of the problem by answering the question, 
“Why did it happen?” 

(4) Fact - Examples should be included to demonstrate to the contracting officials and 
contractor that the reported conditions do exist. 

(5) Effect - This attribute convinces the reader that the condition is significant by 
answering the question, “What happened or could happen as a result of this condition? What 
is the harm or potential harm to the Government?” 

(6) Recommendation - This attribute suggests remedial action answering the question, 
“What must be done to eliminate the cause of the condition?” If the relationship between the 
cause and the condition is clear and logical, the recommended action(s) will most likely be 
feasible and appropriately directed. 

b. Present a comprehensive condition statement for each significant deficiency or area 
susceptible to improvements in economy or efficiency. In operations audit reports quantify 
the estimated annual savings to be realized by implementing the audit recommendation(s) to 
eliminate the deficiency. If estimated annual savings is not relevant, provide an estimate of 
the costs affected by the deficiency. 

c. The auditor's constructive, specific recommendation(s) should be stated immediately 
after each reported condition. Use a separate section labeled “Contractor's Reaction” to 
summarize the contractor's reaction to the condition and recommendation(s). Include the 
complete written response as an “appendix.” If the contractor's comments warrant a rebuttal 
or rejoinder, include DCAA's argument in a section labeled “Auditor's Response.” 

10-410 Contractor Organization and Systems (System Reports) 

This section should furnish pertinent information necessary for the reader to under
stand the area audited. This information should be classified under separate subheadings 
for the organization and individual system(s) (e.g., accounting system, estimating sys
tem, labor system, etc.) If this information has previously been provided to the report 
recipient, it should be referenced here. 

a. The “Organization” paragraph might include a description of contractor's 
organization, intercompany relationships, facilities, product lines and current 
operations, staffing levels, percentage of Government participation and so forth. 

b. The “Systems” paragraphs for individual audits of business internal control systems 
should provide background on the system being audited. For example, background on the 
estimating system may read: 
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“ESTIMATING SYSTEM” 

“[Insert contractor’s name] has about 30 employees who work in the Estimating 
Department. The Estimating Department is responsible for preparing cost estimates used 
in individual price proposals, indirect expense rate forecasts, indirect departmental cost 
budgets, progress payment requests, and contract financial reports. [insert contractor’s 
name] detailed estimating policies and procedures are described in its “Consolidated 
Estimating Manual.” The last revision made to this manual was dated [insert date]. 

During the last FY 20XX, [insert contractor’s name] submitted about [insert amount] 
in price proposals to the Government. Based on these proposals, [insert contractor’s 
name] expects to obtain contract awards of about [insert amount].” 

c. The information in our internal control audits (and related ICAPS -- see 3-400) pro
vides the basis for planning the scope of other attestation audits (e.g., proposal, incurred cost, 
progress payment, etc. see 10-210.7). The “Systems” paragraphs in other attestation audits 
would provide the following information: 

(1) a brief description of the system or a reference to the internal control audit report 
for the system. 

(2) an opinion on the overall system [adequate or inadequate]. 
(3) our assessment of control risk for outstanding deficiencies. 
(4) a list of outstanding internal control deficiencies including a brief description of 

each deficiency and the status of contractor corrective actions. 
d. The impact of individual control risk assessments and any outstanding deficiencies on 

other financial audits would be described in the “Scope of Audit” section of the report (see 3
405.4 and 10-304.3). 

e. The cost impact of these deficiencies would be shown in the “Results of Audit”, and 
the “Contractor Organization and Systems” section would be updated to reflect: 

 the current status of corrective action (see 10-210.7 and 10-306), and 
 new deficiencies observed during this audit (see 10-413). 

10-411 DCAA Personnel (System Reports) 

a. Identify the contacts (e.g., the auditor, supervisory auditor and FAO manager) for fur
ther information regarding the audit. See Figure 10-2-3 for an example of the information 
that should be provided in this section. 

b. “Audit Report Authorized By” is the signature block for the audit report. Show the 
signature authentication prescribed in 10-211. 

10-412 Distribution (System Reports) 

All recipients of the audit report will be identified in this section of the report. Section 10
212 delineates the basic policy and instructions on distributing audit reports. In addition, 
report copies should be distributed as specified below to provide information that other 
officials may use in performing their respective duties. Audit report distribution requirements 
for non-DoD contractors are shown in CAM 15-100 and Supplements 15-1S1 through 15
1S6. Refer back to 10-404b. for other considerations. 
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10-412.1 Distribution to Contractor 

The ACO is responsible for formally notifying the contractor of the reported results of 
audit by forwarding the report to the contractor. 

10-412.2 Distribution to Other In-Plant Government Representatives 

Other Government procurement activities have resident offices at some contractor facili
ties. They may include technical staff from the program office, requirements analysts from 
the logistics support office, and procuring contracting officers' representatives. Provide each 
such office a copy of any report, which affects its area of the contractor's operation unless the 
office prefers not to receive such reports. 

10-412.3 Distribution to Procurement Offices 

a. Information copies of reports with significant findings should be sent to each pro
curement office doing substantial business with the contractor, unless an office's con
tracts would not be affected by the reported conditions. A report with significant find
ings is one that discloses one or more major deficiencies or recommends significant cost 
avoidance or contractor corrective action(s). A follow-up report should be distributed as 
a significant report if the prior report on the same subject contained significant findings. 

b. Upon written request to the FAO, a procurement office may be added to or deleted 
from report distribution lists for a particular contractor without regard to the above cri
teria. 

c. For distribution procedures related to team reports see 10-207.1. 

10-412.4 Additional Distribution of Reports on Subcontractors 

a. Some companies perform significant subcontracts under major procurement programs. 
In such cases report distribution should consider the information needs of the procurement 
office(s) involved. Apply the same criteria as for prime contractors (10-412.3 above). A re
port distributed to a procurement office because of subcontract rather than prime contract 
interest requires further distribution to each plant representative/ACO at the related 
prime contractor and any intervening subcontractors. 

b. When distribution to a procurement office is not warranted, consider whether the 
reported conditions may nevertheless be significant to the plant representative/ACO at 
the next higher-tier contractor doing substantial business with the subcontractor. An 
estimating system survey of a subcontractor (if significant deficiencies are involved) is 
an example of a report that would normally be of interest to Government representatives 
at the next higher-tier. Such reports are not intended for action by or release to the high
er-tier contractors. Therefore, the audit report “RESTRICTIONS” statement concerning 
release of subcontractor information (10-206.3) is not required. If a higher-tier plant 
representative/ACO or auditor believes that the contractor should be advised of a partic
ular condition at the subcontractor, an assist audit request should be processed so that an 
appropriate report may be prepared for the contractor's use. 

DCAA Contract Audit Manual 



1090 November 5, 2014 
10-413 

10-412.5 Distribution to Other DCAA Offices 

For each higher-tier plant representative/ACO included on the distribution list for a 
report on a subcontractor, also distribute a copy to the auditor at the higher-tier contrac
tor. 

10-412.6 Additional Distribution---NASA Contractors 

a. If NASA contracts are subject to the system audit, one copy of the report should 
be sent to each of the NASA procurement centers that have current significant contracts 
with the subject contractor. See 15-1S2 for a listing of centers, which can be identified 
to the contractor's workload through the NASA contract code for each center. Major 
subcontract workload under NASA programs should also be considered (see 10-412.4). 

b. If requested, a copy should be sent to the Inspector General's Office, Assistant IG 
for Auditing (see 15-1S1). Provide additional distribution if requested by NASA offi
cials. (Also see 15-106.) 

10-413 Real Time Reporting (Flash Reports) 

When an internal control deficiency is observed during other attestation or perfor
mance audits, the auditor should immediately draft a flash internal control report and 
submit it to the contractor for comment. The purpose of the flash report is to get the 
resolution process started -- do not wait until the related audit is completed to issue the 
flash report. The flash report should be addressed to the principal cognizant ACO (10
404) and additionally, to the PCO (9-310) when reporting cost estimating deficiencies in 
cost estimates. The major sections for a flash report are discussed below. 

10-413.1 Subject of Evaluation 

This section should describe our continuing assessment of the contractor's internal 
control structure during related audits. The following statement would be appropriate 
for an estimating system deficiency disclosed during a price proposal audit: 

“Our price proposal audits include determining if the contractor consistently com
plies with established estimating system internal controls for developing accurate, 
current and complete cost estimates. Consistent application of sound estimating 
procedures should reduce instances of defective pricing and facilitate audit and 
evaluation of the contractor's proposals submitted in connection with Government 
procurement actions.” 

10-413.2 Scope of Evaluation 

Briefly describe the procedures used to identify the internal control deficiency(ies) 
and explain that the evaluation was limited to contractor practices associated with a 
perceived internal control deficiency in one or more of the contractor’s business sys
tems. The following statement might be appropriate when an estimating deficiency is 
encountered during a price proposal audit: 
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“Our evaluation was limited to certain contractor estimating practices used in pre
paring its proposal submitted in connection with RFP/RFQ No. . We did not per
form sufficient audit procedures to constitute an examination of all applicable esti
mating system internal controls in accordance with generally accepted government 
auditing standards.” 

10-413.3 Results of Evaluation 

This section should focus on the observed deficiency(ies). The following statements 
might be appropriate when an estimating system deficiency is encountered during a 
price proposal audit: 

“Certain contractor estimating practices used in preparing its proposal(s) submitted 
in connection with RFP/RFQ No. [parenthetically reference the audit report 
where the deficiency(ies) was/were found] require corrective action to improve the 
reliability of its future cost estimates.” 

a. The auditor should follow the opening statement with a separate condition and 
recommendation statement for each cited deficiency. This section should identify the 
audit area affected, the projected cost impact, and the additional audit procedures need
ed to protect the Government because of this deficiency. Consider the general guidance 
in 10-409 and the information presented below: 

(1) Condition. Describe each deficiency in sufficient detail to provide a thorough 
understanding of the situation. 

(2) Cost and Audit Impact. Explain the significance of the deficiency, i.e., the cost 
impact on the current price proposal and the additional audit procedures needed on sub
sequent proposals until the deficiency is resolved. 

(3) Recommendation. We may offer specific recommendation(s) for corrective 
action, but, in most cases, we would recommend that the contractor review the cited 
deficiency to determine if it is a systemic problem needing corrective action. 

(4) Contractor's Reaction. Disclose any oral or written contractor reaction to the 
issue presented. 

(5) Auditor's Response. Offer any rejoinder to the contractor's reaction. [If there 
are a number of deficiencies, move the condition and recommendation statements to the 
end of the Results section and begin each on a separate page.] 

b. The auditor should disclaim an opinion on the overall adequacy of the related 
system because the procedures necessary to express an opinion are normally not per
formed in other related financial audits. These procedures are normally performed as 
part of the cyclical audit of each applicable contractor accounting and management in
ternal control system. For smaller nonmajor contractors, such procedures may be per
formed in appropriately scoped system audits, the annual incurred cost audit, or other 
scheduled audits (5-111.3). An example of this disclaimer follows: 

“This report is limited to the cited deficiency(ies). Accordingly, we express no 
opinion on the adequacy of the contractor's estimating system internal controls tak
en as a whole.” 
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c. The next paragraph should state that we will initiate a separate assignment to re
view the internal control activities related to the applicable control objectives and issue 
a separate report as soon as possible (preferably within 90 days). For smaller nonmajor 
contractors, refer to the audit where follow-up steps will be performed. A statement 
similar to the following would be appropriate for a flash report on estimating system 
deficiencies: 

“A separate assignment has been established to review the internal control activities 
related to the applicable control objective(s) to determine the status of the cited 
deficiency(ies), the status of contractor corrective action(s), and the impact of the 
deficiencies on the overall adequacy of the contractor's estimating system internal 
controls taken as a whole.” We expect to issue the report within approximately 
three months [or other appropriate time period]. 

10-413.4 Contractor Organization and System Section 

The flash report updates the Contractor Organization and System section included in 
other related audits. Add the new deficiency to the existing list of any outstanding 
deficiencies. Briefly describe the deficiency, its impact on other related audits, and the 
status of contractor corrective action (see 10-210.7 and 10-410). 

10-413.5 Impact on Other Related Audits 

a. To ensure consideration of the observed deficiency in other related audits during the 
resolution process, the auditor should appropriately note/reference the deficiency on the 
applicable Internal Control Audit Planning Summary (ICAPS) form or Internal Control 
Questionnaire (ICQ) form for smaller nonmajor contractors. However, do not revise the 
overall system opinion in section III of the ICAPS form until a system audit or follow-up 
system audit has been performed and an audit opinion (versus disclaimer) reported (see 3
406a.). 

b. In other related audit reports, such as a pricing proposal, the auditor would describe 
the impact, if determinable, of the observed internal control deficiency in the scope and 
the results of audit sections. The auditor would also list the deficiency and the status of 
contractor corrective action in the Contractor Organization and Systems section, until the 
deficiency is corrected. 
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10-500 Section 5 --- Audit Reports on Annual Incurred Costs 

10-501 Introduction (Incurred Cost Reports) 

a. This section presents guidance for preparing and distributing audit reports on final 
contracting officer determined (FAR 42.705-1) and final audit-determined (FAR 42.705-2) 
indirect cost rates. Guidance on reporting on a desk review of a low-risk incurred cost pro
posal (6-104.5) appears in 10-506. 

b. Results of the concurrent audit of proposed direct costs will be reported in the audit 
report on annual indirect costs. Guidance on assist reports to other contract auditors is in 6
800. 

c. Keep the ACO informed of significant issues that may ultimately require his or her 
action to resolve. If the contractor does not concur to the audit-determined rates, follow the 
procedures in 6-900 and prepare the audit report only after having coordinated with the ACO 
to ensure consideration of all information bearing on the area of nonconcurrence. If it ap
pears that the contractor will not agree with the findings, provide the ACO with written doc
umentation of the results of audit, which will be communicated to the contractor at the final 
exit conference. In addition, provide the ACO with a copy of the contractor's written rebuttal 
to the audit findings immediately upon receipt. 

d. A requestor (or other DCAA office) may ask for an evaluation of limited aspects of 
(sub)contractor cost claims by means of agreed-upon procedures. Agreed-upon procedures 
between DCAA offices are appropriate in situations where (sub)contractor records are locat
ed off-site and the cognizant DCAA office requires verification of factual information 
against objective evaluation criteria. The (sub)contract or off-site DCAA office, and the cog
nizant DCAA office, must reach mutual agreement on the procedures to be applied. Guid
ance in 10-1000 should be followed, modified as necessary to conform to the requirements 
of (sub)contract incurred costs. The auditors should ensure that: 

 the acknowledgment indicates the parties have reached a clear understanding regard
ing the terms of the engagement (see 4-104);
 

 the report does not refer to the engagement as an “audit”;
 
 the report disclaims an opinion; and
 
 the restrictions are appropriate for agreed-upon procedures (see 10-1008).
 

10-502 Nature of Reports (Incurred Cost Reports) 

a. Audit reports on incurred costs are designed to furnish audit information and recom
mendations on the allowability of costs and rates for settlement purposes and to provide sup
port for establishment of final indirect cost rates. In order to initiate the waiting period for the 
contractor's reaction, all audit findings applicable to a fiscal period must be summarized in a 
single audit report. This does not preclude issuance of reports on significant system deficien
cies, CAS/FAR noncompliances, or reports required to support timely issuance of DCAA 
Forms 1 (see 6-900). Also, the auditor should be discussing significant audit findings with 
the contractor during the audit to expedite the resolution process. Multi-year audit reports 
must clearly segregate all findings by fiscal period. 

b. When direct costs are audited concurrently with the indirect costs, any questioned or 
disallowed direct costs will be included in the audit report. However, such reporting does not 
replace the issuance of the following: 

(1) Notices of Costs Suspended and/or Disapproved (6-900). 
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(2) Audit reports on individual FPR/FPI price redetermination proposals (10-900). 
(3) Final audit reports on individual cost-reimbursement type contracts and subcon

tracts (10-900). 
(4) Interim assist audit reports to the upper-tier auditor when needed (6-800). 

c. The audit report cannot be issued before the required field work has been completed 
and the final exit conference has been held. Required field work includes audit procedures 
and tests judged necessary by the auditors, and prescribed by generally accepted government 
auditing standards and MAARs. 

10-503 Report Format and Content (Incurred Cost Reports) 

a. Prepare the report in the format given in 10-200. It should be addressed to the contract
ing officer, and should include the information required by FAR 42.705-1(b)(2). The extent 
of detail to be included in the report exhibits and schedules should be governed by the mate
riality of the indirect cost pools, the Government's participation, and the amount of ques
tioned costs. “Shell” reports for different types of incurred cost audits are provided on the 
DCAA Intranet and the APPS. 

b. In the case of audit determined indirect rates, if the audit of the contractor's proposal 
discloses insignificant unallowable costs subject to penalty (6-609), the information normally 
included in the explanatory notes for each cost element as described in 10-504.5e.(3) does 
not need to be provided, as long as this is agreeable to the contracting officer. In the case of 
contracting officer determined rates, or if the audit resulted in unallowable costs subject to 
penalty, include sufficient indirect cost and rate data and explanatory notes for each ac
count/element with questioned costs as described in 10-504.5e.(3) to provide the reader with 
an understanding of how the audit results were achieved. Including such data should also 
enable the negotiator to prepare the negotiation report when required. 

c. Ensure that the audit report is issued within 60 days from the date the contractor's 
rebuttal comments are received. This should provide more than ample time since all 
significant issues should be discussed with the contractor on a real time basis. Enclose copies 
of applicable DCAA Forms 1 with the audit report and include a specific reference to the 
attached DCAA Forms 1 in the narrative body of the report. 

d. In keeping with the guidance in 10-200, the report will consist of a cover sheet, narra
tive section including, exhibits and schedules, and appendixes assembled in the following 
sequence: 

Cover Sheet 
Report Narrative
 

Subject of Audit*
 
Executive Summary
 
Scope of Audit*
 

Qualifications (if applicable) 
Results of Audit* 

Exhibits and Schedules 
Indirect Costs 
Direct Costs Questioned (if applicable) 
Indirect Costs Subject to Penalty 
Exhibit of Contracts (with annotations to those contracts that include the penalty 
clause.) 
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Schedule Listing Cumulative Allowable Costs by Contract 
Contractor Organization and Systems 
DCAA Personnel and Report Authorization 
Audit Report Distribution 
Appendixes (as applicable) 

Other Matters to be Reported 
Billing Rates 
DCAA Forms 1 
Indirect Cost Rate Agreement 
Certificate of Final Indirect Costs 
Assist Audit Reports 
Contractor's Reaction 

*Refer to 10-506 for reporting on Reviews of Low-Risk Incurred Cost Proposals 

10-504 Report Narrative (Incurred Cost Reports) 

10-504.1 Subject of Audit 

This section should identify the period audited and the purpose of the audit. 
Example 1 (Final Contracting Officer Determined Indirect Cost Rates): 

“We examined the [insert contractor’s name]'s [date of proposal] certified final indirect 
cost rate proposal and related books and records for reimbursement of FY 20XX in
curred costs. The purpose of the examination was to determine allowability of direct and 
indirect costs and recommend Contracting Officer determined indirect cost rates for [in
sert fiscal year period of performance]. The proposed rates apply primarily to the flexi
bly-priced contracts listed in Exhibit X, page XX. A copy of [insert contractor’s name]'s 
Certificate of Final Indirect Costs, dated [insert date], is included as Appendix X to the 
report (see page XX).” 

“The proposal is the responsibility of the contractor. Our responsibility is to express an 
opinion based on our examination.” 

Example 2 (Final Audit-determined Indirect Cost Rates): 

“We examined the [insert contractor’s name]'s [date of proposal] certified final indirect 
cost rate proposal and related books and records for reimbursement of FY 20XX in
curred costs. The purpose of the examination was to determine the allowability of direct 
and indirect costs and establish audit determined indirect cost rates for [insert fiscal year 
period of performance]. The proposed rates apply primarily to the flexibly-priced con
tracts listed in Exhibit X, page XX. A copy of [insert contractor’s name]'s Certificate of 
Final Indirect Costs, dated [insert date], is included as Appendix 1 to the report (see 
page XX).” 

“The proposal is the responsibility of the contractor. Our responsibility is to express an 
opinion based on our examination.” 
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10-504.2 Executive Summary 

This section gives the reader a brief overview of the audit findings. It briefly describes 
the audit recommendations, and the significant issues supporting the opinion. This section 
can be omitted in reports where the Results of Audit sufficiently summarizes the audit find
ings. An example of an Executive Summary is shown in Figure 10-2-2. 

10-504.3 Scope of Audit 

a. Use this section to detail the scope of the audit or any scope limitations. The standard 
scope of audit statement is discussed in 10-210.3. The scope of audit should briefly describe 
the status of the contractor's accounting system for the fiscal year under audit, and the most 
applicable management systems which were used to control and account for the recording of 
costs (e.g., Indirect and ODC system). The scope paragraph should also provide the impact 
the auditor’s assessment of control risk had on the scope of audit and the impact of any out
standing system deficiencies on the incurred cost audit. Additional detail should be provided 
in the Contractor Organization and Systems section of the report. 

(1) An example paragraph where the contractor’s accounting system and related inter
nal controls have been audited and deemed adequate might read: 

“For 20XX [the fiscal year(s) under audit], we considered [insert contractor’s name]’s 
accounting system to be adequate for accumulating, reporting, and billing costs on 
Government contracts, as described in the Contractor Organization and Systems section 
of this report (page __). The scope of our examination reflects our assessment of control 
risk and includes tests of compliance with laws and regulations that we believe provide a 
reasonable basis for our opinion.” 

(2) An example paragraph where internal control audits have not been performed at a 
nonmajor contractor might read: 

“[If a post award accounting system audit under Activity code 17741 has been 
performed include the following sentence: We consider [Contractor’s name]’s 
accounting system to be adequate (or inadequate) for accumulating and billing costs on 
Government contracts.] We have not specifically examined [Contractor’s name]’s 
internal controls. [If the contractor is a small business add the following sentence. The 
contractor is a small business with limited resources to be applied to compliance 
procedures and testing.] The scope of our examination reflects our assessment of control 
risk and includes those tests of compliance with applicable laws and regulations that we 
believe provide a reasonable basis for our opinion.” 

This would generally include cases where a post award accounting system audit under 
Activity Code 17741 has been performed since it is not a full-scope audit of internal controls. 

(3) An example paragraph where the contractor’s accounting system and related inter
nal controls have been audited and deemed inadequate might read: 

“For FY 20XX [the fiscal year(s) under audit], we considered [insert contractor’s 
name]'s accounting system to be inadequate for accumulating, reporting, and billing 
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costs on Government contracts. As described in the Contractor Organization and 
Systems section of this report (page ), [insert contractor’s name]'s incurred cost 
submissions have been overstated in the past because of a lack of policies and 
procedures to identify and exclude unallowable costs. The scope of our examination 
reflects the risk of unallowable costs being included in the submission and includes 
expanded testing to provide a reasonable basis for our opinion.” 

b. If MAAR 6, Labor Floor Checks or Interviews, and MAAR 13, Purchases Existence 
and Consumption were considered necessary to complete the audit but could not be 
accomplished concurrently for the period audited (6-105.4), insert the following additional 
statement in the scope paragraph: 

“The concurrent verification of (indicate whether labor, materials or both) was omitted 
in this examination (if accomplished in at least one year of a multi-year examination, 
state fiscal years omitted).” 

10-504.4 Qualifications 

a. Identify any circumstances encountered that have a significant adverse effect on the 
audit or results. (See 10-210.4 for general guidance and 6-708.4 and 6-709.2 for specific 
limitations.) 

b. If the incurred cost audit included requests for assist audits on subcontract or 
intracompany costs, the following information should be included in a report note or 
schedule for the unresolved subcontract/intracompany order(s). 

 subcontract/intracompany order number 
 subcontractor/intracompany name 
 subcontractor/intracompany billed/claimed amount for the year 
 name of the audit office performing the assist audit 
 expected assist audit report date 
When assist audits of subcontracts have been requested and the conditions identified in 6

708.4b or 6-709.2b(2) are met, a paragraph similar to the following example should be in
cluded: 
“We have requested assist audits of subcontract costs included in the contractor’s in
curred cost proposal, as identified above. Upon completion of the related prime con
tracts, and prior to submission of our final audit report or cumulative allowable cost 
worksheets on these prime contracts, we will reconcile the subcontract costs claimed by 
the prime contractor to the cumulative allowable costs and fee/profit included in the 
final cumulative allowable cost worksheet or contract audit closing statement for the 
subcontract. These assist audit results do not impact the indirect expense rates of the 
prime contractor for this fiscal year. Any subcontract costs questioned in the assist audit 
will be reflected in future adjustment vouchers submitted by the subcontractor following 
settlement of the subcontractor rates. Therefore, the results of our evaluation are quali
fied to the extent that the issuance of this report does not indicate final acceptance of the 
claimed subcontract costs.” 
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10-504.5 Results of Audit 

Begin this paragraph with the phrase, “In our opinion . . .” If the report is qualified, 
modify the opinion statement, “In our opinion, except for . . .” Detail the major findings 
of the indirect and direct cost audit in this paragraph. Examples of lead in sentences for 
this section may read: 

a. Indirect Rates 

Example 1 (Indirect rates accepted as proposed.) 

“Indirect Rates. In our opinion, [except for the (describe the qualification and the 
potential impact on the results)] the contractor's indirect rates are acceptable as 
proposed.” 

Example 2 (The auditor's indirect rate adjustments were accepted by the contractor.) 

“Indirect Rates. In our opinion, [except for the (describe the qualification and the 
potential impact on the results)] the contractor’s proposed indirect rates are ac
ceptable as adjusted by our examination and the contractor has concurred with our 
findings. The examination results and recommendations are presented below. [If 
rates are audit-determined, include the following sentence:] The enclosed Indirect 
Cost Rate Agreement documents the contractor's concurrence with our findings and 
recommendations.” 

Example 3 (The auditor's indirect rate adjustments were not accepted by the contrac
tor.) 

“Indirect Rates. In our opinion, the contractor’s proposed indirect rates are not ac
ceptable as proposed. The examination results and recommendations are presented 
below. 

The contractor did not accept our findings and recommendations with respect to 
[state major areas of disagreement]. [If audit-determined rates, include the follow
ing sentence:] The amounts disapproved are set out in the attached DCAA Form(s) 
1.” 

b. Direct Costs 

Example 1 (No direct costs questioned.) 

“Direct Costs. In our opinion, [except for the (describe the qualification and the po
tential impact on the results)] claimed direct costs are acceptable and are provision
ally approved pending final acceptance. Final acceptance of amounts proposed un
der Government contracts does not take place until performance under the contract 
is completed and accepted by the cognizant authorities and the audit responsibilities 
have been completed.” 
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Example 2 (Direct costs questioned.) 

“Direct Costs. In our opinion, [except for the (describe the qualification and the po
tential impact on the results)] the contractor’s claimed direct costs are acceptable as 
adjusted by our examination. We questioned $ of direct costs proposed under 
Government contracts. [Briefly describe the reasons for the major cost exceptions.] 
Questioned direct costs by element within specific contracts are presented in Exhib
it , page . Direct costs not questioned are provisionally approved pending final 
acceptance. Final acceptance of amounts proposed under Government contracts 
does not take place until performance under the contract is completed and accepted 
by the cognizant authorities and the audit responsibilities have been completed.” 

Example 3 (Direct costs questioned were not accepted by the contractor.) 

In our opinion the contractor’s claimed direct costs on contract No. _______ are not 
accepted. We questioned $____________of direct costs proposed under Govern
ment contracts. [Briefly describe the reasons for the major cost exceptions]. Ques
tioned direct costs by elements within specific contract(s) is/are presented in the at
tached DCAA Form 1. 

c. Indirect Costs Subject to Penalty 

This paragraph applies to reports on incurred cost audits covering locations (1) hav
ing contracts active in the period under audit that contain FAR clause 52.242-3, and (2) 
corporate offices allocating costs to such locations. Include this paragraph when con
tracts that contain, or should have contained the identified clauses were active in the 
period and indirect costs are questioned (see 6-609 and examples at Figures 10-5-1 and 
10-5-2). 

Example 1 (No questioned costs are subject to the penalty.) 

“Penalties for Unallowable Costs. None of the indirect costs questioned in this ex
amination appear to be subject to the penalties provided in FAR 42.709.” 

Example 2 (Questioned costs are subject to the penalty.) 

“Penalties for Unallowable Costs. Indirect costs questioned in this examination are be
lieved to be subject to the penalties provided in FAR 42.709. Our recommendations for 
each questioned item are included in the notes to Exhibit(s) and their supporting 
schedules. Affected contracts are identified in Exhibit , page . Our recommendations 
concerning the interest to be recovered on unallowable costs paid will be furnished 
when we have received your determination on penalties to be assessed.” 

See 6-609.3f. for additional reporting requirements when questioned costs subject to the 
penalty are less than $10,000. 

d. Cumulative Allowable Cost Worksheet. 
This paragraph is applicable when a Schedule of Cumulative Allowable Costs is 

included in the incurred cost report. The use of the schedule should be coordinated in 
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advance with the ACO and must contain sufficient detail to enable the ACO to close out 
contracts without individual contract audit closing statements. 

“Cumulative Allowable Cost Worksheet (CACWS). The costs noted on the sched
ule of cumulative allowable costs in Exhibit __, Page __, represent costs that are 
considered allowable under each contract and are, therefore, reimbursable. As pre
viously discussed and coordinated with the ACO, the cost information on the 
CACWS should be used to close out contracts. Individual contract audit closing 
statements will only be issued if requested by the ACO.” 

e. Exhibits and Schedules. The Results of Audit section of the report should contain all 
exhibits and supporting schedules required for a clear, complete presentation of the audit 
results. The specific procedures for achieving this reporting standard follow. 

(1) In preparing the audit report, include the following categories of costs in the exhib
its for each cost pool: 

 Proposed Indirect Costs (Pool, Base and Rate) 
 Voluntary Deletions 
 Total Questioned Costs 
 Questioned Costs (Concurred) 
 Questioned Costs (Nonconcurred) (Attach DCAA Form(s) 1 if rates are audit deter

mined) 
(2) Summarize the results of audit in an exhibit format, showing the pool and base 

amounts for each indirect rate as proposed by the contractor and as questioned by the audi
tor. Include a table in this exhibit showing the extent of Government participation in the con-
tractor's indirect allocation bases. 

(3) Detail the audit results for each indirect cost rate classification in separate exhibits, 
with supporting schedules as required. Modify the presentation to accommodate complex 
rate determinations and negotiation problems. Questioned costs for each cost element or 
account should be supported by explanatory notes presented in the format discussed below. 
The auditor can briefly describe the reasons for the questioned costs in those instances when 
the contractor concurs. When advance agreements or special provisions governing specific 
contracts are in effect, reference the Other Matters to be Reported Appendix (10-505.1) in 
the explanatory notes associated with the applicable costs. Cross-reference the exhibits, 
schedules, appendixes, and the narrative portion of the report. Explanatory notes should be 
in the following format: 

(a) Summary of Conclusions. Provide a summary statement on the audit findings 
and comments that explain why these costs were not accepted. Provide the basis for the 
questioned costs including a description of the questioned costs, details on the calculation 
of questioned costs, and a specific reference to the regulatory support such as the cost 
principle (FAR or DFARS), cost accounting standards, or contract terms. When quantita
tive methods are used as a basis for the audit conclusions; this should be disclosed for the 
individual cost elements examined. The note must disclose whether the auditor used either 
a nonstatistical or statistical sample as a basis for the audit conclusions. The note should 
adequately explain the computations and rationale supporting the audit conclusion, and it 
must also include details concerning the sample universe, the sampling method, and sam
pling unit. Exceptions should not be supported by reference to the DoD’s Procedures, Guid
ance, and Information (PGI), which represent internal procedural instructions within the 
acquisition community. 
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(b) Basis of contractor's cost. Describe the basis of the contractor's submitted 
costs. Include enough detail to permit the contracting officer to fully understand how 
the contractor charged the specific cost element. 

(c) Audit evaluation. Describe the steps taken to evaluate the cost element. When 
quantitative methods are used as a basis for the audit conclusions, these should be de
scribed. When statistical sampling was applied for variables, only one projected value or 
amount will be used (the point estimate). The note will state whether the statistical sam
pling results were projected to the sampling universe. If the sample results were projected 
to the sampling universe, the note will also include the confidence level and confidence 
interval boundary amounts. If the results were not projected, the note should explain the 
reasons why the results could not be projected. Also include references to any “Qualifica
tions” and fully describe the effect these circumstances have on the submitted costs. 

(d) Contractor's reaction. Provide a statement that the contractor either agreed or 
disagreed with the questioned costs and the basis for any disagreement. 

(e) Provide the auditor's response, if the contractor disagrees with the questioned 
costs. 

(4) If the contractor concurs in the questioned costs, use auditor judgment on the extent 
of explanation needed to describe the questioned costs. 

(5) If direct costs are questioned, include an exhibit summarizing the results of the 
audit of direct costs. Questioned direct costs should be supported by explanatory notes, 
in the same format as discussed above. The auditor can briefly describe the reasons for 
the questioned costs in those instances when the contractor concurs. Questioned 
amounts should be identified by procuring office, by contract, and by cost element. 

(6) If the contractor's submission applies to contracts that contain, or should have 
contained the FAR or DFARS penalty clause and costs are questioned during the audit, 
include a schedule identifying questioned costs within pools by penalty class, amount, and 
percent of base subject to penalty (see Figure 10-5-1). For corporate home office ex
penses, the schedule should also include the allocable share for each division (see Fig
ure 10-5-2). 

(7) Include an exhibit listing all Government cost-reimbursement and flexibly 
priced contracts and subcontracts performed during the fiscal period, excluding contracts 
that were removed from the audit scope. Indicate those contracts and subcontracts with 
advance agreements or governed by special provisions. Contracts that contain, or should 
have contained the FAR or DFARS “Penalties for Unallowable Costs” clause must be 
identified through a footnote (contracts where the penalty clause has been inadvertently 
omitted should be separately identified). Request the contractor to furnish the complete 
exhibit or the necessary information subject to your selective verification. Group the 
contracts by military departments or other Government agencies concerned. Identify 
prime contracts and subcontracts by number, and reference subcontracts to the prime 
contractor and prime contract number. (Note: If a properly completed CACWS, which 
meets all of the requirements of the Exhibit of Contracts, is attached to the report, a 
separate exhibit does not need to be included.) 

(8) Include a schedule showing the cumulative allowable costs (inception to date) 
by contract or subcontract (see Figure 6-7-3). If not practical (e.g., if the schedule would 
be too voluminous), identify the location of the specific records that contain the allowa
ble costs by contract and subcontract. (Note that the Indirect Cost Rate Agreement letter 
also includes this schedule as an enclosure, when practical; see 6-708.2c. If the schedule 
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of cumulative allowable costs is included with the Indirect Cost Rate Agreement letter, 
it is not necessary to include it again here.) 

f. Additional Remarks 
(1) Conclude the Results of Audit narrative by providing remarks on the 

following items as appropriate: 
(a) DCAA Form(s) 1, 
(b) Indirect Cost Rate Agreements, or 
(c) Certificates of Final Indirect Costs. 

When discussing Form(s) 1, include an affirmative statement that the ACO was advised 
of the areas of disagreement that led to their issuance. 

(2) If questioned costs are believed to be subject to FAR 42.709 penalties, request 
that the contracting officer's decision be furnished promptly. 

(3) If the audit report covers audit-determined rates, and the contractor agrees with 
the audit findings, enclose a copy of the completed indirect cost rate agreement required 
by FAR 42.705-2(b)(2) with the audit report. In addition, include a specific reference to 
the attached indirect cost rate agreement in the narrative body of the report. 

(4) Exit Conference 
(a) If there were no findings, provide a summary of the exit conference. State 

the date held and the name and title of the contractor's designated representative(s) with 
whom the audit results were discussed, as required by 4-304.4 and 10-210.5e.(1). 

(b) If there were findings, in addition to the requirements in (4)(a) above, 
summarize the contractor's overall reaction and any major differences. If the contractor 
submitted a written reaction, reference the appendix that contains the contractor’s offi
cial reaction. The summary might read as follows: 

“We discussed the results of our examination with [identify the contractor repre
sentative(s) by name and title] in an exit conference held on [date]. [If there are 
findings] In response to our findings, [summarize the findings and the contractor’s 
reaction, if any.] [If the contractor provided a written reaction, also add] The 
complete text of the contractor’s reaction appears as Appendix [X]. [If there are 
findings and the contractor provided no reaction, the following is an example of a 
statement that may be included.] [Identify the contractor representative] reserved 
comment pending discussions with the Administrative Contracting Officer.” 

(5) Other Additional Remarks. See 10-210.5e. for other elements required in this 
portion of the narrative. 

10-504.6 Contractor Organization and Systems 

a. Contractor Organization.
 
Include information on the contractor's organization as discussed in 10-210.7.
 
b. Accounting System. 

(1) For the contractor fiscal year audit, provide a brief summary of the accounting 
system or reference to the contractor's approved disclosure statement. Limit the descrip
tion to the methods used for accumulating and allocating indirect costs to Government 
contracts and other work of the contractor. Typically, this would consist of a listing of 
the various indirect cost pools with brief explanations of their composition and of the 
related bases for allocation. 
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(2) Describe any significant change in indirect cost accounting and allocation 
methods made by the contractor since the prior audit, and your conclusions as to the 
propriety of the change. 

(3) Briefly describe the status of DCAA's audit of the contractor's accounting sys
tem for the fiscal year under audit. Provide the system opinion and any accounting sys
tem deficiencies outstanding during the year under audit and the status of any contractor 
corrective action. 

c. Contractor's “Systems”. For major contractors and larger nonmajor contractors 
who have internal controls over some of the systems listed in 5-102d., this section 
should provide the background information on each relevant internal control system 
impacting the incurred cost audit (e.g., Material, Labor, and Indirect and ODC systems). 
(See 10-210.7c. through 10-210.7g.) 

10-504.7 DCAA Personnel and Report Authorization 

Conclude the narrative portion of the report with the information prescribed in 10-211. 

10-505 Appendixes (Incurred Cost Reports) 

Use appendixes as applicable to provide information and comments as described in 
the following paragraphs. 

10-505.1 Appendix - Other Matters to be Reported 

Use an appendix with this title to present any additional information, which cannot 
be conveniently included in the exhibits and schedules, and to cover any other matters 
which warrant the attention of the contracting officer. Use this appendix to describe any 
advance agreements and special provisions governing specific contracts as required by 
FAR 42.705-1(b)(2), unless this information is identified in the exhibit required by 
10.504.5e.(7). 

10-505.2 Appendix - Billing Rates 

A billing rates appendix may be used to recommend billing rates when the indirect 
rates are contracting officer determined, or to establish billing rates when the indirect 
rates are audit-determined (FAR 42.704). Identify the period to which the recommended 
rates apply. Comments supporting the recommended rates should mention whatever 
factors you considered, such as cost trends, changes in production volume, and shifts in 
areas of activity. The recommended rates should be set low enough to ensure that the 
contractor will not be reimbursed for unallowable costs (see 6-705.1). 

10-505.3 Other Appendixes 

The report should include the following appendixes as applicable: DCAA Forms 1; 
Indirect Cost Rate Agreement; Certificate of Final Indirect Costs; Subcontractor Release 
Statement; Cumulative Allowable Cost Worksheet; assist audit reports; and contractor 
written comments to the audit results. 
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10-506 Reporting on Reviews of Low-Risk Incurred Cost Proposals 

There is an open MRD related to this section. Auditors should review the guidance in 
MRD 07-PPD-011(R), dated April 11, 2007. 

10-506.1 Standard of Review 

Generally Accepted Government Auditing Standards have incorporated Statements on 
Standards for Attestation Engagements (SSAE) in guidance covering fieldwork and re
porting on attestation audits (2-100). Attestation standards permit negative assurance when 
the evaluation meets the standards for a review. The objective of a review is to accumulate 
sufficient evidence to restrict attestation risk to a moderate level. Review procedures are 
typically limited to inquiries and analytical procedures. A desk review of an incurred 
cost submission may be performed if it is classified as low-risk (see 6-104.1) based on 
auditable dollars and known audit risk. Procedures (see 6-104.5) include evaluating the 
submission for completeness, unusual items, and significant changes, and mathematical 
verification of their accuracy. These, combined with the absence of audit leads indicat
ing a high probability of significant questioned cost, are sufficient to support negative 
assurance on a desk reviewed proposal. Low risk proposals selected for audit will con
tinue to be reported on in accordance with 10-504. 

10-506.2 Report Elements 

a. Cover Sheet. Assure that the review is never referred to as an examination, wheth
er in the caption, in the table of contents section headings, or in headers. 

b. Report Narrative 
Subject of Review. Identify the contractor's proposal, the period reviewed, and the 

purpose of the review (see 10-210.1b(3)). End this section with the statement: 

"The proposal is the responsibility of the contractor. Our responsibility is to report our 
conclusions on the proposal based on our review." 

Executive Summary. Because significant findings would require expansion of the 
evaluation from a review to an examination, this section should never be required. 
However, its use is not prohibited under exceptional circumstances. 

Scope of Review. The scope statement should state the procedures applied, the 
standards to which claimed costs were compared, that an examination was not per
formed, and the stated criteria used to evaluate the proposal. The scope statement should 
be modified, as indicated below when DFARS or CAS do not apply. The paragraph may 
read, 

“We determined that no significant costs were questioned in prior years and that no 
indicators of audit risk had been identified. Accordingly, we limited our review to 
the verification of the mathematical accuracy of the proposal and a limited review of 
claimed costs for unusual items and items having obvious potential for including 
significant unallowable costs. We conducted our review in accordance with general
ly accepted government auditing standards. A review is substantially less in scope 
than an examination, the objective of which is the expression of an opinion on [in-
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sert contractor’s name]’s incurred cost proposal. Accordingly, we do not express an 
opinion. 

We evaluated the incurred cost proposal using the applicable requirements contained in 
the: 

 Federal Acquisition Regulation (FAR); 
 Defense FAR Supplement (DFARS) [for non DoD agencies, identify the specific 

agency supplement – see 9-102.2 and 15-102.3]; and 
 Cost Accounting Standards (CAS) (if applicable).” 

When CAS does not apply include a statement providing the basis for the contractor’s ex
emption from CAS. For example, the following statement could be included when the small 
business exemption applies: 

“The contractor claims exemption under 48 CFR 9903.201-1(b)(3) from the practices 
required by the Cost Accounting Standards Board rules and regulations because it con
siders itself a small business concern.” 

Qualifications. Report qualifications are not applicable to review reports because of the 
limited assurance provided in a review report. Limitations on scope arising from the perfor
mance of a review rather than an examination will not be described as qualifications. 

Results of Review. Begin this section with the statement, 

“Based on our review, nothing came to our attention that caused us to believe that sig
nificant costs claimed on the Government contracts identified in [Exhibit of Contracts] 
were unallowable, unallocable or unreasonable [except as stated below].” 

Incorporate other Results sections as appropriate: 

 Exhibits and Schedules [if necessary] 
 Exhibit of Contracts (with annotations to those contracts that include the penalty 

clause, if any.) 
 Schedule Listing Cumulative Allowable Costs by Contract (see Figure 6-7-3) 
c. Contractor Organization and Systems (when available) 
d. DCAA Personnel and Report Authorization (see 10-211). 
e. Report Distribution (see 10-507) 
f. Appendixes [if necessary] (see 10-505) 

10-507 Distribution (Incurred Cost Reports) 

Distribute one copy of the report to the following: 
(1) Other DoD contracting officers or procurement officers administering a significant 

portion of the contractor's total Government business. 
(2) The contract audit coordinator, if any. 
(3) The prime contract auditor, if applicable. To facilitate distribution within the re

ceiving FAO, the distribution list should identify the prime contractor(s) whose subcontracts 
are included in the period covered by the report. List the prime contractor name with the 
address of the FAO believed to be cognizant of the prime contractor: 
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DCAA-National Branch Office
 
20251 Century Boulevard
 
Germantown MD 20874-1162
 

Prime: Lockheed Martin ATM 
(4) Upon specific request, other organizations consistent with 10-205 and the report 

restrictions (See 10-206 and Figure 10-2-1). 
(5) Contractors. Distribution of the final audit report to the contractor is solely at 

the discretion of the cognizant contracting agency (see 10-206.2). 
(6). Non-DoD Organizations: Distribute a copy of the incurred cost audit report to 

non-DoD organizations as referenced in 15-100 and Supplements 15-1S1-15-1S6. 
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Figure 10-5-1
 
Schedule Of Unallowable Costs Subject To Penalty
 

Audit Report No.________________ Schedule _____________ 

SCHEDULE OF UNALLOWABLE COSTS SUBJECT TO PENALTY 
Period __________ Through __________ 

Amount Subject to FAR 42.709 
Questioned 

Costs 
Level One 

Penalty 
Level Two 

Penalty Reference 
Cost Element 
Engineering Overhead: 

Consultants $150,000 $100,000 $ SEE NOTE 
Depreciation 100,000 100,000 BELOW*** 
Pension 100,000 100,000 
Relocation 100,000 50,000 
Legal Fees 80,000 40,000 
Professional Actv. 80,000 80,000 
Travel 75,000 20,000 
Insurance 25,000 25,000 
Entertainment 25,000 25,000 

Totals 735,000 515,000 25,000 

Participation of Contracts Subject to Penalty Clause 
Total Subject to 

Penalty 
Not Subject 
to Penalty 

Allocation Base $40,000,000 $8,000,000 $32,000,000 
Percent of Base 100% 20.0% 80.0% 

Questioned Costs Subject to Level One 
Penalty ($515,000 X 20%) 103,000 

Questioned Costs Subject to Level Two 
Penalty ($25,000 X 20%) 5,000 

***NOTE: INCLUDE REFERENCES TO NOTES IN THE EXHIBIT CONTAINING 
THE PENALTY INFORMATION AS DISCUSSED IN CAM 10-504.5e(6). 

DCAA Contract Audit Manual 



10108 
Figure 10-5-2 

September 24, 2012 

Figure 10-5-2 
Home Office Expense 

Schedule Of Unallowable Costs Subject To Penalty 

Audit Report No.________________ Schedule _____________ 

HOME OFFICE EXPENSE
 
SCHEDULE OF UNALLOWABLE COSTS SUBJECT TO PENALTY
 

Period __________ Through __________ 

Amount Subject to FAR 42.709 

Questioned 
Costs 

Level One 
Penalty 

Level Two 
Penalty Reference 

Consultants $500,000 $300,000 See Note 
Lobbying 150,000 150,000 Below*** 
Advertising 100,000 100,000 
Public Relations 100,000 100,000 
Relocation 80,000 40,000 
Travel 50,000 20,000 

Totals $980,000 $710,000 

Allocation to Divisions 
Division % Allocable Amount 

Missile 60.0% $426,000 
Submarine 20.0% 142,000 
Service Co. 10.0% 71,000 
Research 10.0% 71,000 

Total 100.0% $710,000 

***NOTE: INCLUDE REFERENCES TO NOTES IN THE EXHIBIT CONTAINING 
THE PENALTY INFORMATION AS DISCUSSED IN CAM 10-504.5e(6). 
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10-600 Section 6 --- Audit Reports on Postaward Audits of Certified Cost or 
Pricing Data 

10-601 Introduction (Postaward Reports) 

a. This section provides guidance for preparing and distributing reports on postaward 
audits of contractor certified cost or pricing data for compliance with 10 U.S.C. 2306a. 
Such reports embody the results of audits performed using the guidance in 14-1000. 
Auditors sometimes refer to these audits as “defective pricing audits,” “audits for possi
ble defective pricing,” etc. In audit reports, however, FAOs should use the terms em
ployed in this section. 

b. Throughout this section the term “contracting officer” includes their representatives. 
The term “contract” also applies to subcontracts except where this section specifically notes 
a distinction. 

c. Generally Accepted Government Auditing Standards incorporate Statements on Stand
ards for Attestation Engagements (SSAE) in guidance covering fieldwork and reporting on 
attestation audits. Attestation standards prohibit evaluation of an entity's compliance with 
laws or regulations under the standards for a review. The objective of a postaward audit is 
expression of an opinion on the entity's compliance with the requirements of the Truth in 
Negotiations Act (10 U.S.C. 2306a) in negotiating the contract under audit. Accordingly a 
defective pricing evaluation must be performed and reported under the standards for an ex
amination, with the objective of expressing an opinion on the assertion (certified cost or pric
ing data) underlying the pricing action (prime contract, modification, subcontract, etc.). 

10-602 Nature and Timing of Reports (Postaward Reports) 

a. The certified cost or pricing data for each pricing action (prime contract, modification, 
subcontract, etc.) is subject to a separate defective pricing audit. Therefore, separately report 
apparent defective pricing found on each pricing action. When reporting systemic defective 
pricing issues, however, see 14-120 and 10-606.6. Issue all audit reports promptly, whether 
or not apparent defective pricing is disclosed. However, see 10-605.1c.(1) for the issuance of 
a prime postaward audit report when a subcontract postaward audit is not complete. 

b. For subcontract reporting, it is usually easier for the prime contract auditor to apply the 
prime contractor's additives to recommended subcontract price adjustments. The prime con
tract auditor may also need to perform other audit actions at the prime contract level, such as 
those involving possible “offsets” or the issuance of appropriate disapprovals under flexibly 
priced contracts for recommended subcontract price adjustments. Therefore, issue subcon
tract audit reports to the prime contract auditor. (However, see 4-702.8 for comments on 
issuing subcontract audit reports when there is alleged subcontractor fraud in connection 
with the defective pricing audit.) This procedure usually results in earlier holding of an exit 
conference with the prime contractor. It also provides for earlier involvement by the prime 
contract auditor in eventual negotiation of recommended prime contract price adjustments. 

10-603 Report Format and Contents (Postaward Reports) 

a. The nature and extent of the detailed report depends on: 
(1) whether or not the audit disclosed apparent defective pricing, 
(2) materiality of recommended price adjustments, 
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(3) results of discussions with the contractor including those involving offsets, and 
(4) items of special interest to the contracting officer or other authorized requestor. 

b. Provide the information as stated in 10-606 regardless of audit findings. 
c. Prepare the report using the basic guidance contained in 10-200 plus the supplemental 

information provided by this section. A “shell” report is provided on the APPS and the 
DCAA Intranet. 

d. The general arrangement of report contents follows.
 
Cover sheet (see 10-205)
 
Narrative body of report (see 10-606)
 

Subject of Audit (10-606.1)
 
Executive Summary (10-606.2)
 
Scope of Audit (10-606.3)
 

Qualifications (10-606.4) 
Results of Audit (10-606.5)
 

Opinion
 
Exhibits and schedules
 
Unsatisfactory Conditions (10-606.6)
 
Additional Remarks (10-606.7)
 

Contractor Organization and
 
Systems (10-606.8)
 

DCAA Personnel and Report
 
Authorization (see 10-211)
 

Report Distribution (see 10-212)
 
Appendixes (see 10-607)
 

10-604 Cover Sheet (Postaward Reports) 

10-604.1 General Information 

Follow the general format in 10-205, 10-206, 10-207 and Figure 10-2-1. Include the title 
of the report in the subject, the prime contract number and the subcontract identification, if 
applicable, on the reference line, and the contractor's name, city, and state on the contractor 
line. 

10-604.2 Release of Subcontract Audit Report to the Higher-Tier Contractor 

a. If a Government audit discloses defective subcontractor certified cost or pricing data, 
FAR 15.407-1(f) provides for contracting officer release of information, upon request to 
prime contractors or appropriate subcontractors to the extent necessary to secure a prime 
contract price reduction. However, the contracting officer must be careful to protect 
confidential business information from improper disclosure in such situations. 

b. Report restrictions will be included on the cover sheet of subcontract defective pricing 
audit reports and on higher-tier contractor audit reports containing recommended subcontrac
tor price adjustments. The release statement will appear in the report section entitled “Re
strictions.” 

(1) If the subcontractor does not object to the release of the report, add the sentence 
shown at 10-206.3c.(2). 
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(2) If the subcontractor objects to the release of company proprietary information, 
which may be included in the audit report, the following statement will be included: 

“[Name of subcontractor] considers [identify the data which the subcontractor objects to 
releasing] to be trade secrets or confidential business information. Accordingly, the 
contracting officer should protect such information from improper disclosure in 
accordance with FAR 15.407-1(f).” 

10-605 Addressing and Distributing Reports (Postaward Reports) 

The general policy for addressing audit reports is stated in 10-207. Paragraph 10-212 
states the general policy for report distribution. For reports covered by this section, include 
the onsite FLA (refer to the FLA Locator on the DCAA Intranet site) on the distribution 
list. 

10-605.1 Addressing and Distributing Prime Contract Audit Reports 

a. If the auditor performed the postaward audit of certified cost or pricing data in re
sponse to a specific Government request, address the report to the requestor with a copy to 
the plant representative/ACO and/or the PCO, as appropriate. 

b. If DCAA initiated the audit, address the report to the PCO with an information copy 
to the plant representative/ACO, unless the plant representative/ACO has negotiation au
thority. In that event, address the report to the plant representative/ACO with a copy to the 
PCO. With the case of Wright Patterson Air Force Base (WPAFB), a centralized group 
has responsibility for dispositioning postaward audit findings in lieu of the PCO. The audit 
report should still be addressed to the PCO, with a copy furnished to the plant representa
tive/ACO; however, an additional copy should be furnished to ASC Pricing, PKFB. The 
contract will identify negotiation authority for orders issued under basic ordering agree
ments. 

c. The prime contract auditor will incorporate positive subcontract audit report findings 
and make distribution of a combined report (see 10-605.2). 

(1) When the prime auditor becomes aware that a prime audit and a subcontract au
dit are scheduled to be performed in the same period, the prime auditor should incorporate 
results of the subcontract audit where incorporation of the subcontract audit will not cause 
an undue delay in the issuance of the prime contract audit report. If the incorporation of 
the subcontract audit will cause an undue delay in the issuance of the prime contract audit 
report, the prime auditor should issue the prime report without incorporating the results of 
the subcontract audit. 

(2) When the prime contract auditor is unable to complete the prime contract audit 
and issue a combined report within 30 days of receiving a subcontract audit report with 
positive findings, he or she will, as an interim measure, issue and distribute an audit report 
that includes the subcontract findings and the prime contractor's add-ons. See 14-119.4 for 
the proper application of prime contractor add-ons. 

d. If the prime contract is flexibly priced and the subcontract audit report recommends 
disallowance or nonrecognition of incurred costs (see 14-119.4b.), the prime auditor will 
immediately advise the PCO. Timely action (1) allows the PCO to notify the prime con
tractor that the increased costs may be disallowed or not recognized on the prime contract 
and (2) enables the prime contractor to exercise the price reduction clauses it should have 
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in its contract with the subcontractor. Delays in reporting subcontractor defective pricing 
may prevent the prime contractor from obtaining a subcontract price reduction, thus pre
cluding the prime's legitimate recovery of its costs. 

e. Distribute one copy of each report with apparent defective pricing on Army con
tracts, certain Air Force contracts, and contracts issued by any contracting activity of the 
Defense Logistics Agency as shown in supplement 10-6S1. 

f. One copy of any report regarding apparent defective pricing on NASA prime con
tracts may be sent to the NASA OIG for Auditing (15-1S1) if specifically requested. 

10-605.2 Addressing and Distributing Subcontract and Intracompany Audit Re
ports 

a. For a subcontract or intracompany audit that was performed in response to a re
quest by a contracting officer or other authorized person or activity, address the report 
to the requestor with a copy to the prime contract auditor. 

b. For a subcontract or intracompany audit report on a DCAA initiated audit, address 
the report to the prime contract auditor. Follow the release requirements in 10-206.3. Do 
not distribute copies of these reports outside DCAA, since the prime contract auditor 
will make distribution of the combined report, if appropriate. The prime contract auditor 
will distribute the combined report as provided in 10-605.1. 

c. Follow procedures similar to the above when dealing with lower-tier subcontracts. 
The prime contract auditor is responsible for obtaining intermediate-tier subcontractor 
add-ons when there are positive findings below the first tier of subcontracts. 

10-606 Narrative (Postaward Reports) 

The body of the report will contain the following captioned paragraphs as applicable. 
See 10-200 for general guidance. 

10-606.1 Subject of Audit 

The first portion of this section should identify the pricing action audited and the 
purpose of the audit. It should also include information about the contract such as con
tract type, incentive provisions, total value of the pricing action covered by the audit, 
items purchased, and other appropriate information. Opening statements for five com
mon situations could read as follows: 

Example 1 (Prime contract audit requested by contracting officer): 

“As requested by [requesting office] in [memorandum/letter] [reference] dated , 
we examined contractor certified cost or pricing data related to initial pricing of the 
subject contract. The purpose of the examination was to test whether the price, in
cluding profit, negotiated in that pricing action was increased by a significant 
amount because the contractor did not comply with the statutory (10 U. S. C. 
2306a) requirement to furnish accurate, complete, and current cost and pricing data. 
In its Certificate of Current Cost or Pricing Data dated , the contractor certified 
the data as of , the date of agreement on price. The contract, initially priced at 
$XX, is firm-fixed-price type and provides for production and delivery of . A 
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Chronology of Significant Events concerning our examination of the certified cost 
or pricing data related to the pricing action is included as an appendix to this report. 

The certified cost or pricing data are the responsibility of the contractor. Our re
sponsibility is to express an opinion on whether the certified cost or pricing data 
submitted during the negotiation of [pricing action] complied with the requirements 
of 10 U.S.C. 2306a.” 

Example 2 (DCAA initiated audit): 

“As part of our continuing program of evaluating contractor compliance with 10 
U.S.C. 2306a and implementing regulations, we examined [contractor certified cost 
or pricing data related to the pricing of Supplemental Agreement No. 4 to the 
subject contract.] The purpose of the examination was to test whether the price, 
including profit, negotiated in that pricing action, was increased by a significant 
amount because the contractor did not comply with the statutory requirement to 
furnish accurate, complete, and current cost and pricing data. 

In its Certificate of Current Cost or Pricing Data dated , the contractor certified the 
data as of , the date of agreement on price. The firm-fixed-price contract, initially 
priced at $XX, provides for . A Chronology of Significant Events concerning our 
examination of the certified cost or pricing data related to the pricing action is included 
as an appendix to this report. 

The certified cost or pricing data are the responsibility of the contractor. Our responsi
bility is to express an opinion on whether the certified cost or pricing data submitted 
during the negotiation of [pricing action] complied with the requirements of 10 U.S.C. 
2306a.” 

Example 3 (Subcontract or intracompany audit requested by contracting of-
ficer/another FAO or is DCAA initiated): 

Modify Examples 1 and 2 by substituting “subcontract” or “intracompany order” for 
“contract” wherever applicable. 

Example 4 (Cost-reimbursement type contract): 

For cost-reimbursement type contracts, the statement on purpose of the audit should 
not refer to “the price, including profit.” Instead, use the following wording: 

“The purpose of the examination was to test whether the estimated cost or fee nego
tiated in that pricing action, or any cost reimbursable under this contract, was in
creased . . .” 
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Example 5 (Lack of Certificate of Current Cost or Pricing Data): 

If the contractor did not execute a Certificate of Current Cost or Pricing Data in 
connection with the pricing action(s) being reported on, modify the appropriate sentence 
in Examples 1 and 2. It may state, for example: 

“In the absence of the contractor's Certificate of Current Cost or Pricing Data for 
this pricing action, we have treated [the date that price agreement was reached 
or the date the contract (or modification) was executed] as the effective date of the 
contractor's responsibility for the certified cost or pricing data submitted. The con
tract, initially priced at $XX, is firm-fixed-price type and provides for production 
and delivery of . A Chronology of Significant Events concerning our examination 
of the certified cost or pricing data related to the pricing action is included as an ap
pendix to this report.” 

10-606.2 Executive Summary 

Provide a brief overview of the audit findings (qualified, if appropriate) in the Exec
utive Summary section of the report. The summary by defective pricing issue is helpful 
to contracting officers because contractors often respond by issue. This type of infor
mation should be provided here if requested by the contracting officer. An example of 
suggested wording follows: 

“Our examination disclosed that [insert contractor’s name] overstated tooling 
repair and maintenance (TR&M) material costs as a result of submitting inaccurate 
certified cost or pricing data. The audit baseline and recommended adjustment are 
summarized as follows: 

Audit baseline $67,045,794
 
Recommended
 
Price Adjustment $ 326,088
 

SIGNIFICANT ISSUES: 
 [Insert contractor’s name] made an error when computing proposed TR&M material 

costs. As a result, the proposal was overstated by $225,237. 
	 The remaining recommended price adjustment results from applying the material 

burden, G&A expense, cost of money and profit rates to the overstated amount pro
posed for the TR&M material costs. 

	 [Insert contractor’s name] agrees with the total recommended price adjustment.” 

10-606.3 Scope of Audit 

a. Include an appropriate scope of audit statement, modified for circumstances that 
significantly affected the audit scope. Tailor the scope statement to accurately reflect the 
extent of audit work performed. Describe the impact of the assessment of control risk on 
the postaward audit for the accounting and estimating systems at the time of the pro
posal and price negotiation of the subject contract. In addition, use this section to de-
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scribe any advance agreements and special contract provisions, which influenced the 
auditor's decision to recommend or not recommend a price adjustment. Use the follow
ing scope statements, as appropriate: 

Example 1 (Unqualified report): 

“We conducted our examination in accordance with generally accepted government 
auditing standards. Those standards require that we plan and perform the examina
tion to obtain reasonable assurance about whether the data and records evaluated 
are free of material misstatement. An examination includes: 
	 obtaining an understanding of the contractor's internal controls, assessing control 

risk, and determining the extent of audit testing needed based on the control risk as
sessment; 

 examining, on+ a test basis, evidence supporting the amounts and disclosures in the 
data and records evaluated; 

 assessing the accounting principles used and significant estimates made by the con
tractor; 

 evaluating the overall data and records presentation; and 
 determining the need for technical specialist assistance [and quantifying the results of 

a Government technical evaluation]. 

We evaluated the certified cost or pricing data using the public law contained in FAR 
Subpart 15.4 and [the advance agreements and other pertinent provisions of the contract 
as referenced in [Appendix__].The contractor’s overall accounting and estimating 
systems in effect at the time of the proposal and price negotiation are considered 
adequate to ensure that forward pricing proposals and final contract prices are based on 
accurate, complete and current certified cost or pricing data. Our audit scope reflects our 
assessment of control risk and provides a reasonable basis for our opinion.” 

NOTE: For an inadequate accounting/estimating system, see 10-606.3b. for sample lan
guage. 

Example 2 (Qualified report): 

Precede the words “We conducted our examination” in the first sentence of Example 1 
by the phrase “Except for the qualifications discussed below,” 

Example 3 (Explanatory modification used when the auditor limited audit scope to that 
requested by the contracting officer and the audit conclusions are not qualified): 

“To satisfy your specific request, we limited this current examination to the follow
ing aspects: [insert specific information]. Except for this limitation, we conducted 
our examination in accordance with generally accepted government auditing stand
ards. Those standards require that we plan and perform the examination to obtain 
reasonable assurance about whether the data and records evaluated are free of mate
rial misstatement. An examination includes: 
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	 obtaining an understanding of the contractor's internal controls, assessing control 
risk, and determining the extent of audit testing needed based on the control risk as
sessment; 

 examining, on a test basis, evidence supporting the amounts and disclosures in the 
data and records evaluated; 

 assessing the accounting principles used and significant estimates made by the con
tractor; 

 evaluating the overall data and records presentation; and 
 determining the need for technical specialist assistance [and quantifying the results of 

a Government technical evaluation]. 

We evaluated the certified cost or pricing data using the public law contained in FAR 
Subpart 15.4 and [the advance agreements and other pertinent provisions of the 
contract as referenced in Appendix ]. The contractor’s overall accounting and 
estimating systems in effect at the time of the proposal and price negotiation are 
considered adequate to ensure that forward pricing proposals and final contract prices 
are based on accurate, complete and current certified cost or pricing data. Our audit 
scope reflects our assessment of control risk and provides a reasonable basis for our 
opinion. This report is limited to the pricing action under [contract no.] identified 
above. We may continue to audit other aspects of eligible pricing actions negotiated 
under the subject contract and may issue separate reports on them.” 

NOTE: For an inadequate accounting/estimating system, see sample language below. 

b. Accounting and estimating systems assessment. Provide information on the adequacy 
of the accounting and estimating systems internal controls and their impact on the scope of 
the postaward audit. The following is an example to be used when the accounting and/or 
estimating system is considered inadequate: 

“We evaluated the certified cost or pricing data using the public law contained in FAR 
Subpart 15.4. The contractor's accounting and estimating system in effect at the time of 
the proposal and price negotiation is/are considered inadequate to ensure forward pric
ing proposals and final contract prices are based on accurate, complete and current certi
fied cost or pricing data. Because of an outstanding accounting and/or estimating inter
nal control deficiencies, described in the Contractor Organization and Systems section 
of this report (page ), [briefly describe the impact of the deficiencies on the audit 
scope.]. Our audit scope reflects our assessment of control risk and includes expanded 
testing to provide a reasonable basis for our opinion.” 

10-606.4 Qualifications 

a. Include a paragraph on circumstances affecting the audit only if the audit results must 
be qualified because the stated purpose and scope could not be accomplished. In such a case, 
both the “scope” statement and the “results of audit” paragraph must specifically refer to this 
paragraph. Do not refer to any unqualified audit conclusions and recommendations in this 
section. Properly explain them in the other portions of the report. 
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b. Clearly explain the nature and potential impact of each circumstance that prevents 
an unqualified conclusion, as well as any steps taken to overcome or mitigate the prob
lem. If applicable, also explain any further action the auditor will take after issuing the 
report. 

c. For situations involving more than one qualification, use sub captions to highlight 
the specific circumstances requiring a report qualification. For example, the sub cap
tions might read “a. Contractor's Denial of Access to Records” and “b. Inadequate Con
tractor Cost Records.” 

10-606.5 Results of Audit 

a. The auditor's opinion and details in support of the audit findings are provided in the 
Results of Audit section. Present all data and explanations using an exhibit type format to 
summarize the audit baseline and the results of the audit (see 14-116). Minimum data re
quired are: 

Audit baseline (see 14-116.2). 
Recommended price adjustment (Enter the total recommended price adjustment or 
“none” if the amount is zero). 

Adequately explain each price adjustment in the notes to the exhibits and schedules. In
clude the reason the item is defective by establishing that each of the five elements required 
for defective pricing have been met (see 14-102b.). In addition, include the relevant date for 
each recommended price adjustment when appropriate. 

b. If the audit does not result in a recommended price adjustment, or the recommended 
price adjustment does not meet the guidelines in 14-120.1 for materiality, use wording simi
lar to Example 1. If the results of audit reflect a recommended price adjustment, the basis of 
that adjustment should be fully explained in the explanatory notes (Example 2). On flexibly 
priced prime contracts, separately present findings in the prime audit report for (1) recom
mended price adjustments and (2) recommended disallowance or nonrecognition of incurred 
costs (14-119.4b.). Subcontract audit reports should clearly identify that the defective pricing 
at the subcontract level will result in disallowance or nonrecognition of incurred costs at the 
prime level. If the audit is qualified, make reference to the qualification paragraph. 

Example 1 (Unqualified opinion with no audit exceptions): 

“In our opinion, the contractor’s certified cost and pricing data complied, in all materi
al respects, with the requirements of 10 U.S.C. 2306a.” 
Audit baseline $ 
Recommended 
price adjustment None 

Example 2 (Unqualified opinion with audit exceptions): 

“In our opinion, the certified cost or pricing data submitted by the contractor was not 
compliant in all material respects with the requirements of 10 U.S.C. 2306a because the 
data was not accurate, complete, and current as of the date of agreement on price. [Brief
ly discuss the major recommended price adjustments, including a reference to any CAS 
reports issued per 14-120.2.] 
The results of our examination follow:” 
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Example 3 (Qualified opinion with possible added exceptions): 

Insert any needed qualifying wording at the beginning of the first sentence in Example 1 
or the second sentence in Example 2. Refer specifically to the possible effects, not merely to 
the circumstances that led to the qualification. If access was denied to historical cost records, 
Example 2 might include the following qualification: 

“In our opinion, except for additional recommended price adjustments, if any, that might 
result from access to the historical cost records of previously manufactured items as dis
cussed above, the results of our examination follow:” 

c. Paragraphs 10-606.5a. and 14-123 list minimum data required for exhibits and 
schedules. As discussed in 14-123, each audit report with a recommended price adjustment 
must specifically list the five points for establishing defective pricing in the explanatory 
notes and discuss how each point has been met (14-102b.). Highlights to be addressed in 
discussing the five points include: 

	 In discussing the first point, provide the relevant parts of the FAR definition of certi
fied cost or pricing data along with an explanation of how the data in question fits the 
FAR definition. See 14-104.3. 

	 In discussing the second point, provide the date that the defective data was reasona
bly available to the contractor and the date of price agreement or, if applicable, the 
other date agreed upon between the parties. Emphasize that the availability date was 
prior to the date of price agreement. See 14-104.6. 

	 In discussing the third point, address how the auditor was able to confirm that the 
contractor did not submit the data (e.g., no record of submission in contractor or 
Government proposal files) and that the Government had no actual knowledge of the 
data (e.g., PNM language and confirming memorandum). See 14-105. 

	 In addressing the fourth point, discuss how reliance was confirmed, such as the date 
for the PNM and the confirmation memorandum from the contracting officer. See 14
116.1 and 14-122. 

	 In addressing the fifth point, explain how the Government’s reliance on the defective 
data caused an increase in price. 

d. Clearly identify details on significant offsets alleged by the contractor. Do this in a 
fashion similar to that used for explanatory notes. If appropriate, auditors can merely make 
reference to them here and cover the details in a separate exhibit. If the contractor has not 
submitted appropriate offset certifications for contracts entered into on or after February 15, 
1987 (14-118b.), include in the report an additional statement that the contractor refused to 
provide a certification and, for this reason, we have not included the claimed offsets in our 
computation of the recommended price adjustment and do not express an opinion on the 
claimed offsets. Make reference to the auditor's notification for contracting officer assistance 
to obtain contractor certification prior to issuing the report. 

e. When postaward audits disclose overpayments resulting from defective pricing on (1) 
DoD contracts or modifications awarded after November 7, 1985 or (2) other Government 
contracts or modifications awarded after January 22, 1991, include the following statement 
as part of this portion for prime contract audit reports (see 14-124): 
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“The Government sustained a loss in the form of interest on overpayment which re
sulted from the contractor's failure to comply with the Truth in Negotiations Act (10 
U.S.C. 2306a). As provided by the statute (applicable to DoD contracts) and/or FAR 
15.407-1(b)(7) (applicable to contracts of all Government agencies), this interest 
amount is computed at the current rate prescribed by the Secretary of the Treasury un
der Section 6621 of the 1986 Internal Revenue Code, from the time of the overpay
ment to the date the Government is repaid.” 

f. When postaward audits at subcontractors disclose overpayments resulting from defec
tive pricing on subcontracts meeting the conditions in e. above, the subcontract auditor 
should include in this portion of the report the statement in e. above and add the following 
sentence at the end of the paragraph: 

“Recommendations on interest due as a result of Government overpayments will be 
made by the prime contract auditor.” 

g. Provide exhibit information regarding interest only if requested by the contracting 
officer. If exhibit information is provided, add the following sentence to the above statement: 

“See page , Exhibit for details the responsible procuring official will need for mak
ing the computation.” 

See 14-124 and Figure 14-1-1 for an explanation of the information to be included in the 
exhibit. 

10-606.6 Systemic and/or Unsatisfactory Conditions 

a. To promote consistency in resolving cases where the cited condition is systemic, 
report the systemic findings in a single report that identifies all affected pricing actions 
and contracting officers and identify the systemic nature of the condition. See 14
120.3b. for guidance on coordination with contracting officers. If other reports were 
already issued before the systemic nature of the issue was known, include the following 
statement: 

“In our opinion the condition resulting from submission of the inaccurate, incom
plete, or noncurrent data identified on page , Note , is systemic. We have issued 
similar audit reports on other affected contracts. To assist in the timely and con
sistent resolution of the reported findings, a current list of these reports and the af
fected PCOs is included in Appendix .” 

b. When there is reasonable basis to suspect that the contractor knowingly submitted 
inaccurate, incomplete, or noncurrent certified cost or pricing data, issue a referral of 
suspected irregular conduct using DCAA Form 2000.0. Following the procedures in 4
702.5, transmit a copy of the form to the contracting officer only if the responsible 
investigative agency does not object (see DCAAI 7640.16). For DoD contracts or 
modifications awarded after November 7, 1985, include the following statement in the 
transmittal: 

DCAA Contract Audit Manual 



10120 November 5, 2014 
10-606 

“Notwithstanding any potential civil or criminal fraud violations, 10 U.S.C. 2306a, 
as amended by Section 952(a) of the 1987 Defense Authorization Act, states that a 
contractor who knowingly submits inaccurate, incomplete, or noncurrent certified 
cost or pricing data must pay a penalty in an amount equal to the overpayment. In 
our opinion, there is a reasonable basis to conclude that [contractor name] made a 
knowing submission as contemplated under the statute and, therefore, is liable to 
the Government for $ [amount].” 

c. When a pattern of deficiencies or discrepancies suggests fraud, other unlawful 
activity, or the existence of unsatisfactory conditions, refer or report the matter using 
the guidance in 4-700 or 4-800. 

10-606.7 Additional Remarks 

a. Use this paragraph to confirm that factual matters relating to any apparent defec
tive certified cost or pricing data were coordinated with the procuring contracting officer 
(PCO) or the PCO's representative during the course of the audit. (Provide auditor's 
name and title and PCO's name and title.) In addition, include a statement that a copy of 
the draft report exhibits and explanatory notes describing the recommended price ad
justments were provided to the PCO (provide PCO name and date) in order to ensure 
that a mutual understanding of the facts and issues was reached (CAM 14-122). Also 
see 10-210.5e for other elements required in this portion of the narrative. 

b. Exit Conference 
(1) If there were no findings, state the date held and name and title of the contrac

tor's designated representative(s) with whom the audit results were discussed as required 
by 4-304.3 and 10-210.5e.(1). 

(2) If there were findings, prepare the exit conference statement as follows: 
(a) In addition to the requirements in 10-606.7b.(1) above, summarize the 

major recommended price adjustments. 
(b) Include a summary of the contractor's reaction to the major recommended 

price adjustments and the date that the draft and notes explaining the findings were 
provided to the contractor. Note, however, that comments on offsets alleged by the 
contractor are part of an earlier portion of the report (see 10-606.5d.). When 
appropriate, state that the report includes the contractor's complete written reaction as 
an appendix. 

(c) In a brief auditor rejoinder following the summary of the contractor's 
reaction, discuss the validity of the contractor's reaction. 

(d) An example of a report paragraph with recommended price adjustments 
and contractor reaction is as follows: 

“We discussed the results of our examination with [identify the contractor 
representatives(s) by name and title] in an exit conference held on [date]. 
[Include a summary of the results.] In response to our findings, [include a 
summary of the contractor’s reaction to the results.] The complete text of the 
contractor’s reaction appears as Appendix [X]. [Include the auditor's rejoinder to 
the results; discuss the validity of the contractor’s reaction.]” 
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c. For apparent defective pricing cases with positive findings, request that the auditor 
be provided the opportunity to evaluate and comment on any data received after report 
issuance that pertains to report recommendations. Also request that the contracting 
office advise the audit office of the disposition of the audit recommendations (FAR 
15.407-1(d)). 

10-606.8 Contractor Organization and Systems 

Include information describing the contractor's accounting and estimating system 
internal controls that affect the scope and results of audit. Also provide a listing of all 
internal control deficiencies that were relevant to the contract under audit during its 
proposal and negotiation stages. Provide the status of the contractor's corrective action 
for these deficiencies. 

10-607 Appendixes (Postaward Reports) 

Use an appendix only for required supplementary or supporting information, as ex
plained in 10-213. The report body or an exhibit or schedule will refer to any appendix 
included as part of the report. 

10-607.1 Chronology of Significant Events 

Use this appendix to show the significant events concerning the postaward audit of 
certified cost or pricing data, including important dates for significant items reported in 
the exhibit to provide a clearer presentation. 

10-607.2 Contractor's Written Remarks 

If received, include as an appendix a copy of the contractor's written comments resulting 
from the exit conference (see 10-606.7). 
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10-6S1 Supplement --- Distribution (Postaward Reports) 

Army 

In those cases where the Army Contracting Command-Redstone is not the requesting 
office, distribute one additional copy of each report on apparent defective pricing on Army 
Contracting Command-Redstone prime contracts to: 

Army Contracting Command-Redstone
 
ATTN: CCAM-BMP
 
Redstone Arsenal, AL 35898
 

Air Force Materiel Command (AFMC) 

Distribute one additional copy of each report on apparent defective pricing on prime 
contracts issued by AFMC procurement offices to the related pricing function as fol
lows: 

Procurement Office 
Aeronautical Systems Center 
ATTN: ASC/PKFC 
Building 16 
2275 D Street, RM 119 
Wright-Patterson AFB, OH 
45433-7237 

Air Force Electronics Systems 
Center 
ATTN: PKF 
16 Englin Street, Building 1604 
Hanscom AFB, MA 01731-2107 

Munitions Systems Center 
ATTN: Pricing Office 
AAC/PKCF 
205 West D Avenue Suite 467 
Eglin AFB, FL 32542-5000 

Oklahoma City Air Logistics 
Center 
ATTN: Pricing Division 
OC-ALC/PKCF 
3001 Staff Dr., Suite 2AI79A 
Tinker AFB, OK 73145-3015 

Ogden Air Logistics Center 
ATTN: Pricing Division 
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OO-ALC/PKCF 
6038 Aspen Ave 
Bldg. 1289 Upstairs 
Hill AFB, UT 84056-5805 

Warner Robins Air Logistics 
Center 
ATTN: PKP 
235 Byron Street 
Robins AFB, GA 31098-1611 

Air Force Space Command (AFSPC) 

Distribute one additional copy of each report on apparent defective pricing on prime 
contracts issued by AF Space and Missile Systems Center to the related pricing function 
as follows: 

Space and Missile Systems Center 
483 N. Aviation Blvd 
Attn: SMC/PKF 
El Segundo, CA 90245-4692 

Defense Logistics Agency (DLA) 

Distribute one additional copy of apparent defective pricing reports for contracting 
actions issued by the Defense Supply Centers and other DLA contracting offices only (not 
DCMAs or DPROs) to the following address: 

HQ Defense Logistics Agency 
ATTN: DLA-J-73 
8725 John J. Kingman Rd. 
Fort Belvoir, VA 22060-6233 
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10-700 Section 7 --- Audit Reports on Termination Settlement Proposals 

10-701 Introduction (Termination Reports) 

a. This section provides guidance for preparing and distributing audit reports on 
contractors' termination settlement proposals. As used here, the term contractor includes 
subcontractor. Do not use the term offeror in audit reports related to termination 
settlements. 

b. These reports furnish termination contracting officers (TCOs) information and 
audit recommendations to assist them in negotiating termination settlements with 
contractors. For reports covering a subcontractor's termination settlement proposal to a 
higher-tier contractor, include a statement on the subcontractor's agreement or 
disagreement with the release of the report to the higher-tier contractor in the 
Restrictions section of the report cover sheet. 

c. A requestor may ask DCAA to evaluate limited portions of contractor termination 
settlement proposals by means of agreed-upon procedures. Agreed-upon procedures are 
appropriate when objective evaluation criteria exist and the auditor and requestor reach 
mutual agreement on the procedures to be applied. Guidance in 10-1000 should be 
followed, modified as necessary to conform to the requirements of termination reports. 
The auditor should ensure that: 

	 the acknowledgment indicates the parties have reached a clear understanding re
garding the terms of the engagement in advance of initiation of the fieldwork 
(see 4-104); 

 the report does not refer to the engagement as an “audit”;
 
 the report disclaims an opinion; and
 
 the restrictions are appropriate for agreed-upon procedures (see 10-1008).
 

10-702 Report Format and Contents (Termination Reports) 

a. Prepare the report using the format given in 10-200. Address the report to the 
TCO assigned responsibility for settlement of the prime contract or to the DCAA office 
which requested an assist audit on the subcontract termination. Include all pertinent 
information needed by the TCO to negotiate an equitable settlement. 

b. The report will consist of a cover sheet, narrative section including exhibits and 
schedules, assembled as follows: 

Cover Sheet (10-205) 
Report Narrative (10-210) 

Subject of Audit (10-703)
 
Executive Summary (10-704)
 
Scope of Audit (10-705)
 

Qualifications (10-210.4) 
Results of Audit (10-706)
 

Opinion (10-706.1)
 
Exhibits and Schedules (10-706.2)
 
Additional Remarks (10-706.5)
 

Contractor Organization and Systems (10-707)
 
DCAA Personnel and Report Authorization (10-211)
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Report Distribution (10-708) 
Appendixes (10-308) 

Comments on Profit (or Fee)
 
Fixed Price Contracts (12-307)
 
Cost-Type Contracts (12-403)
 

Assist Audit Reports 
Government Technical Reports 

10-703 Subject of Audit (Termination Reports) 

a. This part of the narrative will refer to the audit request, state the settlement pro
posal amount and whether it was submitted on the inventory or total cost basis. Also 
give summary information on the contract item, amount, and the status of completion 
when terminated if needed to understand the audit results. 

b. Mention any aspects of the proposal emphasized during the audit at the express 
request of the contracting officer (12-202.d.). Include a statement that the submission is 
the responsibility of the contractor and that the auditor's responsibility is to express an 
opinion based on the audit or report our conclusions based on our evaluation (see 10
210.1b.(1)). Add other appropriate information as necessary. 

10-704 Executive Summary (Termination Reports) 

Develop an appropriate executive summary using the guidelines provided in 10
210.2 and 10-304.2. 

10-705 Scope of Audit (Termination Reports) 

a. Develop an appropriate scope of audit statement using the guidelines provided in 
10-304.3. This statement will also include the applicable criteria of FAR Part 49. Place 
the scope statement as a separate paragraph after comments made about the purpose. 
Also describe the impact of the current assessment of control risk on the audit scope 
(10-210.3f). Include a statement that the termination settlement proposal costs were 
evaluated using the applicable requirements contained in: 

 Federal Acquisition Regulation (FAR), including Part 49, Termination of Con
tracts;
 

 [Agency’s Supplement to the FAR, as appropriate],
 
 [Cost Accounting Standards (CAS), if applicable]; and
 
 Contract Terms.
 
b. Qualifications. Identify any circumstances that adversely affect the audit, or its 

results, per 10-210.4. For example, if the auditor requested the Government technical 
evaluation or inventory verification reports and these reports were not provided, this 
section of the audit report would include an explanation of the affect on the audit scope 
and results of not receiving this information. 
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10-706 Results of Audit (Termination Reports) 

Follow the guidance in 10-210.5 and 10-304.5 when preparing this part of the report. 
However, modify the language to fit the circumstances of a termination settlement 
proposal. For example, add a reference to FAR Part 49 (contains the criteria for 
terminating contracts). If the terminated contract is CAS-covered, modify the reference 
to Public Law 91-379 as necessary to conform with the exceptions noted in 12-104. 
Generally, a reference to “the practices required by applicable Cost Accounting 
Standards” will suffice. 

10-706.1 Audit Opinion - Termination 

Begin the Results of Audit section with the opinion paragraph. Follow the guidelines 
in 10-304.6. 

10-706.2 Exhibits and Schedules 

a. The Results of Audit section of the report should contain all exhibits and 
supporting schedules required for a clear and complete presentation of the audit results. 

b. Follow the guidelines in 10-210.6 for preparing explanatory notes. Furnish the TCO 
enough information so he or she can clearly understand the basis of the amount proposed, the 
scope of the evaluation, and the recommendations for each cost element. Show the contrac
tor's reaction to the recommendations, particularly for questioned costs. 

c. Show the results of audit in exhibits and schedules using columns labeled “Questioned 
Costs” and “Unresolved Costs.” Do not use the category “unsupported costs” and do not use 
a column for accepted costs. Where several items were improperly classified in the contrac
tor's settlement proposal (e.g., an item proposed as “other cost” which is more properly an 
element of settlement expense), insert a reclassification column in the exhibit. 

10-706.3 Questioned Costs 

The criteria and guidance in 10-304.8b. for questioned costs also applies to termination 
settlement proposal evaluations. Comments such as “not necessary or incident to contract 
performance” or “excessive to contract requirements” require further explanation to ade
quately support a questioned cost. 

10-706.4 Unresolved Costs 

10-304.8d. states the criteria for this category. Due to the nature of termination ac
tion, this category may include items on which the auditor cannot reach a definitive 
conclusion. This is because it may be some time before the contractor's net cost or lia
bility is firmly established (see 12-313). Examples of these items are severance or dis
missal pay and the cost of unexpired leases. FAR 49.109-2 requires the TCO to include 
an appropriate reservation in the settlement agreement for any items still unresolved at 
settlement. 
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10-706.5 Additional Remarks 

Conclude the Results of Audit section of the report narrative with the following ad
ditional remarks, as appropriate: 

a. Exit Conference (also see 10-210.5e.(1) and (2)) 
(1) State the date held and the name and title of the contractor's designated repre

sentative with whom the factual matters were discussed (see 4-304). See 12-507 for 
guidance concerning what information can be disclosed to the contractor. 

(2) Include the contractor's reaction to factual differences and the major areas of 
difference likely to be pursued at negotiations. The summary might read as follows: 

"We discussed the factual results of [audit or procedures, etc.] with [identify the 
contractor representative(s) by name and title] in an exit conference held on 
[date]. We did not provide the dollar impact of our findings. [Include a summary 
of the contractor’s reaction, and the major areas likely to be pursued at negotia
tions, if any.] [If there was no reaction, the following is an example of a state
ment that is permissible to include but not required.] [Identify contractor repre
sentative] reserved comment pending discussions with the Termination 
Contracting Officer.” 

b. Other Additional Remarks
 
Follow the guidelines provided in 10-210.5e. to prepare other additional remarks.
 

10-707 Contractor Organization and Systems (Termination Reports) 

Include relevant information, which impacts the scope and the results of the termina
tion audit. Tailor it to the contractor's size and where possible reference previous re
ports. Follow the guidelines in 10-210.7. 

10-708 Distribution (Termination Reports) 

a. Send the audit report on a prime contract termination settlement proposal to the 
TCO. When applicable copy the onsite financial liaison advisor office servicing the 
TCO (refer to the FLA Locator on the DCAA Intranet site). 

b. Address assist audit reports on subcontract settlement proposals to the auditor who 
made the request. On receipt, the requesting auditor will provide a copy of the report to 
the TCO. 
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10-800 Section 8 --- Audit Reports on Cost Accounting Standards Matters 

10-801 Introduction (CAS Reports) 

a. This section provides guidance for preparing and distributing audit reports related to 
Cost Accounting Standards (CAS). These reports furnish administrative contracting offic
ers with information and audit recommendations to assist them in making CAS determina
tions. 

b. Generally Accepted Government Auditing Standards have incorporated Statements 
on Standards for Attestation Engagements (SSAE) in guidance covering fieldwork and 
reporting on attestations (see 2-100). Attestation standards (AT chapter 6) prohibit a re
view of an entity's compliance with laws or regulations. Accordingly, CAS evaluations 
must be performed and reported upon as an examination (as opposed to a review) under 
the Attestation Standards, with the objective of expressing an opinion on whether the enti
ty has complied with applicable CAS Board rules, regulations, and standards. 

10-802 Nature of Reports (CAS Reports) 

There are six basic types of CAS related reports. They are: 
(1) reports on the adequacy of initial disclosure statements, 
(2) reports on the compliance of initial disclosure statements, 
(3) reports concerning adequacy and compliance of disclosure statement revisions, 
(4) reports on CAS compliance audits, 
(5) reports on CAS noncompliances, and 
(6) reports on cost impact proposals. 

Except for reports on noncompliances and CAS compliance audits, CAS reports are usual
ly prepared in response to an audit request received from the cognizant Federal agency 
official (CFAO). The CFAO is the contracting officer assigned by the cognizant Federal 
agency to administer CAS. Within DoD, the CFAO is the cognizant administrative con
tracting officer (ACO). 

10-803 Report Format and Content (CAS Reports) 

a. Prepare the report following the guidance in 10-200, supplemented by this section. 
Address the reports to the CFAO. They should contain sufficient information for the 
CFAO to determine, as appropriate: 

(1) disclosure statement adequacy or inadequacy, 
(2) noncompliance of the disclosure statement with CAS or FAR, 
(3) CAS noncompliance during contract performance or proposal submission, and 
(4) any necessary contract price adjustments. 

The report formats included in this section are intended to reduce report writing effort and 
increase uniformity in report presentation among FAOs. 

b. Assemble reports on CAS matters as follows:
 
Cover Sheet (10-205)
 
Report Narrative (10-210)
 

Subject of Audit (10-210.1)
 
Executive Summary (10-210.2)
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Scope of Audit (10-210.3) 
Qualifications (10-210.4)
 

Statement of Changes (10-806.5)
 
Results of Audit (10-210.5)
 

Opinion/Disclaimer (10-804.5b.)
 
Exhibits and Schedules, as appropriate
 
Statement of Conditions and Recommendations (10-804.5c)
 
Cost Impact (10-809)
 
Additional Remarks (10-804.5d)
 

Contractor Organization and Systems (10-804.6)
 
DCAA Personnel and Report Authorization (10-211)
 
Report Distribution (10-212)
 
Appendixes (as necessary)
 

c. Refer to the guidance provided in 10-206 for general requirements for the report 
restrictions to be included on the cover sheet. The format and content for each of the six 
basic types of CAS related reports are discussed in the following paragraphs. 

10-804 Audit Reports on Adequacy of Initial Disclosure Statement (Disclosure 
Statement Reports) 

These reports are intended to inform the CFAO whether the contractor's initial sub
mission of its disclosure statement adequately describes the contractor's cost accounting 
system. The title of this type of report should be “Independent Report on Adequacy of 
Initial Disclosure Statement Dated [date]” (cover sheet). 

10-804.1 Subject of Audit 

Include the following statements in this paragraph: 

“In response to your (request date) request, Case No. (Reference Number), [omit if 
the audit was not requested by the Cognizant Federal Agency Official (CFAO) and 
begin with We] we examined [Contractor Name (Contractor Acronym)]’s disclosure 
statement, dated (date). By submitting a CAS disclosure statement, [entity name 
(short name)] asserts that its disclosed cost accounting practices adequately describe 
the practices used to estimate, accumulate, and report costs incurred or to be incurred 
on Government contracts covered by 48 C.F.R. Chapter 99. The purpose of our ex
amination was to evaluate whether the disclosure statement adequately describes the 
cost accounting practices which the contractor proposes to use in the performance of 
Government contracts covered by 48 C.F.R. Chapter 99. 

The disclosure statement and related data are the responsibility of the contrac
tor. Our responsibility is to express an opinion on the adequacy of the disclosure 
statement based on our examination.” 
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10-804.2 Executive Summary 

Develop an appropriate Executive Summary using the guidelines provided in 10
210.2. 

10-804.3 Scope of Audit 

a. Include the following scope statement in this paragraph: 

“We conducted our examination in accordance with generally accepted 
government auditing standards. Those standards require that we plan and perform 
the examination to obtain reasonable assurance about whether the contractor’s 
disclosure statement adequately describes its cost accounting practices. An 
examination includes: 
 obtaining an understanding of the contractor's internal controls, assessing control 

risk, and determining the extent of audit testing needed based on the control risk 
assessment; 

 examining, on a test basis, evidence supporting the adequacy of the disclosure 
statement; and 

 evaluating the overall disclosure statement presentation. 

We evaluated the subject disclosure statement using the applicable requirements
 
contained in the:
 
 Federal Acquisition Regulation (FAR); and
 
 CAS Board rules, regulations and standards.”
 

b. The next paragraph in the Scope section should describe the impact of the current 
assessment of control risk (e.g., Environment and Overall Accounting Controls) on the audit 
scope (see 10-210.3.f). As required by the AICPA Statement on Standards for Attestation 
Engagements (SSAE) AT 601.57g, end the Scope section with the following statement: 

“Our examination does not provide a legal determination on [short name's] 
compliance with the specified requirements.” 

10-804.4 Qualifications 

Separately identify and describe any special circumstances or conditions adversely affect
ing the audit or its result as discussed in 10-210.4. 

10-804.5 Results of Audit 

a. Opinion. This section of the report presents an opinion regarding the adequacy of the 
disclosure statement. Examples of optional statements are provided below: 

(1) “In our opinion, [except for the (describe the qualification and the potential 
impact on the results),] the subject disclosure statement adequately describes the 
contractor's cost accounting practices.” 
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(2) “In our opinion, [except for the (describe the qualification and the potential 
impact on the results),] the subject disclosure statement, amended by pages dat
ed , adequately describes the contractor's cost accounting practices.” 

(3) “In our opinion, the subject disclosure statement does not adequately describe the 
contractor's cost accounting practices. Accordingly, we recommend the contractor be 
requested to submit a revised disclosure statement.” 

b. Disclaimer. The section will also include the following report disclaimer: 

“This examination was limited to evaluating the adequacy of accounting practice 
descriptions in the subject disclosure statement. Accordingly, we express no opin
ion on whether the disclosed practices are proper, approved, or agreed to for pric
ing proposals, accumulating costs, or reporting contract performance data.” 

c. Statement of Conditions and Recommendations. When the disclosure statement is 
considered inadequate, use this paragraph to present the statement shown below: 

“We identified the following inadequacies in the contractor's disclosure state
ment:” 

Each inadequacy should then be described using the following format: 
(1) Condition. Identify the disclosure statement item number and explain suffi

ciently to permit a thorough understanding of the problem. 
(2) Recommendation. Include a recommendation for corrective action. 
(3) Contractor’s Reaction. Include the contractor’s reaction about the condition 

and recommendation. 
(4) Auditor’s Response. Provide appropriate comments if the contractor disagrees 

with the auditor’s conclusions. 
d. Additional Remarks. Provide concluding remarks at the end of the Results of 

Audit section, as discussed in 10-210.5e. Provide a summary of the exit conference. The 
summary may read as follows: 

“We discussed the results of our examination with [identify the contractor 
representative(s) by name and title] in an exit conference held on [date]. [If there 
were adverse findings] In response to our findings, [provide the contractor’s 
reaction, if any.] [If there was no reaction, the following is an example of a 
statement that is permissible but not required. (Identify the contractor 
representative) reserved comment pending discussions with the cognizant Federal 
agency official.]” 

10-804.6 Contractor Organization and Systems 

Use this section to provide supplementary information on the contractor's operations 
and systems necessary for a better understanding of the circumstances surrounding any 
reported condition and the auditor’s recommendation. Refer to 10-210.7 for general guid
ance on preparing this section. 
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10-804.7 Report Distribution - Adequacy 

Refer to the guidance provided in 10-810 for report distribution. 

10-805 Audit Reports on Compliance of Initial Disclosure Statement (Disclosure 
Statement Reports) 

These reports are intended to inform the CFAO whether the accounting practices 
disclosed in the contractor’s initial submission of its disclosure statement comply with 
CAS and FAR Part 31. The title of this type of report should be “Independent Audit of 
[Contractor’s Name] Compliance of Initial Disclosure Statement Dated (date)” (cover 
sheet). 

10-805.1 Subject of Audit 

Include the following statements in this paragraph: 

“In response to your (request date) request, Case No. (Reference Number), [omit if 
the audit was not requested by the Cognizant Federal Agency Official (CFAO) and 
begin with We] we examined [Contractor Name (Contractor Acronym)]’s disclosure 
statement, dated (date). By submitting its CAS disclosure statement, [contractor’s 
name] asserts that the disclosure statement adequately describes its cost accounting 
practices, and the disclosed practices comply with Cost Accounting Standards Board 
rules, regulations, and standards contained in 48 C.F.R. Chapter 99. The purpose of 
our examination was to determine whether the disclosed practices described in [con
tractor name]’s disclosure statement dated [date] comply with applicable Cost Ac
counting Standards and FAR Part 31. 

The contractor is responsible for the disclosure statement and compliance of the 
disclosed accounting practices with applicable Cost Accounting Standards and FAR 
Part 31. Our responsibility is to express an opinion on whether the disclosed ac
counting practices comply with those requirements based on our examination.” 

10-805.2 Executive Summary 

Develop an appropriate Executive Summary using the guidelines provided in 10
210.2. 

10-805.3 Scope of Audit 

a. Include the following scope statement in this paragraph: 

“We conducted our examination in accordance with generally accepted government 
auditing standards. Those standards require that we plan and perform the examina
tion to obtain reasonable assurance about whether the contractor has complied with 
the requirements referred to above. An examination includes: 
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	 obtaining an understanding of the contractor’s internal controls, assessing con
trol risk, and determining the extent of audit testing needed based on the control 
risk assessment; 

 examining, on a test basis, evidence relating to the descriptions of the proposed 
cost accounting practices; and 

 assessing whether the described practices comply with applicable requirements. 

We evaluated the contractor’s disclosure statement using applicable requirements
 
contained in the:
 
 Federal Acquisition Regulation (FAR); and
 
 CAS Board rules, regulations and standards.”
 

b. The next paragraph in the Scope section should describe the impact of the current 
assessment of control risk (e.g., Environment and Overall Accounting Controls) on the 
audit scope (see 10-210.3f). As required by the AICPA Statement on Standards for Attes
tation Engagements (SSAE), AT 601.57g, end the Scope section with the following state
ment: 

“Our examination does not provide a legal determination on [short name’s] compli
ance with the specified requirements.” 

10-805.4 Qualifications 

Separately identify and describe any special circumstances or conditions adversely 
affecting the audit or its result as discussed in 10-210.4. 

10-805.5 Results of Audit 

Begin this section with an opinion statement on the compliance of the described prac
tices. Examples of optional statements are provided below: 

(1) The disclosed practices, as described, are compliant. 

“In our opinion, [except for the (describe the qualification and the potential im
pact on the results),] the disclosed cost accounting practices comply with applica
ble Cost Accounting Standards, and FAR Part 31. We have not tested the actual 
practices for compliance with FAR and CAS, and accordingly, we express no 
opinion on the contractor’s actual compliance with the regulations.” 

(2) The disclosed practices, as described, are noncompliant. 

“In our opinion, certain of the contractor’s disclosed practices are in noncompli
ance with [48 CFR 9904.4XX and/or specific FAR Part 31 reference]. The details 
of the noncompliance(s) have been reported separately in audit report number [in
sert report number].” 

(3) The disclosed practices are compliant with CAS and FAR Part 31. Although 
the audit scope is limited to compliance of the disclosed practices with CAS and FAR 
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Part 31, DCAA may be aware through other audit work that an actual practice is non
compliant with the disclosed practice. In this case, the following language should be 
used. 

“In our opinion, [except for the (describe the qualification and the potential im
pact on the results),] the contractor’s cost accounting practices, as described, 
comply with applicable Cost Accounting Standards and FAR Part 31. Although 
the audit scope is limited to compliance of the disclosed practices with CAS and 
FAR Part 31, we are aware that the contractor’s actual cost accounting practices 
[identify area of noncompliance] are not consistent with disclosed practices and 
are in noncompliance with [identify 48 CFR 9904.4XX or FAR requirement violat
ed]. Details of the noncompliance(s) have been reported separately in [insert re
port number].” 

10-805.6 Contractor Organization and Systems 

Use this section to provide supplementary information on the contractor’s operations 
and systems necessary for a better understanding of the circumstances surrounding any 
reported condition and the auditor’s recommendation. Refer to 10-210.7 for general 
guidance on preparing this section. 

10-805.7 Report Distribution – Compliance 

Refer to the guidance provided in 10-810 for report distribution. 

10-806 Audit Reports on Concurrent Adequacy and Compliance Audits of Revised 
Disclosure Statements (Concurrent CAS Reports) 

Use the report format described below for reporting on accounting practice changes 
where a disclosure statement revision was submitted. 

10-806.1 Subject of Audit 

An example of a statement applicable to a disclosure statement revision is provided 
below: 

“In response to your (date) request, Case No. , (reference no.) [omit if audit was 
not requested by the Cognizant Federal Agency Official (CFAO) and begin with We] 
we examined the (Contractor name)’s revised disclosure statement dated (date). 
By submitting its revised CAS disclosure statement, [contractor’s name] asserts 
that the disclosure statement adequately describes its cost accounting practices, 
and the disclosed practices comply with Cost Accounting Standards Board rules, 
regulations, and standards contained in 48 C.F.R. Chapter 99. The purpose of our 
examination was to determine whether (Contractor name)’s revised disclosure 
statement (date) adequately describes the cost accounting practices that the con
tractor proposes to use in performing Government contracts covered by 48 C.F.R. 
Chapter 99, and whether the revised practices comply with applicable Cost Ac
counting Standards and FAR Part 31. [If the audit included the steps to test com-
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pliance with actual practices, add] We also evaluated the consistency of the re
vised cost accounting practices with actual practices.” 

“The contractor is responsible for the disclosure statement and compliance of 
the disclosed accounting practices with applicable Cost Accounting Standards and 
FAR Part 31. Our responsibility is to express an opinion on the adequacy of the 
disclosure statement and whether the disclosed accounting practices comply with 
those requirements based on our examination.” 

10-806.2 Executive Summary 

Develop an appropriate Executive Summary using the guidelines provided in 10-210.2. 

10-806.3 Scope of Audit 

a. Insert the following paragraph in both contracting officer requested and self-initiated 
audits: 

“Except for the qualifications discussed below, [omit if the report is not rendering a 
qualified opinion and there is no “Qualifications” section within the “Scope” para
graph], we conducted our examination in accordance with generally accepted gov
ernment auditing standards. Those standards require that we plan and perform the 
examination to obtain reasonable assurance about whether the contractor has com
plied with the requirements referred to above. An examination includes: 
 obtaining an understanding of the contractor's internal controls, assessing control 

risk, and determining the extent of audit testing needed based on the control risk 
assessment; 

 examining, on a test basis, evidence relating to the descriptions of the proposed 
cost accounting practices; 

	 assessing the descriptions of the revised cost accounting practices proposed and 
determining whether they describe practices which, when implemented, should 
be compliant with applicable requirements; and 

	 evaluating the overall disclosure statement presentation.
 

We evaluated the contractor’s revised disclosure statement using applicable re
quirements contained in the:
 
 Federal Acquisition Regulation (FAR); and
 
 CAS Board rules, regulations and standards.”
 

b. The next paragraph in the scope section should describe the impact of the current 
assessment of control risk (e.g.,Environment and Overall Accounting Controls) on the 
examination scope (see 10-210.3f). As required by the AICPA Statement on Standards for 
Attestation Engagements (SSAE), AT 601.57g, end the Scope section with the following 
statement: 

"Our examination does not provide a legal determination on [short name's] 
compliance with the specified requirements." 
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10-806.4 Qualifications 

Separately identify and describe any special circumstances or conditions adversely 
affecting the audit or its result as discussed in 10-210.4. 

10-806.5 Statement of Changes 

a. Use this paragraph to state the change, along with the effective date of the change, 
on which the revision to the contractor's disclosure statement is based. For example, the 
paragraph may read: 

“The subject disclosure statement revision reflects the following change to the con-
tractor's accounting practices (or operations, organization, etc.), and is effective on 
[date] (or on the dates noted below).” 

b. The paragraph should also contain an appropriate reference to the procedures pre
scribed in the FAR clause for disclosure statement revisions. Examples of statements are 
provided below: 

(1) “The change(s) results from implementing a new Cost Accounting Standard and 
is therefore subject to negotiation with the CFAO for an equitable adjustment under FAR 
52.230-2(a)(4)(i).” 

(2) “The unilateral change(s) has not been agreed to by the contracting parties. 
Terms and conditions are therefore subject to negotiation with the CFAO under FAR 
52.230-2(a)(4)(ii).” 

(3) “The desirable change(s) agreed to by the contracting parties is subject to ne
gotiation with the CFAO for an equitable adjustment under FAR 52.230-2(a)(4)(iii).” 

(4) “The change(s) results from the contractor's agreement with, and correction of, 
a previously determined noncompliant condition, and is, therefore, subject to Govern
ment recovery of increased costs in the aggregate together with interest under FAR 
52.230-2(a)(5).” 

10-806.6 Results of Audit 

a. Opinion. This paragraph presents an opinion on the adequacy and compliance of the 
disclosure statement revision. Examples of optional statements are provided below: 

(1) The description is adequate and the disclosed practices are compliant. 

“In our opinion, [except for the (describe the qualification and the potential impact 
on the results),] the subject revision adequately describes the contractor's revised 
cost accounting practices. The practices, as described, comply with applicable Cost 
Accounting Standards, and FAR Part 31. The revision is effective as of [date]. Be
cause the contractor has not implemented the revised practices, as of [date fieldwork 
completed], we have had no opportunity to observe whether the contractor complies 
with the revised practices, and accordingly we express no opinion on the contrac
tor’s compliance with the revised practices.” 
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[If the examination included steps to test compliance with actual practices.] 

“In our opinion, [except for the (describe the qualification and the potential impact 
on the results),] the subject revision adequately describes the contractor's revised 
cost accounting practices. The practices, as described, comply with applicable Cost 
Accounting Standards and FAR Part 31 and are consistent with the contractor’s ac
tual practices.” 

(2) The description is inadequate and DCAA has not evaluated its compliance. 

“In our opinion the subject disclosure statement revision does not adequately de
scribe the contractor's revised cost accounting practices. Accordingly, we recom
mend the contractor be requested to submit a revised disclosure statement. 

Because of the significant inadequacies, we were unable to evaluate the disclosure 
statement revision for compliance with applicable Cost Accounting Standards and 
FAR Part 31. Accordingly, we express no opinion on the compliance with CAS and 
FAR Part 31.” 

(3) The description is adequate but one or more disclosed practices are noncompli
ant. 

“In our opinion, [except for the (describe the qualification and the potential impact 
on the results),] the subject revision adequately describes the contractor's revised 
cost accounting practices. However, during our examination we identified certain of 
the contractor's disclosed practices which, we believe are in noncompliance with [48 
CFR 9904.4XX and/or specific FAR Part 31 reference]. The details of the noncom
pliance(s) have been reported separately in audit report number [insert report num
ber].” 

(4) The description is inadequate and the adequately disclosed portion contains non
compliant practices. 

“In our opinion, the subject disclosure statement revision (amendment) does not ad
equately describe the contractor's revised cost accounting practices. Accordingly, we 
recommend the contractor be requested to submit a revised disclosure statement. Al
so, during our examination we identified certain of the contractor's revised practices 
which, we believe are in noncompliance with [48 CFR 9904.4XX and/or specific 
FAR Part 31 reference]. The details of the noncompliance(s) have been reported 
separately in audit report number [insert report number].” 

(5) The description is adequate and the disclosed practices are compliant, but DCAA 
has noted that the contractor's actual practices are noncompliant. 

“In our opinion, [except for the (describe the qualification and the potential impact 
on the results),] the subject revision adequately describes the contractor's revised 
cost accounting practices. The practices, as described, comply with applicable Cost 
Accounting Standards and FAR Part 31. However, during our examination we noted 
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that the contractor's actual cost accounting practices [identify area of noncompli
ance] are not consistent with disclosed practices and are in noncompliance with 
[identify 48 CFR 9904.4XX or FAR requirement violated]. Details of the noncompli
ance(s) have been reported separately in [insert report number].” 

b. Statement of Conditions and Recommendations. This paragraph, applicable when
ever inadequacies were found, should begin with the following statement. 

“We identified the following inadequacies in the contractor's revised disclosure 
statement:” 

List each inadequacy separately with the type of information cited in 10-804.5c. 

c. Cost Impact. The paragraph should contain an estimate of the cost impact, if availa
ble, and a reminder to the CFAO to obtain a cost impact statement when the cost impact is 
material (FAR 30-602), using the appropriate statements shown below. 

If the contractor proposed (and the Statement of Changes identified) one or more unilat
eral, desirable, and/or required cost accounting practice changes: 

“In accordance with FAR 52.230-6(c), when requested by the CFAO, the contractor 
is responsible for submitting either a general dollar magnitude (GDM) proposal or a 
detailed cost-impact (DCI) proposal and for engaging in negotiations of adjustments 
resulting from the [unilateral, desirable, and/or required] change(s) to disclosed ac
counting practices. A GDM proposal should be prepared in accordance with the re
quirements of FAR 52.230-6(d) and (f), and a DCI proposal should be prepared in 
accordance with the requirements of FAR 52.230-6(e) and (f).” 

If the contractor proposed (and the Statement of Changes identified) one or more changes
necessary to correct a noncompliance with an applicable CAS: 

“In accordance with FAR 52.230-6(c), when requested by the CFAO, the contractor 
is responsible for submitting either a general dollar magnitude (GDM) proposal or a 
detailed cost-impact (DCI) proposal and for engaging in negotiations of adjustments 
resulting from changes necessary to correct a failure to comply with an applicable 
CAS. A GDM proposal should be prepared in accordance with the requirements of 
FAR 52.230-6(g) and (i), and a DCI proposal should be prepared in accordance with 
the requirements of FAR 52.230-6(h) and (i).” 

End the paragraph with the estimate(s) of the cost impact(s). 

“It is not practical to estimate the magnitude of the total cost impact for the 
change(s) in the revision prior to your obtaining the GDM or DCI proposal from the 
contractor. However, in the way of a partial estimate. . . . (Include an estimate of the 
cost impact of each change or delete the last sentence if the auditor is unable to pro
vide a partial estimate and instead explain why an estimate could not be provided.)” 
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When there is increased cost to the Government because of a unilateral change that is sub
ject to the provisions of FAR 52.230-2(a)(4)(ii), the following should be included: 

“Any agreement which would result in net increased cost to the Government caused 
by the contractor’s unilateral cost accounting practice change would be contrary to 
the provisions of FAR 52.230-2(a)(4)(ii).” 

d. Additional Remarks. Provide concluding remarks at the end of the Results of Audit 
section, as discussed in 10-210.5e. Provide a summary of the exit conference. The sum
mary may read as follows: 

“We discussed the results of our examination with [identify the contractor repre
sentative(s) by name and title] in an exit conference held on [date]. [If there were 
adverse findings] In response to our findings, [provide the contractor’s reaction, if 
any.] [If there was no reaction, the following is an example of a statement that is 
permissible but not required. [Identify the contractor representative] reserved com
ment pending discussions with the cognizant Federal agency official.]” 

10-806.7 Contractor Organization and Systems 

Use this section to provide supplementary information on the contractor's operations 
and systems necessary for a better understanding of the circumstances surrounding any 
reported disclosure statement inadequacy or instance of noncompliance and the auditor's 
recommendation. Refer to 10-210.7 for general guidance on preparing this section. 

10-806.8 Report Distribution - Concurrent 

Refer to the guidance provided in 10-810 for report distribution. 

10-807 Audit Reports on Compliance with CAS (CAS Compliance Reports) 

Use this report format when no instances of noncompliances are found during CAS 
compliance audits. If noncompliances are found, issue a memo to the file and close this 
assignment (194XX). Noncompliance(s) should be reported under the 19200 assignment 
code, following the noncompliance report format (see 10-808). 

10-807.1 Subject of Audit 

This section identifies the contractor’s responsibility regarding CAS compliance. It 
also identifies the purpose of the audit and the period covered by the audit. Generally, a 
contractor’s cost accounting practices related to each standard should be audited compre
hensively as a single audit assignment. A limited scope audit should be performed only 
when it is not practical to audit all of the accounting practices related to the standard at 
once (e.g., too many significant pools to audit). If the audit was limited to a certain area(s) 
of the contractor’s cost accounting practices (e.g., 3 indirect pools audited from 7 signifi
cant pools maintained by the contractor), this section should clearly identify the limited 
areas audited. The subject of audit paragraph may read: 
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“We examined [entity name (short name)]’s compliance with the requirements of the 
Cost Accounting Standards (CAS) contained in 48 CFR 9904.4XX [insert number 
and title of standard(s)]. The purpose of our examination was to determine if the 
contractor complied with the requirements of 48 CFR 9904.4XX [insert number] and 
any applicable FAR Part 31 requirements, [if applicable, include “in accounting for 
(identify the specific area(s) audited)”] during Contractor Fiscal Year (CFY) [insert 
CFY covered by the audit]. The contractor is responsible for compliance with the re
quirements of this standard. Our responsibility is to express an opinion on compliance 
with those requirements based on our examination.” 

10-807.2 Scope of Audit 

a. Include the following scope statement in this paragraph: 

“[If applicable, include, “We limited our audit to an examination of the contractor’s 
cost accounting practices related to [identify specific area(s) examined.]”] We con
ducted our examination in accordance with generally accepted government auditing 
standards. Those standards require that we plan and perform the examination to obtain 
reasonable assurance that the contractor's accounting practices comply with the re
quirements referred to above. An examination includes: 
 obtaining an understanding of the contractor's internal controls, assessing control 

risk, and determining the extent of audit testing needed based on the control risk 
assessment; 

 examining, on a test basis, evidence supporting the cost accounting practices; 
and 

 assessing the actual cost accounting practices and compliance of those practices 
with disclosed cost accounting practices and applicable requirements. 

 
We evaluated the contractor’s cost accounting practices using the applicable require
ments contained in the:
 
 Federal Acquisition Regulation (FAR); and
 
 CAS Board rules, regulations and standards.”
 

b. The next paragraph in the Scope section should describe the impact of the current as
sessment of control risk (e.g.,Environment and Overall Accounting Controls) on the audit 
scope (see 10-210.3f). As required by the AICPA Statement on Standards for Attestation 
Engagements (SSAE), AT 601.55g, end the Scope section with the following statement: 

“Our examination does not provide a legal determination on [short name’s] compli
ance with the specified requirements.” 

10-807.3 Qualifications 

Separately identify and describe any special circumstances or conditions adversely affect
ing the audit or its result as discussed in 10-210.4. 
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10-807.4 Results of Audit 

a. Include the following opinion in this paragraph: 

“In our opinion, [except for the (describe the qualification and the potential impact on 
the results),] [contractor name] complied, in all material respects, with the require
ments of Cost Accounting Standard(s) [number(s) and title(s) of standard(s)] [if appli
cable, include “in accounting for [identify the specific area(s) examined]”] during 
CFY [insert the CFY covered by the audit].” 

b. Additional Remarks. Provide concluding remarks at the end of the Results of Audit 
section, as discussed in 10-210.5e. Provide a summary of the exit conference. The summary 
may read as follows: 

“We discussed the results of our examination with [identify the contractor representa
tive(s) by name and title] in an exit conference held on [date].” 

10-807.5 Contractor Organization and System 

Use this section to provide supplemental information on the contractor’s operations and 
systems necessary for a better understanding of the circumstances surrounding the auditor’s 
recommendation. Refer to 10-210.7 for general guidance on preparing this section. 

10-807.6 Report Distribution - Compliance 

Refer to the guidance provided in 10-810 for report distribution. 

10-808 Audit Reports on Noncompliance with Disclosed or Established Practices, CAS, 
or FAR (Noncompliance Reports) 

Each instance of noncompliance should be reported separately regardless of the assign
ment under which it was found, unless the noncompliances pertain to a single standard, or 
involve multiple standards but the noncompliances are inseparable. Use a 19200 assignment 
to report and resolve the noncompliance, regardless of the circumstances under which the 
noncompliance was found (see 8-302.7c.). 

10-808.1 Subject of Audit 

Examples of statements applicable to noncompliance reports are provided below: 
a. The following is an example of a paragraph to use when a noncompliance is found dur

ing an audit of the disclosure statement: 

“We examined [Contractor Name (Contractor Acronym)]’s disclosure statement, 
dated (date). By submitting a CAS disclosure statement, [entity name (short name)] 
asserts that its disclosed cost accounting practices used to estimate, accumulate, and 
report costs incurred or to be incurred on Government contracts comply with the CAS 
Board rules, regulations, and standards appearing in 48 C.F.R. Chapter 99. We exam
ined the disclosure statement to evaluate whether the disclosed cost accounting prac-
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tices comply with the CAS Board rules, regulations, and standards. We also examined 
the disclosed practices to evaluate whether they comply with applicable FAR Part 31 
requirements. The contractor is responsible for compliance with CAS and FAR re
quirements. Our responsibility is to express an opinion on compliance based on our 
examination.” 

b. The following is an example of a paragraph to use when a noncompliance is found 
during contract performance and the noncompliance is found during a CAS compliance au
dit: 

“We have examined [entity name (short name)]’s compliance with the requirements of 
the Cost Accounting Standards (CAS). The purpose of the examination was to deter
mine if the contractor has complied with the requirements of [48 CFR 9904.4XX and 
any applicable FAR Part 31 requirements] [if applicable, include “in accounting for 
(identify specific area(s) audited)”] during Contractor Fiscal Year (CFY) [insert CFY 
covered by the audit]. The contractor is responsible for compliance with the CAS and 
FAR requirements. Our responsibility is to express an opinion on compliance based on 
our examination.” 

c. The following is an example of a paragraph to use when the noncompliance is found 
during contract performance and the noncompliance is found during an audit other than a 
CAS compliance audit. 

“Our continuous examination of the contractor's cost accounting practices during per
formance of contracts includes evaluating whether the contractor has complied with 
the CAS Board rules, regulations, and standards, and any applicable FAR Part 31 re
quirements. The contractor is responsible for compliance with those requirements. Our 
responsibility is to express an opinion on compliance based on our examination.” 

d. The following is an example of a paragraph to use when the noncompliance is 
found during a proposal evaluation: 

“Our examination of the contractor's cost accounting practices during proposal 
evaluations includes evaluating whether the contractor has complied with the CAS 
Board rules, regulations, and standards, and FAR Part 31. The contractor is re
sponsible for compliance with those requirements. Our responsibility is to express 
an opinion on compliance with those requirements based on our examination.” 

10-808.2 Executive Summary 

Develop an appropriate Executive Summary using the guidelines provided in 10
210.2. 

10-808.3 Scope of Audit 

Examples of statements applicable to noncompliances are provided below: 
a. The following is an example of a paragraph to use when a noncompliance is found 

during an audit of the disclosure statement. 
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“We conducted our examination in accordance with generally accepted govern
ment auditing standards. Those standards require that we plan and perform the ex
amination to obtain reasonable assurance about whether the contractor has com
plied with the requirements referred to above. An examination includes: 
 obtaining an understanding of the contractor's internal controls, assessing control 

risk, and determining the extent of audit testing needed based on the control risk 
assessment; 

 examining, on a test basis, evidence supporting the cost accounting practices; 
 assessing the descriptions of the cost accounting practices which, when imple

mented, should be compliant with applicable requirements; and
 
 evaluating the overall disclosure statement presentation.
 

We evaluated the contractor’s disclosed cost accounting practices using the appli
cable requirements contained in the:
 
 Federal Acquisition Regulation (FAR); and
 
 CAS Board rules, regulations and standards.”
 

b. The following is an example of a paragraph to use when noncompliance is found 
during contract performance. 

“[If applicable (i.e., limited scope CAS compliance audit), include, “We limited 
our examination to an evaluation of the contractor’s cost accounting practices re
lated to (identify specific area(s) examined.)”] We conducted our examination in 
accordance with generally accepted government auditing standards. Those stand
ards require that we plan and perform the examination to obtain reasonable assur
ance about whether the contractor has complied with the requirements referred to 
above. An examination includes: 
 obtaining an understanding of the contractor's internal controls, assessing control 

risk, and determining the extent of audit testing needed based on the control risk 
assessment; 

 examining, on a test basis, evidence supporting the cost accounting practices; 
and 

 assessing the actual cost accounting practices and compliance of those practices 
with the disclosed cost accounting practices and applicable requirements. 

We evaluated the contractor’s cost accounting practices used to accumulate con
tract costs using the applicable requirements contained in the:
 
 Federal Acquisition Regulation (FAR); and
 
 CAS Board rules, regulations and standards.”
 

c. The following is an example of a paragraph to use when noncompliance is found 
during a proposal evaluation: 

“We conducted our examination in accordance with generally accepted govern
ment auditing standards. Those standards require that we plan and perform the ex-
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amination to obtain reasonable assurance about whether the proposal complies 
with the requirements referred to above. An examination includes: 
 obtaining an understanding of the contractor's internal controls, assessing control 

risk, and determining the extent of audit testing needed based on the control risk 
assessment; 

 examining, on a test basis, evidence supporting the cost accounting practices; 
 assessing the cost accounting practices used in estimating and compliance of 

those practices with the disclosed and/or established cost accounting practices 
and applicable requirements; and 

 evaluating the overall proposal presentation. 

We evaluated the contractor’s cost accounting practices used to estimate costs us
ing the applicable requirements contained in the:
 
 Federal Acquisition Regulation (FAR); and
 
 CAS Board rules, regulations and standards.”
 

d. The next paragraph in the scope section should describe the impact of the current 
assessment of control risk (e.g., Environment and Overall Accounting Controls) on the 
audit scope (see 10-210.3f). As required by the AICPA Statement on Standards for At
testation Engagements (SSAE), AT 601.55g, end the Scope section with the following 
statement: 

“Our examination does not provide a legal determination on [short name’s] com
pliance with the specified requirements.” 

10-808.4 Qualifications 

Scope limitations should not be reported as qualifications, but should be included in 
the Scope of Audit as discussed 10-210.4i. 

10-808.5 Results of Audit 

a. Opinion. This paragraph presents a summary statement of the noncompliance(s) 
being reported. An example follows: 

“In our opinion, during this period (state period covered by the audit) the contrac
tor was in noncompliance with 48 CFR 9904.4XX [and FAR Part 31]. As of the 
date of this report, the condition causing the noncompliance has [has not] been 
corrected.” 

b. The paragraph will include the following report qualification: 

“This report is limited to the cited instance(s) of noncompliance. Accordingly, we 
express no opinion on whether other practices are proper, approved, or agreed to 
for pricing proposals, accumulating costs, or reporting contractor performance da
ta.” 
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c. Statement of Conditions and Recommendations. The paragraph should begin with 
one of the following statements: 

(1) “Our examination identified a disclosed [or established] contractor practice 
which we believe is in noncompliance with the Cost Accounting Standards 
[and/or FAR Part 31], as follows:”, or 

(2) “Our examination disclosed that the contractor's failure to comply with a 
Cost Accounting Standard [and/or failure to follow consistently a disclosed cost 
accounting practice] has resulted or may result in increased cost paid by the 
Government. The areas of noncompliance and/or failure to follow disclosed 
practices are stated below:” 

d. Separately list each noncompliance item, with the following information: 

(1) Condition. Provide an introductory paragraph that includes a brief summary of 
the nature of the noncompliance, including a specific reference to the regulatory support 
for the noncompliance (e.g., 48 CFR 9904.401-40(a)); the time period during which the 
contractor was in noncompliance; and, an explanation of the significance of the non
compliance. Then describe the contractor’s noncompliant accounting practices in suffi
cient detail to provide the CFAO with a thorough understanding of the nature and extent 
of the noncompliance. Describe the audit procedures used to evaluate the accounting 
practice. 

(2) Recommendation. Provide a specific recommendation for corrective action with a 
statement about any acceptable alternative solutions proposed by the contractor. 

(3) Contractor’s Reaction. Provide a statement that the contractor either agreed or dis
agreed with the auditor’s conclusion and the basis for any disagreement. 

(4) Auditor’s Response. Provide appropriate comments if the contractor disagreed with 
the auditor’s conclusions and recommendations. 

e. Include a statement regarding the contractor's responsibilities under the CAS admin
istration clause at FAR 52.230-6(b & c). This statement may read as follows: 

“Within 60 days of the contractor’s agreement to the initial finding of noncompliance 
or the CFAO’s determination of noncompliance, the contractor is required to submit 
the description of any change necessary to correct a failure to comply with CAS or fol
low a disclosed practice. In addition, when requested by the CFAO, the contractor is 
responsible for submitting either a general dollar magnitude (GDM) proposal or a de
tail cost-impact proposal prepared in accordance with the requirements of FAR 
52.230-6(g) and (i) or (h) and (i) respectively.” 

f. Additional Remarks. Provide additional remarks at the end of the Results of Audit sec
tion, as discussed in 10-210.5e. Provide a summary of the exit conference. The summary 
may read as follows: 

“We discussed the results of our examination with [identify the contractor representa
tive(s) by name and title] in an exit conference held on [date]. In response to our find
ings, [provide contractor’s reaction, if any.] [If there was no reaction, the following is 
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an example of a statement that is permissible but not required. (Identify the contractor 
representative) reserved comment pending discussions with the cognizant Federal 
agency official.]” 

10-808.6 Contractor Organization and Systems 

Use this section to provide supplementary information on the contractor's operations and 
systems necessary for a better understanding of the circumstances surrounding any reported 
noncompliance and the auditor's recommendation. Refer to 10-210.7 for general guidance on 
preparing this section. 

10-808.7 Report Distribution - Noncompliance 

Refer to the guidance provided in 10-810 for report distribution. 

10-809 Audits on CAS Cost Impact Proposals 

This section describes the format for audit reports on evaluations of cost impact pro
posals. 

10-809.1 Subject of Audit 

a. This paragraph should reference the audit request, other related audit reports (e.g., 
noncompliance reports), and any other documents that contain pertinent information about 
the contractor's cost impact proposal. The information contained in the referenced docu
ments should not be duplicated in the cost impact audit report. Also include the date of the 
contractor's cost impact proposal. 

b. Reports on cost impact proposals for cost accounting practice changes should in
clude a summary description of the change and the effective date of the accounting prac
tice change. 

(1) The changed accounting practice should be described and categorized as either a: 
(a) Required change resulting from either the implementation of a new standard 

or a prospective change from one compliant practice to another that is necessary for the 
contractor to remain in compliance (equitable adjustment), 

(b) Unilateral change that is not deemed desirable by the cognizant Federal 
agency official (CFAO) (no increased costs to the Government), or 

(c) Desirable change that was deemed desirable and not detrimental to the Gov
ernment by the CFAO (equitable adjustment). 

(2) An example of an acceptable statement for a required cost accounting practice 
change follows: 

“As requested by your September 30, 20XX letter, we examined the XYZ Corpora
tion’s August 31, 20XX cost impact proposal reflecting the contractor's cost ac
counting practice change from a total cost input base to a value—added base for the 
allocation of general and administrative (G&A) expenses, effective November 1, 
20XX. Since the CFAO has determined that the accounting change is required, the 
contractor is subject to the provisions of FAR 52.230-2(a)(4)(i), and the parties will 
negotiate an equitable adjustment.” 
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(3) An example of an acceptable statement for a unilateral cost accounting practice 
change follows: 

“As requested by your September 30, 20XX letter, we examined the XYZ Corpora
tion’s August 31, 20XX cost impact proposal reflecting the contractor's cost ac
counting practice change to combine the engineering and logistics overhead pools, 
effective November 1, 20XX. Since the CFAO has not determined that the account
ing change is a desirable change, it is considered to be a unilateral change. There
fore, the contractor is subject to the provisions of FAR 52.230-2(a)(4)(ii), and the 
Government will not pay increased costs in the aggregate.” 

(4) An example of an acceptable statement for a desirable cost accounting practice 
change follows: 

“As requested by your September 30, 20XX letter, we examined the XYZ Corpora
tion’s August 31, 20XX cost impact proposal reflecting the contractor's cost ac
counting practice change to combine the engineering and logistics overhead pools, 
effective November 1, 20XX. Since the CFAO has determined that the accounting 
change is a desirable change, the contractor is subject to the provisions of FAR 
52.230-2(a)(4)(iii), and the parties will negotiate an equitable adjustment.” 

c. Reports on cost impact proposals resulting from CAS noncompliances should include a 
summary description of the noncompliance, reference the audit report number under which 
the noncompliance was reported, and provide the dates during which the contractor was in 
noncompliance. The date on which the contractor corrected the noncompliance should also 
be reported, if the contractor has completed corrective action. An example of an acceptable 
statement for a noncompliance follows: 

“As requested by your September 30, 20XX letter, we examined the XYZ Corpora
tion’s August 31, 20XX cost impact proposal for the contractor's failure to comply 
with 48 CFR 9904. 4XX, [title of standard] for the period January 1, 19XX, through 
May 31, 20XX, the date upon which the noncompliance was corrected. The noncom
pliance was previously reported in Audit Report No. XXXX-2003D19404001, dated 
March 1, 20XX. Since the CFAO has determined that the contractor failed to [com
ply with the Cost Accounting Standards or follow consistently its disclosed ac
counting practices], the contractor is subject to the provisions of FAR 52.230
2(a)(5), and the Government will not pay increased costs in the aggregate.” 

d. In each audit report on a cost impact proposal, end the Subject of Audit with the 
following sentence: 

“The cost impact proposal and related supporting data are the responsibility of the 
contractor. Our responsibility is to express an opinion on the cost impact proposal 
based on our examination.” 
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10-809.2 Executive Summary 

Develop an appropriate Executive Summary using the guidelines provided in 10-210.2. 

10-809.3 Scope of Audit 

a. Insert the following paragraph: 

“Except for the qualifications below [omit if there are no ‘Qualifications’ in the 
report], we conducted our examination in accordance with generally accepted 
government auditing standards. Those standards require that we plan and perform 
the examination to obtain reasonable assurance about whether the cost impact 
proposal is free of material misstatement. An examination includes: 
 obtaining an understanding of the contractor's internal controls, assessing control 

risk, and determining the extent of audit testing needed based on the control risk 
assessment; 

 examining, on a test basis, evidence supporting the amounts and disclosures in 
the cost impact proposal; 

 assessing the accounting principles used and significant estimates made by the 
contractor; and 

 evaluating the overall cost impact proposal presentation. 

We evaluated the contractor’s cost impact proposal using the applicable requirements
 
contained in the:
 
 Federal Acquisition Regulation (FAR) 30.6; and
 
 CAS Board Rules and Regulations, 48 CFR 9903.306.”
 

b. The next paragraph in the scope section should describe the impact of the current as
sessment of control risk (e.g., Environment and Overall Accounting Controls) on the audit 
scope (see 10-210.3f.). 

10-809.4 Qualifications 

Separately identify and describe any special circumstances adversely affecting the audit 
or its result as discussed in 10-210.4. If applicable, include a qualification about the com
pleteness and accuracy of the universe of CAS-covered contracts. 

10-809.5 Results of Audit 

a. Begin this paragraph with an opinion statement on the adequacy of the data submitted 
by the contractor. If the report includes a qualification paragraph within the scope of audit, 
the audit opinion must be qualified. 

(1) The report on a cost impact proposal for a required change could read: 

“In our opinion, [except for the (describe the qualification and the potential impact on 
the results),] the contractor has submitted data that [, although not adequate in part 
(see comments on page , note ),] are acceptable for negotiating the cost impact due 
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to the required change. We have determined that the required change will result in in
creased [decreased] costs to the Government on CAS-covered contracts and subcon
tracts in the aggregate of $ . We recommend that the CFAO negotiate an equitable 
adjustment in accordance with FAR 52.230-2(a)(4)(i). Our detailed findings and rec
ommendations are included in Exhibit .” 

(2) The report on a cost impact proposal for a unilateral change could read: 

“In our opinion, [except for the (describe the qualification and the potential impact on 
the results),] the contractor has submitted data that [, although not adequate in part 
(see comments on page , note ),] are acceptable for negotiating the cost impact due 
to the unilateral change. We have determined that the unilateral change will result in 
increased [decreased] cost to the Government on CAS-covered contracts and subcon
tracts in the aggregate of $ . Since the Government is prohibited from paying such 
increased costs in accordance with FAR 52.230-2(a)(4)(ii), we recommend that the 
CFAO take immediate action to recover the aggregate increased costs [omit this sen
tence if there are decreased costs]. Our detailed findings and recommendations are in
cluded in Exhibit .” 

(3) The report on a cost impact proposal for a desirable change could read: 

“In our opinion, [except for the (describe the qualification and the potential impact 
on the results),] the contractor has submitted data that [, although not adequate in 
part (see comments on page , note ),] are acceptable for negotiating the cost im
pact due to the desirable change. We have determined that the desirable change will 
result in increased [decreased] costs to the Government on CAS-covered contracts 
and subcontracts in the aggregate of $ . We recommend that the CFAO negoti
ate an equitable adjustment in accordance with FAR 52.230-2(a)(4)(iii). Our detailed 
findings and recommendations are included in Exhibit .” 

(4) The report on a cost impact proposal for a noncompliance could read: 

“In our opinion, [except for the (describe the qualification and the potential impact 
on the results),] the contractor has submitted data that [, although not adequate in 
part (see comments on page , note ),] are acceptable for negotiating the cost im
pact due to the noncompliance. We have determined that the noncompliance will re
sult in increased [decreased] cost to the Government on CAS-covered contracts and 
subcontracts in the aggregate of $ . Since the Government is prohibited from 
paying such increased costs in accordance with FAR 52.230-2(a)(5), we recommend 
that the CFAO take immediate action to recover the aggregate increased costs [omit 
this sentence if there are decreased costs]. Our detailed findings and recommenda
tions are included in Exhibit .” 

b. Exhibits and Schedules. The Results of Audit section of the report should contain all 
exhibits and supporting schedules required for a clear and complete presentation of the 
audit results and recommendations on all items in the cost impact proposal. Clearly define 
each use of brackets or parentheses in the schedules and exhibits so the reader will under
stand the implication of each negative number. For example, if cost accumulations will be 
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decreased by a changed accounting practice, state “…a negative number means that fewer 
costs will be accumulated using the new accounting practice.” All exhibits and schedules 
should clearly distinguish between (i) increased or decreased cost estimates or accumula
tions, including associated profit/fee; and (ii) increased or decreased costs to the Govern
ment. At a minimum, the report should include the following information: 

(1) An exhibit summarizing the contractor’s cost impact proposal by contract type, 
showing the proposed impact on cost, profit/fee, and price/amount; results of audit; and 
explanatory notes (see Figure 10-8-1). Explanatory notes should include: 

(a) Summary of Conclusions. Provide a summary statement of the audit excep
tion(s) and the basis for the exception(s), including a specific reference to the regulatory 
support in the CAS [for example: 48 CFR 9903.201-4(a)(5) or 48 CFR 9903.306(c)]. The 
following table and related statements are recommended tools for the auditor to use in 
preparing the Summary of Conclusions. The table explains the effect of the contractor’s 
cost accounting practice change or noncompliance on contract prices (costs and profits or 
fees) paid by the Government. This table should not be included in the audit report. Use 
the table by reading down and across under the appropriate categories of cost impacts. The 
numbers in each box correspond to the sentences that follow the table. Use these sentences 
in the order shown in the table to explain the effects of cost accounting practice changes 
and noncompliances on each type of contract. 

Contract Type 
Estimating 

Noncompliance 
Accumulation 

Noncompliance 

Cost Account
ing 

Practice 
Changes 

Estimating 
and Accumulation 

Noncompliance 
Flexibly Priced: 

CPFF 1, 11 2, 12 2, 11 2, 11 
CPAF 1, 13 2, 13 2, 13 2, 13 
CPIF 1, 14 2, 15 2, 15 2, 16 
FPI 1, 14 2, 15 2, 15 2, 16 

T&M Materials 6, 17 7, 17 7, 17 7, 17 
Fixed Price 

FFP 3, 11 4, 12 5, 11 3, 11 
T&M Labor 

Rates 8, 11 9, 12 10, 11 8, 11 

1. Cost estimates prepared by the contractor using noncompliant practices do not 
affect costs paid by the Government on flexibly priced contracts and subcontracts. 

2. Costs paid by the Government on flexibly priced contracts and subcontracts are 
based on accumulated costs, not cost estimates. When cost accounting practice changes 
or CAS noncompliances increase/(decrease) cost accumulations during performance of 
flexibly priced contracts and subcontracts, the Government pays increased/(decreased) 
costs. 

3. Cost estimates prepared by the contractor using noncompliant practices affect the 
costs paid by the Government on fixed-price contracts and subcontracts. The Govern
ment experiences increased costs (pays a higher price) when estimates are overstated 
due to the use of noncompliant practices. Conversely, the Government experiences de
creased costs (pays a lower price) when estimates are understated due to the use of non
compliant practices. 
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4. CAS noncompliances in cost accumulation during contract performance do not 
affect costs paid by the Government on fixed-price contracts and subcontracts. 

5. Cost accounting practice changes during contract performance affect costs paid by 
the Government on firm-fixed-price contracts and subcontracts. 

6. Material cost estimates prepared by the contractor using noncompliant estimating 
practices do not affect costs paid by the Government on time and materials (T&M) con
tracts and subcontracts. 

7. The Government pays for materials on time and materials (T&M) contracts and 
subcontracts based on actual material costs incurred, not estimated material costs. When 
cost accounting practice changes or CAS noncompliances increase or decrease material 
costs accumulated during contract performance of T&M contracts and subcontracts, the 
Government pays increased or decreased costs. 

8. Labor rate estimates prepared by the contractor using noncompliant estimating 
practices affect the costs paid by the Government on time and materials (T&M) con
tracts and subcontracts. The Government experiences increased costs (pays a higher 
price) when estimated labor rates are overstated due to the use of noncompliant practic
es. Conversely, the Government experiences decreased costs (pays a lower price) when 
estimated rates are understated due to the use of noncompliant practices. 

9. CAS noncompliances in cost accumulation during contract performance do not 
affect labor rates on time and materials (T&M) contracts and subcontracts. 

10. Cost accounting practice changes during contract performance affect labor rates 
on time and materials (T&M) contracts and subcontracts. 

11. Profit and fixed fees are generally based on estimated costs and are affected by 
cost estimates that are prepared using noncompliant practices and cost accounting prac
tice changes during contract performance. 

12. Profit and fixed fees are generally based on estimated costs and are not affected 
by CAS noncompliances in cost accumulation during contract performance. 

13. Award fees are generally based on factors other than contract costs and, there
fore, are not affected by cost accounting practice changes or CAS noncompliances. 

14. Incentive fees are generally used to reward the contractor’s ability to manage 
estimated (target) contract costs and are based on both estimated and accumulated costs. 
When costs are estimated using noncompliant practices, increases/decreases to the cost 
estimates affect incentive fees paid by the Government. 

15. Incentive fees are generally used to reward the contractor’s ability to manage 
estimated (target) contract costs and are based on both estimated and accumulated costs. 
Cost accounting practice changes and accumulation noncompliances during contract 
performance affect the cost accumulations and incentive fees paid by the Government. 

16. Incentive fees are generally used to reward the contractor’s ability to manage 
estimated (target) contract costs and are based on both estimated and accumulated costs. 
Noncompliant practices used for both estimating and accumulating costs affect incen
tive fees in opposite ways. 

17. Profit and fees are not permitted on materials under T&M contracts in accord
ance with FAR 16.601(a). 

(b) Basis of Contractor’s Proposal. Describe the basis of the contractor’s 
cost impact proposal, including comments on the netting methodology among contract 
types used by the contractor. When appropriate, provide references to the specific parts 
of the contractor’s proposal that provide more details on the basis. 
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(c) Audit Evaluation. Provide a description of the audit procedures used to 
evaluate the elements of the cost impact proposal (costs and profit/fee). Include suffi
cient detail on the calculation of the audit exceptions for the CFAO to understand the 
basis for the audit exceptions. 

(d) Contractor’s Reaction. Provide a statement that the contractor either 
agreed or disagreed with the auditor’s conclusions, and the basis for any disagreement. 

(e) Auditor’s Response. Provide appropriate comments if the contractor 
disagrees with the auditor’s conclusions. 

(2) A schedule showing results of audit by agency, contract type and significant 
contracts (see Figure 10-8-2). 

c. Additional Remarks. Provide concluding remarks at the end of the Results of Au
dit section, as discussed in 10-210.5e. Provide a summary of the exit conference. That 
summary might read as follows: 

“We discussed the results of our examination with [identify the contractor repre
sentative(s) by name and title] in an exit conference held on [date]. [If there were 
adverse findings] In response to our findings, [provide the contractor’s reaction, if 
any.] [If there was no reaction, the following is an example of a statement that is 
permissible but not required. (Identify the contractor representative) reserved 
comment pending discussions with the cognizant Federal agency official.]” 

d. Include an appendix describing the settlement alternatives to recover increased 
costs paid by the Government in the aggregate, as described in 8-503.1e, providing spe
cific recommendations for settlement and offering assistance to the CFAO in determin
ing the appropriate settlement alternative. 

10-809.6 Contractor Organization and Systems 

Use this section to provide supplementary information on the contractor's operations and 
systems necessary for a better understanding of the circumstances surrounding the auditor's 
recommendation. Refer to 10-210.7 for general guidance on preparing this section. 

10-809.7 Report Distribution – CAS Cost Impact 

Refer to the guidance in 10-810 for report distribution. 

10-810 Distribution 

a. Furnish copies of CAS audit reports to non-DoD agencies as noted in 15-100 and Sup
plements 15-1S1-15-1S6. 

b. Furnish the CAC/CHOA/GAC copies of all CAS audit reports as provided in 15-200. 
c. Furnish the region copies of CAS audit reports, following the procedures established 

by the region. 
d. Refer to the guidance provided in 10-212 for general requirements for the report 

distribution. 
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Figure 10-8-1
 
Statement of Contractor’s Proposed
 

Contract Price Adjustments
 
and Results of Audit
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Figure 10-8-2
 
Statement of Audit Recommended Increased/(Decreased) Cost to the Government by
 

Agency, Contract Type and Major Contract
 

RESULTS OF AUDIT 
CONTRACT/ 
SUBCONTRACT TYPE 

U.S. 
ARMY 

U.S. 
NAVY 

U.S.AIR 
FORCE NASA 

OTHER 
AGENCIES 

FLEXIBLY PRICED 
CPFF 
CPAF 
CPIF 
FPI 
T&M Materials 

FIXED PRICE 
FFP 
T&M Labor Rates 

TOTAL 
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10-900 Section 9 --- Evaluations of Final Vouchers, Other Contract Closings, and 
Price Redeterminations 

This section is currently under revision to reflect guidance changes contained in MRD
09-PAS-015(R), dated August 3, 2009. 

10-901 Introduction 

a. This section provides guidance for the preparation and distribution of: 
	 contract audit closing statements (CACS) on cost reimbursement and time and 

material type contracts and subcontracts, whether issued as a written report or 
an electronic data transmission; and 

	 repricing proposals for incentive and price redeterminable fixed-price contracts. 
b. Guidance involving requests for contract audit closing statements for non-DoD 

agencies is in 15-103. Guidance on assist reports to other contract auditors is in 6-800. 
Further guidance concerning processing completion vouchers is in 6-1000. 

c. Generally, contract closeout audits are administrative in nature. The audit work per
formed and opinion on the allowable contract costs are contained in the annual audit of the 
contractor's incurred costs. If these audits have not yet been performed, the contract general
ly cannot be closed out unless the periods unaudited qualify for quick-closeout as discussed 
in 6-1010. 

d. A single audit report may be issued on each contract or on a group of contracts. If a 
single audit report is issued on more than one contract, coordinate with the contracting 
officer on needed report information prior to issuing the report. If available, use the 
Cumulative Allowable Cost Worksheet (CACWS), or a comparable worksheet, as the source 
for the information to complete the Contract Audit Closing Statement (CACS). In most 
instances, the CACWS should be acceptable to the ACO to close contracts without the need 
for a traditional CACS (see 6-711.3). 

10-902 Cumulative Allowable Cost Worksheet (CACWS), Comparable Worksheets, 
or Contract Audit Closing Statement Reports (CACS) 

Completed contracts should be closed by one of these methods (in order of preference): 
(1) issuing a CACWS (see 6-711.3) without a traditional final written CACS re

port, if acceptable to the ACO; 
(2) issuing one closing audit report for multiple contracts; or 
(3) issuing an audit closing statement for each contract. 

a. The contract audit closing statement or CACWS is usually the final report to be 
submitted upon completion or termination of a cost-reimbursement or time and material 
type contract or subcontract. 

b. Some contracts have numerous task orders, sub-line items, or other separate por
tions that are separately funded. If the customer agrees, it is frequently more efficient to 
issue a single contract audit closing statement or CACWS with a listing of cost data by 
separate task order, line item or funding provisions. This is an acceptable alternative to 
issuing a separate report for each task order or line item number. Such a consolidated 
report must provide all pertinent information for each task order or line item number 
being closed. 
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c. Generally, the contract audit closing statement contains the following sections: 
 Cover Sheet 
 Subject of Audit 
 Scope of Audit 
 Results of Audit 
 DCAA Personnel and Report Authorization 
 Audit Report Distribution. 

The “shell” report and the audit program are available on the Audit Planning and Per
formance System (APPS) and the DCAA Intranet. Some additional considerations for 
the Scope of Audit and the Results of Audit sections are presented below. 

d. Subject of Audit. The purpose of the audit is to verify the contractor’s assertion that 
costs claimed represent allowable costs and fee for the contract. Briefly state information 
which is pertinent to the closing of the contract such as contract number, final voucher num
ber, dollar amount of contract, description of work performed, and the period of contract 
performance. 

e. Scope of Audit. Generally, the traditional scope paragraph (see 10-210.3) is appropri
ate. The following information or pertinent comments should be provided in the “Qualifica
tions” paragraph when significant and appropriate. 

(1) A brief statement should be made of any deficiencies in the contractor's account
ing procedures, with the auditor's recommendations for corrective actions. (Note that such 
deficiencies should be identified as qualifications only when the cost impact cannot be de
termined. If the impact can be determined, the deficiency would be reported in the Results of 
Audit section of the report.) This is necessary only where the contractor has other continuing 
auditable contracts or is expected to be awarded such contracts in the near future. 

(2) When the cost impact cannot be determined, provide a statement of status of any 
unsettled disapprovals, outstanding subcontract legal actions, open insurance claims, or other 
unresolved items of which the auditor has knowledge. When the cost impact is known, this 
statement belongs in the Results of Audit section of the report. 

(3) When quick-closeout procedures are being used, make a brief statement that the 
audit was performed in response to (a) the contractor's request for final payment, or (b) the 
contracting officer's request for assistance in closing out the contract (subcontract) using 
administrative quick-closeout procedures under FAR 42.708. This should be followed by 
statements on what fiscal years have been audited and which have not been audited. See 10
903 for suggested wording. 

f. Results of Audit. The audit results should begin with the phrase, “In our opinion, [ex
cept for the (describe the qualification and the potential impact on the results)], . . .” and 
should comment on the following items: 

(1) The overall allowability of the costs claimed by the contractor (when applicable, 
also comment on allowability regarding particular contract terms on cost such as 
task/delivery order limitations, ceiling rates, not to exceed costs, or other special cost provi
sions within the contract); 

(2) Any contractor operations pertinent to cost sharing affecting final settlement of the 
contract; 

(3) The impact of appropriate Qualifications; 
(4) Any unclaimed wages, unclaimed deposits, unpresented checks, and potential 

credits and refunds. 
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(5) If Government funds were advanced to finance the contractor's operations, a 
statement should be made of the unliquidated balance of the advance, after all adjustments 
and any unpaid interest charges on such funds or contractor's failure to replace funds ex
pended for disapproved expenditures. 

(6) When the work contemplated by the contract has not been physically completed, 
the auditor should comment upon this situation so that the contracting officer may determine 
whether an adjustment should be made in the fixed fee payable under the contract. 

(7) When Government furnished material or equipment is furnished to the contractor 
in amounts greater than contemplated by the terms of the contract, thereby relieving the con
tractor of the responsibility of furnishing the items, the matter should be commented on, in 
order that the contracting officer may determine whether the contractor is entitled to the stip
ulated fee. Additionally, if the contract provides for cost-sharing or participation by the con
tractor in cost savings, the auditor should indicate that part of the cost savings resulting from 
this factor. 

(8) If an exit conference was conducted, follow the guidelines presented in 10-210.5e. 
If an exit conference was not conducted, include a statement explaining the circumstances. 
For example, a statement might read: 

“An exit conference was not conducted because [provide reason.]” 

10-903 Quick-Closeout Procedure Reports 

The auditor should issue a contract audit closing statement when (i) a contractor re
quests final payment on a contract meeting the criteria for quick-closeout under FAR 
42.708 (also see 6-1010) and (ii) the contracting officer requests DCAA’s advice regard
ing the final payment and use of quick-closeout procedures. This is an application of 
agreed-upon procedures; follow the guidance in 10-1000 as supplemented in the following 
paragraphs. 

When preparing the closing statement in this situation, the report will clearly indicate 
what costs and fiscal periods have been audited and which have not been audited. Sug
gested wording for the “Scope” paragraph follows: 

“This application of agreed-upon procedures is in response to your request for assis
tance in closing out the contract using the administrative quick-close out procedures 
under FAR 42.708. The costs of $ claimed on the subject contract represent costs 
recorded for the contract during FYs 20X2-20X4. Of this amount, $ represents 
amounts incurred during FYs 20X2-20X3. We have completed the annual audits of 
incurred cost for these years. The remaining claimed costs of $ were recorded dur
ing FY 20X4. The audit of [contractor's name] FY 20X4 incurred costs is in pro
cess. We do not expect that the FY 20X4 audit results will find a significant excep
tion to the claimed costs.” 

10-904 Repricing Proposal Reports for Incentive and Redeterminable Fixed-Price 
Contracts 

a. The audits of incurred costs under repricing proposals for incentive (FAR 
16.403) and redeterminable (FAR 16.205) fixed-price contracts are similar to other 
contract closeout audits, therefore, a similar closeout report is generally appropriate. 
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b. Because of the nature of such contracts, (cost/performance incentives and/or pro
spective/retroactive redetermination) the auditor should coordinate with contracting 
officials early -- to plan the audit and the report -- to be responsive to customer needs. 
In cases where the contract provides for an incentive fee based in part upon perfor
mance or quality, coordination is essential to obtain technical information to determine 
the contract fee. 

c. The Scope of Audit section should address the applicable Qualifications listed 
above (10-902e.), as well as any pertinent qualifications involving incentive fee and prof
it computations. 

d. The Results of Audit section would be generally consistent with the guidance 
above (10-902f.) and include a specific recommendation on incentive fee and profit com
putation. Other pertinent comments might include: 

 Cost sharing provisions
 
 Outstanding Form 1s
 
 Warranty clauses
 
 Make or Buy decisions
 
 Subcontracts -- cost pyramiding
 
 Contractor overpayments
 

10-905 Report Distribution – CACS and Repricings 

a. Contract audit closing statement shall be distributed as follows: 
(1) Closing statements other than in (2) through (6) below will be submitted to the 

administrative contracting officer. 
(2) Closing statements for terminated contracts will be submitted to the termination 

contracting officer. The closing statement should be issued no later than the submission date 
of the advisory audit report on the contractor's termination settlement proposal. 

(3) Closing statements related to NASA contracts will be sent to the cognizant con
tracting officer. If requested by NASA IG, furnish a copy to the NASA Office of Inspector 
General, Assistant IG for Auditing. (See Supplement 15-1S1.) 

(4) For the Department of Health and Human Services (DHHS), closing statements 
will be submitted to the DHHS Inspector General office that requested the audit (See 15
1S3). 

(5) Reports issued on AID contracts should be addressed to:
 
Office of Inspector General
 
U. S. Agency for International Development
 
Director, Financial Audit Division
 
1300 Pennsylvania Avenue, NW
 
OIG/A/FA, Room 8.10-001
 
Washington, DC 20523-7802
 
e-mail: faudit@usaid.gov
 

Also see (see 13-706.4) and 13-706-7). 

(6) Reports related to National Guard Bureau contracts will be issued to the United 
States Property & Fiscal Officer (USP&FO) designated as the contracting officer (14-903.5). 

b. Where the completion voucher and related closing documents (original and six copies) 
have not been previously submitted to the ACO/TCO, they should be forwarded by transmit-
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tal memorandum at the conclusion of the closing statement, but not as part of the closing 
statement. This will expedite electronic transmission of the closing statement. 

c. Reports for repricing proposals will be submitted to the requesting ACO/PCO and 
other appropriate recipients. 

d. All report recipients will be identified in the Distribution section of the report. 
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10-1000 Section 10 --- Reports on Application of Agreed-Upon Procedures 

10-1001 Introduction (Agreed - Upon Procedures) 

This section provides guidance for preparing application of agreed-upon procedures 
reports in accordance with generally accepted government auditing standards (GAGAS). 
GAGAS incorporated the Statements on Standards for Attestation Engagements (SSAE) 
Section 201, Agreed-Upon Procedure Engagements. Guidance covering the perfor
mance of agreed-upon procedures is in 14-1000. 

10-1002 Nature of Reports (Agreed-Upon Procedures) 

a. In an agreed-upon procedures engagement, an auditor is asked by a requestor to 
issue a written report covering all findings arising from the application of clearly de
fined procedures agreed to by the requestor and auditor and performed on the contrac
tor’s subject matter or assertion, such as a price proposal or other submission (see 14
1000). The concept of materiality does not apply to findings to be reported in an agreed-
upon procedures engagement unless the definition of materiality is agreed to by the au
ditor and requestor. In the absence of such an agreement, all findings must be reported, 
even if immaterial. The auditor should report only on procedures agreed to and where 
the requestor has taken responsibility for the sufficiency of the procedures. 

b. An application of agreed-upon procedures does not constitute an examination or a 
review. Our report assists the requestor in evaluating a subject matter or assertion. An 
agreed-upon procedures report provides findings based on the comparison of the speci
fied subject matter or assertion against agreed-upon criteria. The requestor selects the 
procedures and criteria to achieve an intended purpose. 

10-1003 Report Format, and Contents (Agreed-Upon Procedures) 

Prepare reports following the standard aspects of report preparation (see 10-200) and 
the professional standards for reporting (see 2-400). The report should contain all neces
sary and pertinent information to be fully responsive to the needs of the recipient. Re
ports should be prepared using the following format: 

Cover Sheet 
Report Narrative 

Subject of Application of Agreed-Upon Procedures 
Executive Summary 
Scope of Application of Agreed-Upon Procedures 
Description of the Nature of Technical Assistance Provided (if applicable) 
Restrictions on Procedures (if applicable) 

Results of Application of Agreed-Upon Procedures 
Disclaimer of Opinion 
Exhibits and Schedules with Procedures Performed and Findings 
Additional Remarks 

DCAA Personnel and Report Authorization 
Report Distributions 
Appendixes (if applicable) 
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10-1004 Report Restriction and Narrative (Agreed-Upon Procedures) 

a. Follow the guidelines at 10-206 for report restrictions; however, restrictions para
graph 4 should be revised to limit use of the report to certain parties. The APPS report 
shells for Activity Codes 28000, Application of Agreed-Upon Procedures and 17900, 
Agreed-Upon Procedures, Other Than Price Proposals, include the appropriate restriction 
language. 

b. DCAA limits the word “audit” to reports on examinations. Therefore, the word 
“audit” is not included in the report number, the report title, the section headings, or the 
report header. Instead, the words “Application of Agreed-Upon Procedures” are includ
ed in the section headings. The use of the term “engagement” rather than “audit,” “ex
amination,” or “review,” is more appropriate to describe the work performed by DCAA 
in an agreed-upon procedures engagement. 

c. Example report language for each section is included in the report shells that are 
delivered by APPS for Activity Codes 28000, Application of Agreed-Upon Procedures 
and 17900, Agreed-Upon Procedures, Other Than Price Proposals. Those report shells 
are also available on the DCAA Intranet. The body of the report will contain the follow
ing captioned paragraphs, as applicable. 

10-1005 Subject of Application of Agreed-Upon Procedures 

a. The first paragraph of the subject section refers to the request and identifies the 
subject matter or assertion to which the agreed-upon procedures were applied and the 
time period covered by the assertion or subject matter. 

b. The second paragraph of this section states that the subject matter or assertion is 
the responsibility of the contractor. However, because an examination is not performed, 
the statement that it is the auditor’s responsibility to express an opinion is omitted (see 
10-210.1). 

10-1006 Executive Summary 

Due to the limited nature of the agreed-upon procedures, this section usually is not 
needed. However, an Executive Summary should be used if it is necessary to direct the 
user’s attention to significant findings addressed in the report. 

10-1007 Scope of Application of Agreed-Upon Procedures 

a. The first paragraph of the scope section states that the engagement was performed 
solely to assist the requestor in evaluating the subject matter or assertion and was per
formed in accordance with GAGAS. It also states that the sufficiency of the procedures 
is solely the responsibility of the requestor and disclaims DCAA responsibility for their 
sufficiency. 

b. The traditional scope paragraphs regarding evaluation criteria and control risk are 
omitted because an examination is not being performed. The specific criteria against 
which the subject matter or assertion is measured are generally included within the pro
cedures and not set out separately in the report. 

c. Include a reference to the Results of Application of Agreed-Upon Procedures sec
tion of the report for a listing of the specific procedures performed and related findings. 
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d. If applicable, provide a description of the nature of the assistance provided by a 
technical specialist. 

10-1008 Restrictions on Procedures (Agreed-Upon Procedures) 

Restrictions on procedures refer to circumstances that restrict the auditor’s ability to 
perform procedures agreed-upon by the requestor (see 14-1002.3). The Restrictions on 
Procedures section is similar to the scope qualification in audit reports when a qualified 
opinion is provided. However, a qualification section is not used in application of 
agreed-upon procedures reports because the auditor disclaims an opinion. Generally, 
inadequate systems or instances of non-compliance with FAR or CAS do not restrict the 
auditor’s ability to perform agreed-upon procedures; therefore, such circumstances are 
generally not appropriate restrictions on procedures. However, such circumstances may, 
in some cases, be included as “Other Matters to be Reported” (see 10-1011). 

10-1009 Results of Application of Agreed-Upon Procedures 

a. The results section includes the following elements which are discussed in more 
detail below: (1) a disclaimer of opinion paragraph, (2) exhibits and schedules detailing 
the agreed-upon procedures performed and related findings, and (3) additional remarks 
applicable under the circumstances. 

b. The report will provide neither positive nor negative assurance. The results of 
applying agreed-upon procedures should be expressed in the report as findings (as de
fined in AT 201.24 – 201.26), rather than adjustments, recommendations or questioned 
cost. The report should exclude opinion like language and language that implies nega
tive assurance. For example, the report should not include statements such as “in our 
opinion,” “the costs are reasonable,” “nothing came to our attention,” or “costs are un
derstated.” In addition, the opinion statement sentences in 10-304.6, e.g., regarding the 
adequacy of certified cost or pricing data and the acceptability of the proposal for nego
tiation, are not to be used in a report on the application of agreed-upon procedures. 

10-1009.1 Disclaimer of Opinion Paragraph 

The first paragraph of the results section includes the following elements: (1) a 
statement that an audit was not performed, (2) a disclaimer of opinion, (3) a reference to 
the appendix, “Other Matters to be Reported,” if there are matters, unrelated to the spe
cific agreed-upon procedures, that should be called to the requestor’s attention (see 10
1011), and (4) a statement that if additional procedures had been performed, other mat
ters might have come to our attention that would have been reported. 

10-1009.2 Exhibits and Schedules – Procedures Performed and Findings 

The next part of the results section should separately list each agreed-upon procedure 
performed, followed by the related findings and explanatory notes. While exhibits and 
explanatory notes in agreed-upon procedures reports are usually not as extensive as 
those in audit reports, they should be sufficient in the specific circumstances, to clearly 
and concisely explain the findings to the requestor. The following subheadings should 
be included, as applicable, for each agreed-upon procedure. 
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a. Agreed-Upon Procedure. Briefly describe the agreed-upon procedure, including 
any agreed upon materiality limits. The agreed-upon procedures listed in the report 
should generally be the same as those detailed in the acknowledgment letter or, if they 
were modified during the course of the engagement, in the working papers (14-1002.3). 

b. Summary of Findings. This will generally be a table summarizing the findings, 
including explanatory notes if needed to adequately explain the procedures performed 
and the related findings. A narrative description of the findings, rather than a table, may 
be used if more appropriate in the circumstances. Report all findings, even if immateri
al, unless the definition of materiality was agreed to by the auditor and requestor (see 
10-1002). 

c. Contractor’s Reaction. If appropriate, provide a statement that the contractor ei
ther agrees or disagrees with the findings and the basis for any disagreement. 

d. Auditor’s Response. Provide any appropriate comments if the contractor disagrees 
with the findings. 

10-1009.3 Additional Remarks 

a. Indicate the date an exit conference was held and the name and title of the contrac
tor’s designated representative with whom the exit conference was conducted (see 4
304). Also, briefly describe the contractor’s reaction in this section. Detailed comments 
on the contractor’s reaction to the report findings will be included in the explanatory 
notes, where appropriate. When the contractor provides a formal, written response, it 
should be referenced within the Results of Application of Agreed-Upon Procedures sec
tion and included as an appendix to the report. 

b. Further remarks should be included when appropriate to the circumstances. For 
example, include remarks if information in the report was provided to the contracting 
officer in advance. 

10-1010 Report Distribution (Agreed-Upon Procedures) 

Follow the guidelines at 10-212 for report distribution. 

10-1011 Appendixes (Agreed-Upon Procedures) 

Follow general guidelines at 10-213 and the specific guidance below. 
Other Matters to be Reported. This appendix should be used to communicate 

matters, unrelated to the specific agreed-upon procedures, that come to the auditor’s 
attention that may significantly impact or contradict the subject matter or assertion 
being reported on (see 14-1002.3). When providing information on relevant systems 
that were previously reported to be inadequate and related internal control deficien
cies, the report should clearly communicate that the opinions are based on previous 
engagements. The APPS report shells for Activity Codes 28000 and 17900 include 
examples of appropriate language. 
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10-1100 Section 11 --- Audit Reports on Price Adjustment Proposals or Claims 

10-1101 Introduction (Claim Reports) 

a. This section provides guidance for preparing reports on price adjustment proposals or 
claims. For additional significant report requirements on price adjustment proposals and 
claims, refer to 12-800. 

b. A requestor may ask DCAA to evaluate limited portions of contractor price adjustment 
proposals or claims by means of agreed-upon procedures. Agreed-upon procedures are ap
propriate when objective evaluation criteria exist and the auditor and requestor reach mutual 
agreement on the procedures to be applied. Guidance in 10-1000 should be followed, modi
fied as necessary to conform to the requirements of price adjustment reports. The auditor 
should ensure that: 

 the acknowledgment indicates the parties have reached a clear understanding re
garding the terms of the engagement (see 4-104); 

 the report does not refer to the engagement as an “examination” or a “review;” 
 the report disclaims an opinion; and 
 the restrictions are appropriate for agreed-upon procedures (see 10-1008). 

c. Because of the sensitivity of a claim and the possibility that it will become the sub
ject of litigation, it is unlikely that a requestor will want to limit the evaluation to a re
view. However, the evaluation of a claim may be performed as a review if necessary to 
meet time constraints or other special needs of the requestor. Modify the subject, scope 
and opinion paragraphs as shown in 10-210. 

d. While it is possible to evaluate a portion of a claim using the standards for an audit, 
either an examination or a review, it may be inadvisable to do so. The elements of the 
claim may be highly interconnected. Should the FAO receive a request for an audit of 
part of a claim, the specific issues to be addressed should be analyzed, and a determina
tion made as to whether the elements covered by the request may be evaluated on a 
stand-alone basis. The analysis should be documented in the working papers. 

e. If it is determined that auditing parts of a price adjustment proposal or claim is ap
propriate, refer to 10-305 for suitable report language, modified as necessary. Revise 
section headings to include the words "... OF AUDIT OF PARTS OF A PRICE 
ADJUSTMENT PROPOSAL (CLAIM)". 

10-1102 Proper Terms (Claim Reports) 

a. For price adjustment proposals, incorporate in the resulting audit report the terms “ne
gotiation” and “Truth in Negotiations Act” as if the submission were a price proposal (a pric
ing action). Since a claim is no longer considered a pricing action, the appropriate terms 
cited in these cases are “adjudication” or “settlement” versus “negotiation.” Refer to the cor
rect type of submission; e.g. a price adjustment proposal or a claim, when the submission 
meets the requirements of FAR 33.201. Refer to 12-504 for further guidance. 

b. Some pro forma comments used in price proposal reports are not suitable for claim 
reports. When the audit concerns a claim being appealed to the ASBCA or courts, do not 
refer to pricing terms that apply to expected negotiations. In particular, question costs for 
lack of support rather than classifying them as unsupported, because claim audits generally 
deal with after-the-fact costs. Also, do not refer to 10 U.S.C. 2306a on claims required to be 
certified by the Contract Disputes Act of 1978 (use 41 U.S.C. 601). 
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10-1103 Report Format and Contents (Claim Reports) 

a. Since claims often involve legal issues and frequently are complex, the audit report 
must be sufficiently clear, complete and accurate to withstand the rigors of the appeal pro
cess. 

b. The nature and extent of detail in the report depends on: 
(1) the complexity of the proposal or claim, 
(2) the significance of errors or omissions, 
(3) the materiality of the auditor's recommended adjustments, 
(4) results of discussions with the contractor, and 
(5) the contracting officer's specific requests. 

c. The minimum data requirements stated in 10-1105.1 apply, even if the audit did 
not result in questions regarding the contractor's submitted costs or other qualitative or 
quantitative aspects. Also include in the report the information stated in 10-1104, re
gardless of the audit findings. 

10-1103.1 General Format 

Prepare the report following the guidance in 10-100 and 10-200, as supplemented by 
this section. The general arrangement of report contents follows: 

Audit Report Cover Sheet (10-205) 
Report Narrative (10-210) 

Subject of Audit (10-1104.1)
 
Executive Summary (10-1104.2)
 
Scope of Audit (10-1104.3)
 

Qualifications (10-1104.4) 
Results of Audit (10-1105) 

Opinion (10-304.6) 
Exhibits and Schedules (10-1105.1) 
Unsatisfactory Conditions and/or Other Audit Recommendations (4-800) 
Additional Remarks (10-1105.3) 

Contractor Organization and Systems (10-1106)
 
DCAA Personnel and Report Authorization (10-211)
 
Report Distribution (10-212)
 
Appendixes (10-1107)
 

Following the general format in 10-205, include the title “Independent Audit of 
[Contractor’s Name] Price Adjustment Proposal” or “Independent Audit of [Contrac
tor’s Name] Price Adjustment Claim” on the cover sheet. Also include the prime con
tract number on the reference line; and the contractor's name, city, and state on the con
tractor line. 

10-1103.2 Addressing and Distributing Reports 

The general policy for addressing audit reports is stated in 10-207; for report distri
bution, in 10-212. For all reports covered by this section, include the onsite FLA (refer 
to the FLA Locator on the DCAA Intranet site) in the distribution. Follow the guidance 
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in 10-206.2 on the release of draft audit reports to the contractor. For reports on those 
claims appealed to a BCA or court, coordinate the release of the report with the Gov
ernment trial attorney. 

10-1104 Report Narrative 

The body of the report will contain the following paragraphs, as applicable. (See 10
210 for paragraph format.) 

10-1104.1 Subject of Audit 

The first paragraph under this heading should identify the type of submission and 
purpose of the audit. It should state the contract type, incentive provisions, total value of 
the submission, and whether the submission represents a price adjustment proposal, or a 
claim under the Contract Disputes Act of 1978. Also include a statement that the sub
mission is the responsibility of the contractor and that the auditor's responsibility is to 
express an opinion based on the audit [see 10-210.1b.(1)]. Add other appropriate infor
mation as necessary. 

10-1104.2 Executive Summary 

This section is intended to give the reader a brief overview of the audit findings -- audit 
opinion, recommendations and the significant issues supporting the opinion. Follow the 
guidelines presented in 10-210.2 and 10-304.2. 

10-1104.3 Scope of Audit 

a. Include the following scope of audit statement as a separate paragraph, modified as 
shown where appropriate. This section should also be used to provide information regarding 
advance agreements and special contract provisions having a bearing on the proposal or 
claim. 

“Except for the qualification(s) discussed below, [omit if there is no “Qualification(s)” 
section within the “Scope” paragraph], we conducted our examination in accordance 
with generally accepted government auditing standards. Those standards require that 
we plan and perform the examination to obtain reasonable assurance that the price 
adjustment proposal (claim) is free of material misstatement. An examination in
cludes: 
	 obtaining an understanding of the contractor's internal controls, assessing control 

risk, and determining the extent of audit testing needed based on the control risk 
assessment; 

 examining, on a test basis, evidence supporting the amounts and disclosures in the 
price adjustment proposal (claim); 

 assessing the accounting principles used and significant estimates made by the 
contractor; 

 evaluating the overall price adjustment proposal (claim) presentation; and 
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	 determining the need for technical specialist assistance [and quantifying the re
sults of a Government technical evaluation].” 

b. The next paragraph should identify the established or stated criteria used to evaluate 
the proposal or claim. (See 10-210.3d.). For contractors with CAS covered contracts, if the 
subject contract is exempt from CAS for any of the reasons identified in 48 CFR 
9903.201-1, state this fact in the report (see 10-210.3e.). For example: 

“Contract number XXXX is not covered by Cost Accounting Standards Board rules 
and regulations because it is a sealed bid contract and is therefore exempt from all 
CAS requirements under 48 CFR 9903.201-1(b)(1).” 

c. The last paragraph in the Scope of Audit section should describe the impact of the 
current assessment of control risk on the audit scope. (See 10-210.3f.). 

10-1104.4 Qualifications 

a. Include this section only if qualifying the audit opinion due to limitations related 
to the stated purpose and scope of audit (see 10-304.4). In such a case, both the “Scope 
of Audit” and the “Results of Audit” must specifically refer to this section. (Properly 
explain any unqualified audit conclusions and recommendations in other portions of the 
report. Do not refer to them in this part of the report.) 

b. This section must clearly explain the nature and potential impact of each circum
stance that prevents an unqualified opinion, and any steps taken to overcome or mitigate 
the problem. If applicable, also explain any further action that the auditor will take after 
issuing the report. 

c. For situations involving several circumstances, use separately numbered subpara
graphs for each qualification (e.g., contractor's denial of access to records or inadequate 
contractor cost records). 

10-1105 Results of Audit (Claim Reports) 

a. This section should begin with the phrase, “In our opinion. . .” and should present 
the audit opinion (qualified, if appropriate) and refer to applicable exhibits, schedules, and 
appendixes. (See 10-304.5). 

b. Reporting standards (see Chapter 2) require an opinion on the adequacy of submitted 
certified cost or pricing data and their compliance with FAR and Cost Accounting Stand
ards where such regulations and standards apply. See 10-304.6c for guidance on develop
ing an opinion. 

c. Claims or proposals that include significant questioned costs, including costs ques
tioned for lack of support, may warrant an adverse audit opinion (see 10-304.6). Express 
an adverse opinion when the contractor should take some specific corrective action before 
the Government can consider the claim or proposal and related material as an adequate 
basis for adjudication, settlement or negotiation of a price adjustment (see 9-211.3). 

10-1105.1 Exhibits and Schedules 

a. Use an exhibit to summarize the proposal or claim as part of the results of the audit 
(see 10-304.7). Include structured notes to give the reader a comprehensive understanding 
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of the basis of the proposal or claim and, if applicable, the reasons for the auditor's use of 
a different method to determine a price adjustment. Present important dates in an appendix 
titled “Chronology of Significant Events” (10-1107.1). 

b. Results of audit of the Eichleay formula (see 12-805) should be presented in the 
report exhibit or a structured note, and should include: 

(1) the contractor’s computations; 
(2) the audit computations; 
(3) discussion of the basis for the differences by each element of the formula; and 
(4) any audit adjustments to the computed damages. 

See 12-806 for further guidance. 

10-1105.2 Unsatisfactory Conditions or Other Audit Recommendations 

Use this section to report any unsatisfactory conditions or questionable practices relat
ing to the contractor's operations and the contract being audited. Whether the auditor 
should include a particular condition or practice in this section depends on its significance 
and the frequency of previous reporting. When the audit of a contractor's or subcontrac
tor's records or information from other sources suggest fraud, other criminal activity, or 
the existence of unsatisfactory conditions, send a referral as provided by 4-700 or 4-800 
(whichever is more appropriate in the circumstances). 

10-1105.3 Additional Remarks 

Conclude the Results of Audit section of the report narrative with the following addi
tional remarks, as appropriate. 

a. Exit Conference (see 10-210.5e.(1) and (2)) 
(1) In all evaluations, state the date and the name and title of the contractor's desig

nated representative with whom the results of audit and/or the factual matters were dis
cussed (see 4-304). 

(2) In addition, if there were findings, summarize the contractor's reaction to the 
audit results and/or factual matters, the major areas of difference likely to be pursued at 
negotiations, and any other comments relevant to resolution of the findings. 

(3) When the contractor provides a formal, written reaction, it should be referenced 
within the Results of Audit section and included as an appendix to the report. Include any 
rebuttals in the “Auditor's Response” portion of the explanatory notes. Include the follow
ing statement. 

“The complete text of the contractor’s reaction appears as Appendix [X].” 

(4) If the contractor provided no reaction, the following is an example of a state
ment that is permissible but not required. 

"[Identify the contractor representative] reserved comment pending discussions with 
the cognizant Federal agency official." 

(5) An illustration of a report paragraph is shown below: 

“We discussed the results of audit with [identify the contractor representative(s) by 
name and title] in an exit conference held on [date]. [If there are projected estimates 
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for future work, do not disclose the audit results on these projections, disclose only 
factual matters and include the following as the second sentence: During the exit 
conference we disclosed only factual matters regarding the estimates for future work 
not completed.] [Include a summary of the audit results and/or factual matters.] In 
reaction to our findings [include a summary of the contractor’s reaction to the audit 
results and/or factual matters.] The complete text of the contractor’s reaction ap
pears as Appendix [X]. [Include the auditor’s rejoinder to the audit results and dis
cuss the validity of the contractor’s reaction.]” 

b. Per 12-507, draft and final audit reports on equitable adjustment claims should not 
be provided to the contractor unless the contracting officer or Government trial attorney 
authorizes the release in writing. 

c. Indicate in this section that the results of the examination are based on the contract
ing officer’s determination that the submittal is a price adjustment proposal or a CDA 
claim. Should this determination be changed, suggest that the auditor be notified so that 
the impact of such a change on the results of the examination can be assessed. See 12
504d. and 12-504e. 

d. Use the guidelines provided in 10-210.5e.(2) to prepare other additional remarks. 

10-1106 Contractor Organization and Systems (Claim Reports) 

Include relevant information, which impacts the scope and the results of the audit. 
Tailor it to the contractor's size and where possible reference previous reports. Follow 
the guidelines in 10-210.7. 

10-1107 Appendixes (Claim Reports) 

Use an appendix only for required supplementary or supporting information, as 
explained in 10-213. The report body, exhibit, or schedule should refer to any appen
dix included as part of the report. The following should be used for a report on a price 
adjustment proposal or claim. 

10-1107.1 Chronology of Significant Events (See Figure 10-11-1) 

a. Include a chronology of significant events as an appendix in each proposal or 
claim audit report. This appendix lists the significant events leading up to or having a 
bearing on the proposal or claim. Its purpose is to ensure that the report's recipient and 
potential users (such as the ASBCA judge and attorneys) have an understanding of the 
key issues and events. 

b. The chronology should show whether the contractor certified the claim under the 
Contract Disputes Act, the certification date, whether the contracting officer has made a 
decision on entitlement, the date and amount of the initial price proposal, the basic con
tract plus modification amounts, key events regarding contract performance issues, the 
dates of alleged delays or disruptions, performance dates anticipated at award date, and 
actual performance dates. 
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10-1107.2 Contractor's Written Comments 

Include as an appendix a copy of the contractor's written comments submitted in 
reaction to the exit conference (see 10-1105.3). 

10-1107.3 Observations on Entitlement 

Include in an appendix on “other matters” any observations that relate to the con
tractor’s assertion of entitlement (see 12-701 and 12-802.1), such as evidence of de
lays caused by contractor delays in ordering materials, subcontractor caused delays, 
or malfunctioning machinery. 

DCAA Contract Audit Manual 



November 5, 2014 10171 
Figure 10-11-1 

Figure 10-11-1 (Ref. 10-1107.1)
 
Evaluation of Proposal or Claim for Price Adjustment
 

Audit Report No. __________________ APPENDIX 1 

EVALUATION OF PROPOSAL OR CLAIM FOR PRICE ADJUSTMENT 

Filed under Changes Clause ( ) or Disputes Clause (x)
 
Contract No. N00999-92-C-1234
 
Board of Appeals Case No. 33333
 

Contractor Name XYZ Company Telephone (703) 274-7775 
Outside Proposal or Claim Preparer Samuel Jones Telephone (703) 274-7776 
Trial Attorney Name Portia Barrister Telephone (202) 514-0832 
Date of Initial Price Proposal Aug. 21, 1992 (compet. bid) Amount $1,000,000 
Date of Basic Contract September 30, 1992 Amount $1,000,000 
Contract type Firm-Fixed-Price Competitive 
Total Amount of All Modifications $500,000 
Date(s) of Alleged Abnormal Condition(s) October 1, 1992 - January 15, 1994 
Description: XYZ Company alleges that the Government provided defective specifica
tions and equipment, which resulted in increased cost. 
Contract Specified Performance Dates: From: October 1, 1992 to: September 30, 1993 
Actual Performance Dates: From: January 29, 1994 to: September 30, 1996 

CHRONOLOGY OF SIGNIFICANT EVENTS 

Event Date 

Contractor alleges defective specifications Oct. 1, 1992 
Contractor submits site drawings March 15, 1993 
Contracting officer rejects drawings as nonconforming to contract 

specifications March 16, 1993 
Contractor protests PCO’s actions, requests 180-day delay March 17, 1993 
Contracting officer rejects contractor’s request June 27, 1993 
Contractor submits revised drawings Aug. 24, 1993 
Contracting officer approves revised drawings Nov. 22, 1993 
Contractor alleges defective GFE Jan. 10, 1994 
Contracting officer notifies contractor of proposed termination for default Jan. 15, 1994 
Performance begins; TFD withdrawn Jan. 29, 1994 
Contractor submits price adjustment proposal April 22, 1994 
Claim submitted Aug. 22, 1996 
Claim certified under Contract Disputes Act Aug. 22, 1996 
Contracting officer determines contractor is not entitled to a price 

adjustment and issues final decision Aug. 24, 1996 
Contractor files ASBCA appeal Nov. 23, 1996 
Audit request Nov. 29, 1996 
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10-1200 Section 12 --- Reports on Other Areas 

10-1201 Introduction (Other Reports) 

a. This section provides guidance for preparing reports on evaluations of an entity’s ad
herence to specific financial compliance requirements such as Earned Value Management 
System (EVMS) criteria (see 11-200) and other DoD requirements (see 14-800), and con
tract audit areas not covered in Sections 3 through 11 of this chapter. Reports on other areas 
should be adapted to the specific audit performed. “Shell” reports for a progress payment 
audit and a financial capability audit can be found on the DCAA Intranet and the APPS. 

b. Pro forma language for review reports has not been developed because it is unlikely 
that most of the evaluations listed below would be evaluated under the review standards. 
Additionally, there is some possibility that certain types of reports could be deemed to be 
determinations of compliance with law or regulation, and if so, they would be ineligible for 
reporting as a review. Should it become necessary to report results of an evaluation subject to 
this section as a review and review reporting language has not been furnished in the appro
priate "shell" report on the APPS, modify the report to use review reporting language out
lined in 10-200. Furnish a copy of the report to Headquarters, Attention PAS. 

10-1202 Additional Guidance (Other Reports) 

a. The principal audit areas to which the guidance in this section is applicable are listed 
below. The auditor should refer to the identified section for guidance on performing each 
type of evaluation, and to 10-212 for general guidance on report distribution. 

(1) Audit Reports Pertaining to Suspected Fraud and Unlawful Activity (see 4
702.5). 

(2) Voluntary Refunds (see 4-802.4). 
(3) Contractor Financial Capability Reporting Requirements (see 14-308). 
(4) Progress Payments (see 14-206). 
(5) Contract Funds Status Reports (see 11-305). 
(6) Cost Performance Reports (see 11-305). 
(7) Cost/Schedule Status Reports (see 11-305). 
(8) Contractor Cost Data Reports (see 11-409). 
(9) Contractor Records of Government Property (see 14-408). 
(10) Military Dependents Medical Care Program (see 14-902.3). 
(11) Advance Payments (see 14-904.4). 
(12) Special Audits Related to Government Rights in Inventions (see 14-906.4). 
(13) Special Information Reports for NASA (see 15-106.4). 
(14) Specific information requirements for reports under Agency for International 
Development contracts (see 15-107 and 13-706.4). 
(15) Earned Value Management Systems (see 11-202.8 and 11-203.5). 
(16) Performance Based Payments (see 14-910). 
(17) Quarterly Limitation of Payments (QLOP) (see 11-105). 

b. A requestor may ask DCAA to evaluate limited portions of the above subject matter by 
means of agreed-upon procedures. Agreed-upon procedures are appropriate when objective 
evaluation criteria exist and the auditor and requestor reach mutual agreement on the proce-
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dures to be applied. Guidance in 10-1000 should be followed, modified as necessary to con
form to the subject matter of the report. The auditor should ensure that: 

 the acknowledgment indicates the parties have reached a clear understanding re
garding the terms of the engagement (see 4-104); 

 the report does not refer to the engagement as an “examination” or a “review”; 
 the report disclaims an opinion; and 
 the restrictions are appropriate for agreed-upon procedures (see 10-1008). 

10-1203 Report Format and Contents (Other Reports) 

Prepare reports following the standard aspects of report preparation in 10-200 and the 
professional standards for audit reporting in Chapter 2. The auditor will also be guided by the 
reporting concepts contained in Sections 2 through 11 of this chapter and the comments that 
follow. The report should contain all necessary and pertinent information to be fully respon
sive to the needs of the recipient. Reports should be prepared using the following format: 

Cover Sheet (10-205) 
Report Narrative (10-210) 

Subject of Audit (10-1204.1) 
Executive Summary (10-1204.2) 
Scope of Audit (10-210.3) 

Qualifications (10-210.4) 
Results of Audit (10-1204.5) 

Opinion 
Exhibits and Schedules 
Additional Remarks 
(10-210.5e) 

Contractor Organization and Systems (10-210.7) 
DCAA Personnel and Report Authorization (10-211) 
Report Distribution (10-212) 
Appendixes, if needed. 

10-1204 Report Narrative (Other Reports) 

Since this section applies to a variety of audit areas, it is imperative that the “Subject of 
Audit,” “Scope of Audit,” and the “Results of Audit” paragraphs be tailored to meet the spe
cific requirements of the audit. Be sure the report does not imply acceptance for purposes 
other than those intended. For example, a progress payment audit report should not be mis
construed as determining the acceptability or allowability of costs claimed on the contractor's 
progress payment request. 

10-1204.1 Subject of Audit 

This paragraph should define why the evaluation was performed. Most of the audits cov
ered in this section are evaluations of a specific contractor submission performed in response 
to requests. In such cases, the request should be referenced in this paragraph. General guid
ance is provided in 10-210.1. When the evaluation covers the contractor's compliance with 
one or more specific laws, regulations, or related requirements, the report format should 
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identify the contractor's implicit assertion that it has complied with the requirements. For 
example, a report on an examination of compliance with EVMS requirements may read: 

“As requested by [requesting office] in [memorandum/letter] [reference] dated , we 
examined [contractor name or short name]’s integrated management system to assure 
that the system complies with the financial and accounting data requirements related to 
the Earned Value Management System (EVMS) guidelines established in DoDI 
5000.2 and incorporated in DFARS 252.234-7002. By submitting invoices under con
tracts subject to EVMS criteria, the contractor asserts that it has complied with these 
requirements. The purpose of the examination was to test whether the relevant contrac
tor's systems meet the standards established in DoDI 5000.2 during the period (identify 
the period covered by the evaluation)." 

“Compliance with DFARS 252.234-7002 is the responsibility of the contractor. 
Our responsibility is to express an opinion on the contractor's compliance with the 
requirements of DFARS 252.234-7002 based on our examination.” 

10-1204.2 Executive Summary 

Develop an appropriate Executive Summary paragraph using the guidelines provided 
in 10-210.2 and 10-304.2. 

10-1204.3 Scope of Audit 

Develop an appropriate scope paragraph using the guidelines provided in 10-210.3. 
The scope paragraph should describe the criteria used to evaluate the contractor's sub
mission and any scope qualifications. Also describe the impact of the assessment of 
control risk on the audit scope (see 10-210.3f). If the report covers an evaluation of a 
contractor's compliance with a specific law or regulation, end this paragraph with the 
following statement: 

"Our examination does not provide a legal determination on [short name's] com
pliance with [identify law or regulation] requirements." 

10-1204.4 Qualifications 

This section sets forth any factors which have a significant adverse impact on the 
scope of audit and usually result in a qualified report. These circumstances include de
nial of access to records, nonreceipt of a technical evaluation report, insufficient time to 
perform the evaluation, etc. The section of the report which contains the detailed discus
sion of the item involved should be referenced (page number, exhibit, or schedule). 

10-1204.5 Results of Audit 

a. This section of the narrative tells the report recipient the auditor's opinion and 
what the audit findings are. If the evaluation was an examination, begin the Results par
agraph with the phase, “In our opinion, [except for the (describe the qualification and 
the potential impact on the results)], . . .” Do not use the term “opinion” to describe the 

DCAA Contract Audit Manual 

http:10-210.3f


November 5, 2014 10175 
10-1204 

results of a review. If required, this paragraph should be supported by exhibits and 
schedules. 

b. Many major Government contracts contain clauses requiring an approved Earned 
Value Management System (EVMS) meeting guidelines set forth in DoDI 5000.02 for 
performance measurement on selected acquisitions (11-200). If the contractor has con
tracts requiring an approved EVMS, provide an assessment of whether the deficiencies 
disclosed in the report are likely to materially affect the reliability of the contractor's 
EVMS. Discuss findings and recommendations relating to the EVMS with the Contract 
Administration Office EVMS monitor after management review and prior to issuance of 
the report. Immediately after issuing the report, the auditor should evaluate the impact 
of these deficiencies on specific contracts requiring an approved EVMS and where sig
nificant provide the details in EVMS surveillance reports (11-203.5.). For example, the 
systems report might say: 

“We believe the deficiencies noted in this report will have a material impact on 
the reliability of the contractor's Earned Value Management System (EVMS) 
and on the accuracy of the system's data. Immediately after issuing this report, 
we will evaluate these deficiencies to determine the impact on specific contracts 
requiring an approved EVMS and will provide the details in EVMS surveillance 
reports.” 

c. Conclude the Results of Audit section of the report narrative with the following 
additional remarks, as appropriate: 

(1) Exit Conference 
(a) In all evaluations, state the date held and the name and title of the contrac

tor's designated representative with whom the exit conference was held (see 4-304). The 
summary might read as follows: 

“We discussed the results of [audit, review, procedures, etc.] with [Name and 
Title of contractor representative] in an exit conference held on [Date].” 

(b) Summarize the contractor's reaction to any factual differences. Include the 
major areas of difference likely to be pursued at negotiations, and any other comments 
relevant to resolution of the findings. 

(c) If the contractor provides a formal, written reaction, it should be refer
enced within the Results of Audit section and included as an appendix to the report. 
Include the following statement: 

"The complete text of the contractor's reaction appears as Appendix [x]." 

(2) Other Additional Remarks 
Use the guidelines provided in 10-210.5e.(2) to prepare other additional remarks. 

10-1204.6 Contractor Organization and Systems (Other Reports) 

Follow the guidelines provided in 10-210.7 to prepare comments regarding the contractor 
organization and systems section of the report. 
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CHAPTER 11 

11-000 Audit Of Contractor Compliance With Contract Financial 
Management Requirements 

11-001 Scope of Chapter 

This chapter provides guidance that is peculiar or special to the accomplishment of the 
audit of contractor compliance with contract financial management requirements. To the 
extent appropriate under the circumstances, Chapters 3, 4, 5, and 6 of this manual are 
equally applicable to the audit assignments discussed in this chapter. 

11-100 Section 1 --- Audit of Contractor Compliance with "Limitation of Cost," 
"Limitation of Funds," and "Limitation on Payments" Clauses 

11-101 Introduction 

This section provides guidance for auditing contractual limitations on costs, funds, and 
payments. 

11-102 General 

Contract limitation of cost clauses (FAR 52.232-20 and 21) and limitation of funds 
clause (FAR 52.232-22) contain financial reporting requirements for cost-type contracts. 
The contract limitation on payments clauses (FAR 52.216-5, 6, 16, and 17) contain finan
cial reporting requirements for contracts with price redetermination provisions and fixed-
price incentive contracts. The limitation of cost and funds clauses in cost-type contracts 
require the contractor to advise the contracting officer in writing whenever the contractor 
has reason to believe that costs expected to be incurred under the contract in the next 60 
days (may vary between 30 and 90 days) when added to all costs previously incurred, will 
exceed 75 percent (may vary between 75 and 85 percent) of the estimated total contract 
costs or funds allotted to the contract, respectively. The limitation of cost clause also re
quires the contractor to notify the contracting officer when there are indications that the 
total cost for the performance of a contract will be substantially greater or less than the 
estimated total contract cost. Under FAR 52.232-20, 52.232-21, and 52.232-22, the Gov
ernment is not obligated to reimburse the contractor for costs incurred in excess of cost or 
funding limitations. Similarly, the contractor is not obligated to continue performance 
under the contract or otherwise incur costs in excess of the limitation or, if the contract is 
cost sharing, the amount then allotted by the Government to the contract plus the contrac
tor’s corresponding share. However, if the Government notifies the contractor in writing 
that the amount allotted to the contract has been increased and specifies the amount, the 
Government is then obligated to the total revised amount allotted to the contract. The limi
tation on payments clause in contracts with price redetermination provisions and fixed-
price incentive contracts requires the contractor to report to the contracting officer the 
costs in relation to billing prices on items for which final prices have not been established. 
The objective of Limitation on Payments Statement quarterly submissions is to keep bill
ing rates during contract performance in line with expected final prices; indicated over-
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payments can be recouped and excessive billing rates adjusted on a timely basis. This is a 
minimum requirement. The contract or the procuring agency may require additional re
porting, or the contractor may prepare other internal reports in addition to those required 
by the Government. 

11-103 Scope of Audit 

Knowing the management tools available to a contractor in controlling, projecting 
and monitoring contract costs is of utmost importance. Obtaining this knowledge is an 
integral part of system audits aimed at determining the adequacy of contractor financial 
management systems. It is important for the auditor to ascertain that the contractor has 
the financial management tools necessary to adequately identify potential contract overruns 
or underruns. The auditor should promptly notify the contractor and the ACO of any 
deficiencies. In evaluating the contractor's financial management policies and procedures, 
the auditor should ascertain: 

a. The nature and adequacy of controls which govern the establishment of budgets; the 
procedures for accumulating incurred costs by budget element; the actual cost compared to 
budgeted costs; the means provided for comparing incurred costs to the percentage of con
tract completion; and development of estimates to complete (ETC). 

b. Whether the contractor's organization effectively utilizes its financial management 
tools to promptly report potential cost overruns and underruns to contractor management and 
subsequently to the Government. 

c. The methods by which the overall contract financial controls relate to the day-to-day 
supervisory controls maintained at the operational level. 

11-104 Audit Procedures 

The audit procedures suggested in this section are not intended to be all-inclusive; the 
auditor, after considering these guidelines, must develop an audit program based on individ
ual circumstances. At the beginning of the audit the auditor should coordinate with the cog
nizant contracting officer as discussed in 4-104. 

11-104.1 Determination of Reporting Requirements 

When appropriate, the auditor should: 
a. Determine, from contract briefing files or other available sources, those contracts 

which require limitation of cost reports, limitation of funds reports, or limitation on pay
ments statements. 

b. Ascertain whether the contractor is required to meet additional reporting requirements 
not specifically required by the contract. 

c. Ascertain whether internal reports, in addition to those required by the contract, are 
prepared to increase internal financial management controls. If so, they should be com
pared with the reports submitted under the contract to determine whether significant dif
ferences exist. 

d. Compare the reporting requirements among various contracts and determine whether 
there is duplication in the reports required and in the information assembled. The auditor 
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should consider the possibility of the contractor using reports required by one military 
department, command, or Service to satisfy the needs of all contracting officers. 

11-104.2 Evaluation of Reporting Controls 

When appropriate, the auditor should: 
a. Evaluate the contractor's procedures applicable to the budgetary controls of individ

ual contracts and compare the estimated cost of individual tasks and departments in the 
cost estimate with the budgeted funds. 

b. Ascertain and evaluate for each division (or plant) the internal procedures for con
trolling the financial status of Government contracts and determine the source of the 
reported incurred costs and the basis for ETC. The auditor also should determine the 
extent and frequency of supervisory reviews of the status reports and whether explana
tions are required when there are significant deviations from the budget. 

c. Ascertain and evaluate the manner in which revised ETC, in terms of engineering 
and production manhours, relate to the production control schedules and engineering man
power schedules at specific work centers. 

d. Evaluate the documentation flow of the financial status reports from the various 
sources to the finance manager responsible for preparing the overall financial report for 
the assigned project. 

e. Evaluate the controls exercised by the finance manager, including: 
(1) the manner in which the source data are reviewed for reliability, 
(2) the basis for changes to the source data, and 
(3) a determination of the extent to which requests for explanations from operations 

responsible for the source data are made relative to causes of potential cost overruns or 
underruns. 

11-104.3 Audit Objectives 

The audit objectives are: 
(1) to determine whether the contractor has complied with the reporting require

ments contained in the contract clause and 
(2) whether the financial data contained in the contractor's reports and statements 

are reasonable and consistent with the data presented in other required Government re
ports and/or claims. 

11-104.4 Audit Guidelines 

The audit guidelines which are applicable to the minimum reporting requirements in 
11-102 are as follows: 

a. Ascertain whether the contractor is submitting reports required by its contracts. 
Compare these reports with the contractor's internal financial reports for consistency. 

b. Evaluate limitation of cost reports. The limitation of cost clause requires the contrac
tor to provide the contracting officer advance notice whenever the total cost incurred on 
the contract will exceed a specified percentage of, or will be greater or substantially less 
than, the estimated cost specified in the contract. The contractor must submit a revised 
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estimate of the total cost of performing the contract as part of the notification. Limitation 
of cost reports should be evaluated using the following guidance: 

(1) Evaluate the contractor's revised EAC using the guidance in 14-205f. 
(2) Ascertain whether the limitation of cost reports in successive periods reflect 

significant cost underruns or overruns. 
(3) Ascertain whether the contracting officer has obtained contractor explanations 

for overruns when continuous overruns have occurred over an extended period. 
(4) When continuous underruns are projected over an extended period, and when the 

overall estimated contract price has not been reduced, the auditor should ask the contracting 
officer why. 

(5) When individual contracts indicate continuous significant cost overruns or un
derruns, the auditor should evaluate this condition in relation to the price established at the 
time of award. If it is determined that consistent overruns or underruns resulted from defec
tive initial pricing, the contracting officer should be so advised. 

c. Evaluate limitation of funds reports. The limitation of funds clause requires the con
tractor to provide the contracting officer advance notice whenever the total cost incurred on 
the contract will exceed a specified percentage of the funds currently allotted or, for cost 
sharing contracts, this amount plus the contractor's corresponding share. This notice must 
include an estimate of the amount of additional funds required to continue performance for 
the period specified in the contract. Limitation of funds reports should be evaluated using the 
guidance in 11-104.4b above. 

d. Evaluate limitation on payments statements. Limitation on payments (LOP) 
statements must be submitted quarterly, in accordance with the provisions of FAR 
52.216-5, 6, 16, or 17. The primary objectives of LOP statements are to provide for 
recoupment of overpayments and to indicate a need for a reduction in billing prices. 
These conditions become apparent when the contractor is underrunning targets used to 
establish billing prices. Overruns are indicated when estimated final prices exceed in
voice amounts. This indicates possible need for increased billing prices and/or revision 
of liquidation rates. The general objective is to keep billing prices in line with expected 
final prices during contract performance. Progress payments and LOP statements should 
be evaluated at the same time. Even though a request for audit may specify a particular 
document, auditors should try to identify both submissions with comparable cutoff dates 
for direct comparison and reconciliation. Evaluate LOP statements and reconcile them 
to progress payment requests using the following guidance: 

(1) The auditor should determine that costs related to delivered items are the same as 
the amounts excluded from costs shown as a basis for unliquidated progress payments (Item 
20a of the progress payment request). 

(2) The price of items invoiced should be the same as Item 21a on the progress 
payment request when both submissions have the same cutoff date. 

(3) The EACs used to prepare LOP statements and progress payment requests 
should be the same. The most current estimates should always be used. EACs should be 
evaluated using the guidance in CAM 14-205e. 

(4) The auditor should assure the comparability of contract items used in computa
tions required by the various subsections of the Limitation of Payments Statement. In all 
instances, cost data should relate to supplies and services delivered and accepted. 

(5) The auditor should determine the methods used by the contractor to identify actual 
costs of delivered and invoiced items. Understatement of this amount usually results in an 
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overpayment of progress payments by overstating the costs eligible for progress payments 
applicable to undelivered and uninvoiced items. 

(6) The auditor should ascertain whether the contractor makes prompt refunds or 
adjustments when cost underruns are indicated in the performance of fixed-price redeter
minable contracts. 

11-104.5 CAS Compliance 

The auditor should determine if reporting practices comply with CAS 401, 
"Consistency in Estimating, Accumulating, and Reporting" (See Chapter 8). 

11-105 Reports 

Reports will be furnished in response to specific requests for evaluations in this area. 
Audit reports will be prepared in accordance with 10-1200. When there is reason to rec
ommend correction of a substantial deficiency, a special report will promptly be initiated 
by the auditor even if there is no request from a contracting officer. Other deficiencies 
may be included in periodic reports on the overall system of accounting and internal con
trol. 
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11-200 Section 2 --- Audit of Contractor Compliance with Earned Value 
Management System (EVMS) Guidelines 

11-201 Introduction 

a. This section provides guidance for auditing contractor management systems on 
selected contracts. The mandatory guidelines that must be met by the contractor are 
prescribed in DoDI 5000.02, Operation of the Defense Acquisition System, and DFARS 
234.2, 252.234-7001 and 252.234-7002, Earned Value Management System (EVMS). 
As stated in DFARS 252.234-7002(b) System Criteria, the contractor shall use: 

(1) An Earned Value Management System that complies with the EVMS guide
lines in the American National Standards Institute/Electronic Industries Alliance Stand
ard 748, EVMS (ANSI/EIA-748); and 

(2) Management procedures that provide for generation of timely, reliable and 
verifiable information for the Contract Performance Report (CPR) and the Integrated 
Master Schedule (IMS) required by CPR and IMS data items of the contract. 

b. In December 1996, the Under Secretary of Defense (Acquisition, Technology and 
Logistics) (USD(AT&L)) accepted industry guidelines for Earned Value Management 
(EVM) replacing the DoD Cost/Schedule Control System Criteria (C/SCSC). The 
guidelines represent the framework for an integrated management system that provides 
for: 

(1) planning the timely performance of work, 
(2) budgeting resources, 
(3) accounting for costs and measuring actual performance against plans, and 
(4) replanning resources needed to complete the contract when significant devia

tions from plans are identified. 
A contractor's management system must meet 32 guidelines organized into the fol
lowing five major categories: Organization; Planning, Scheduling and Budgeting; 
Accounting Considerations; Analysis and Management Reports; and Revisions and 
Data Maintenance. Detailed uniform guidance for implementing the guidelines and 
conducting systems audits is provided in the Earned Value Management Implementa
tion Guide (EVMIG). The EVMIG may be accessed through the DCAA Intranet under 
Audit Tools, EVMS. 

c. Effective April 6, 2005, DoDI 5000.02 required EVM compliance on cost or in
centive contracts, subcontracts, or work agreements valued at or greater than $20 mil
lion. Cost or incentive contracts, subcontracts, or work agreements valued at or greater 
than $50 million require compliance with the EVM guidelines and an earned value 
management system that has been formally validated and accepted by the cognizant 
contracting officer. Application of EVM on cost or incentive contracts valued at less 
than $20 million is left to the discretion of the program manager based on cost–benefit 
analysis. Application of EVM on firm-fixed price contracts requires a waiver from the 
Milestone Decision Authority based on a business case analysis. For contracts awarded 
prior to April 6, 2005, the previous DoDI (5000.2) was in effect; therefore, the auditor 
must refer to the specific terms of the contract to determine which EVM requirements 
are applicable to the contract. 

d. General responsibilities of the auditor during EVMS implementation and surveil
lance are delineated in the EVMIG, which supplements and elaborates on the provisions 
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of DoDI 5000.02. Auditors should support DCMA EVMS reviews by performing an inde
pendent EVMS audit in accordance with the DCAA approved audit programs, considering 
risks identified by DCMA. Auditors should participate in EVMS reviews when (1) the 
contracting officer requests the audit services, (2) the audit covers a “management ap
proved” EVM system, (3) the EVM system contains sufficient data for testing; (4) the 
auditor sets the scope of audit, and (5) an audit report is issued covering all significant 
findings. Auditors are not considered part of a review team where the contractor repre
sentatives may also be participating. However, auditors should attend the entrance confer
ence and other conferences, and attend and/or conduct cost account manager interviews. 
Auditors should also participate in exit conferences to communicate the audit results, and 
gain an understanding of the deficiencies identified by DCMA. 

e. The Defense Contract Management Agency (DCMA) is the DoD Executive Agent 
responsible for the implementation of EVM on DoD contracts. DoD components are 
required to implement earned value effectively and notify DCMA of their EVMS focal 
point. 

f. Since DoD’s C/SCSC are considered to be equivalent to EVMS guidelines, con
tractors’ previously approved cost/schedule control systems are considered to be ac
ceptable under the EVMS guidelines. Accordingly, contractors with acceptable 
cost/schedule control systems under C/SCSC are not required to demonstrate that their 
management systems meet the EVMS guidelines, and are not subject to the initial com
pliance audit procedures outlined in 11-202.2. 

11-202 EVM Integrated Baseline Reviews, Initial Compliance Audits, and Post 
Acceptance Audits for Cause 

11-202.1 Integrated Baseline Reviews 

The Integrated Baseline Review (IBR) is a joint assessment conducted by the Govern
ment and the contractor following contract award to verify the technical content of the 
Performance Measurement Baseline (PMB) and the accuracy of the related resources 
(budgets) and schedules. The IBR will be conducted within six months of contract award. 
An IBR will also be conducted when work on a production option of a development con
tract begins or, at the discretion of the program manager, when a major modification to an 
existing contract significantly changes the existing PMB. The IBR is a streamlined ap
proach to assessing the PMB on new contracts. The IBR is conducted under the assump
tion that the contractor is using an accepted EVMS internally for program management, 
and that there is a thorough and effective Government surveillance program ongoing at the 
contractor’s facility. Therefore, this audit is not as comprehensive as the initial compliance 
and post-acceptance audits of the contractors’ EVMS. Accordingly, audit assistance will 
not usually be requested. However, when any part of the system is not clearly understood, 
the assistance of the auditor may be desired. If the assistance of the auditor is needed, the 
program manager will notify the cognizant FAO as soon as possible. The auditor will be 
responsive to the program manager for evaluation of those accounting and/or financial 
aspects of the contractor's system. 
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11-202.2 Initial Compliance Audits 

a. DFARS 252.234-7002, Earned Value Management System, requires the contractor 
to be prepared to demonstrate that its management system complies with the EVMS 
guidelines. The initial compliance audit is conducted by a DoD compliance review team 
whose leader is appointed by the DCMA EVM Center. The team generally includes a 
DCAA auditor; however, see 11-201d regarding DCAA participation on an EVM review 
team. The DCAA auditor will generally conduct an independent review of selected guide
lines and cost performance reports. The DCMA team lead should advise the auditor of the 
estimated start date and furnish the auditor with relevant EVMS information pertaining to 
the contractors system as soon as it is available. A contractor’s EVMS that has been ac
cepted for application to another contract of the same type (e.g., development or produc
tion), at the same facility, will not be required to undergo an initial compliance audit. 

b. The DCMA compliance review team will make an initial visit to the contractor’s 
facility to provide an early dialogue between the review team and the contractor on the 
compliance review process, set review expectations and identify areas of noncompliance 
and potential problems with the contractor’s EVMS processes and procedures. This initial 
review of the system includes a contractor demonstration (walk-through) of the design and 
operation of their system, and an explanation of applicable reports. Even as early as the 
initial visit, if DCMA identifies non-compliance with contractor’s EVMS they will be 
documented and will require action on the part of the contractor. Any noted deficiencies 
are documented in a DCMA Discrepancy Report and issued to the contractor via a Correc
tive Action Request (CAR) for correction by the contractor via a Corrective Action Plan 
(CAP). At the end of the initial visit, the team develops a schedule for the compliance 
review process which includes the contractor’s self assessment and DCMA’s Readiness 
Assessment. DCAA should attend the initial visit. The system demonstration and the de
velopment of the compliance review schedule will assist in preparing for DCAA’s audit at 
the readiness assessment phase. 

c. The contractor is required to conduct a self assessment of its EVMS system. This 
self assessment provides the contractor the opportunity to assess its EVMS compliance to 
the ANSI/EIA 748 EVMS Guidelines, and to determine its readiness for demonstrating a 
fully integrated and compliant system to the Government team. In parallel to the contrac
tor’s self assessment, DCMA requests a contractor data call and independently reviews the 
contractor’s data during the DCMA Readiness Assessment phase of the compliance re
view process. 

d. The review team (DCMA and DCAA) will conduct an independent examination of 
the contractor records and information to ascertain compliance with the EVMS guidelines 
and document its findings. Prior to the Readiness Assessment, DCMA will request DCAA 
audit assistance. DCAA’s EVMS initial audit should begin as soon as practicable follow
ing the receipt of the DCMA request. Any noted deficiencies identified in the Readiness 
Assessment will be documented in a DCMA CAR which will result in a contractor re
quired CAP. The CAP will include the results from the DCAA audit report. 

e. After the Readiness Assessment review and verification of the completed CAP, the 
review team will conduct the validation review to determine compliance with the 
ANSI/EIA-748 EVMS Guidelines. During the validation review, the contractor will pro
vide an overview briefing to familiarize the team with the proposed EVMS and identify 
any changes to the EVMS since the Readiness Assessment. If necessary, the team will 

DCAA Contract Audit Manual 



July 6, 2015 1109 
11-202 

evaluate any changes to the baseline since the Readiness Assessment. The team will eval
uate, on a sampling basis, performance measurement data to verify the adequacy of the 
contractor’s controls and accuracy of management reporting information. The team may 
conduct interviews of selected contractor personnel to verify that the EVMS is fully im
plemented and being used in the management of the contract. A compliance review report 
will be issued by DCMA 45 days after completion of the review which will include the 
results from the DCAA audit report. At this point in the process, DCAA’s audit report 
may be a follow-up audit based on conditions identified in the readiness assessment phase, 
an initial audit report if not involved in the readiness assessment phase, or not required 
because the DCAA report at the readiness assessment phase determined the contractor was 
compliant with the guidelines under DCAA cognizance. 

f. After the successful completion of an initial compliance audit, an advance agreement 
between the Government and the contractor is executed, which specifies the contractor 
will maintain and use the accepted EVMS as an integral management process on current, 
as well as, future contracts. The agreement should be incorporated into each contract re
quiring the application of the EVMS guidelines. The agreement is signed by the ACO and 
a contractor representative at a commensurate level, e.g., the division manager may sign 
the agreement when the EVMS is used throughout the corporation’s division. In addition, 
a Memorandum of Agreement (MOA) may be executed between the Program Manage
ment Office (PMO) and the Contract Management Office (CMO). The MOA identifies 
key Government EVMS individuals and establishes the working relationships between the 
PMO and CMO. Auditors should not sign advance agreements or MOAs. The auditing 
standard of independence precludes DCAA from entering into most agreements. If the 
CMO insists on the FAO entering into an advance agreement or MOA, the FAO should 
send the proposed agreement or MOA and background material through the regional of
fice to Headquarters, ATTN: PPS, for coordination before executing the agreement or 
MOA. 

11-202.3 Post Acceptance Audits for Cause 

After the initial acceptance of a contractor’s EVMS, no further audits for system ac
ceptance will be conducted unless there is a specific need determined by the Government. 
A post acceptance audit may occur when conditions warrant, e.g., solving a major system 
application problem identified by the program manager or a surveillance monitor. The 
scope and conduct of the audit will focus on the system processes affected by the problem. 
The audit will be scheduled based on written Government notification to the contractor. 
The review team director will be selected by the CMO EVMS monitor and the review 
team will be composed of the appropriate EVMS Government surveillance personnel 
needed to address the identified problem. DCMA will request a DCAA audit when the 
conditions identified relate to aspects of DFARS 252.234-7002 under DCAA’s cogni
zance. The review is similar to an initial compliance audit, and the EVMIG should be used 
when compliance with specific guidelines is required. The review director will issue a 
report within 45 days after completion of the review; which will include the results from 
the DCAA audit report. 
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11-202.4 Auditor Participation in Integrated Baseline Reviews, Initial Compliance 
Audits, and Post Acceptance Audits for Cause 

Upon receipt of a specific request, the FAO will assign an auditor to be a member of 
the IBR, initial compliance audit, or post acceptance audit for cause team. Auditors as
signed to these teams should be familiar with the EVMIG and have appropriate training in 
EVMS guidelines. Prior to the audit, auditors should become thoroughly familiar with the 
contractor's EVMS by reviewing the contractor's system description and analyzing cost 
management reports for the contract under audit, if applicable. 

11-202.5 Audit Objectives 

The auditor's primary objective is to audit the accounting system and related financial 
data to determine whether the management control system complies with the EVMS 
guidelines assigned and is being implemented on the contracts with EVM requirements. 
Auditors should perform the majority of the field work in advance of the DCMA review 
team visit in order to provide the management approved draft statement of conditions and 
recommendations or final audit report to the DCMA review chief by the end of the review 
team visit. As members of an EVMS guidelines review team, auditors should participate 
in meetings and cost account/functional manager interviews during the DCMA review 
team on-site visit. 
The auditor’s responsibilities include: 

(1) reviewing the contractor’s policy and procedures for compliance with certain 
aspects of EVMS guidelines and contractor provisions, and 

(2) reviewing selected cost performance reports to determine the data contained in 
the reports is timely, reliable and verifiable information to the contractor’s books and rec
ords. 

11-202.6 Scope of Audit 

a. The DCAA audit team is responsible for the preparation and execution of a detailed 
audit program for select EVMS guidelines and the accuracy of the contract performance 
reports. The selected guidelines are based on requests, as well as agreements DCAA has 
with various agencies, for example, the DCAA/DCMA Memorandum of Understanding 

(MOU) established in June 2011. Auditors should also assess whether deficiencies dis
closed in audits of forward pricing rates or business system reports on are likely to affect 
the contractor's EVMS. If the contractor has other contracts requiring an approved EVMS, 
the auditor should also determine if deficiencies being reported in EVMS surveillance 
reports (11-203) have an impact on the contract under audit. 

b. The auditor is responsible for advising the DCMA review chief, on the areas audit
ed, whether the management system meets the requirements of the EVMS guidelines. 
Unresolved disagreements between the auditor and DCMA review chief should be re
ferred to the regional office and, when necessary, to DCAA Headquarters, ATTN: PPS. 

c. If the auditor becomes aware of significant accounting or financial aspects of the 
contractor's EVMS that have not been reviewed during the IBR, initial compliance audit, 
or post acceptance audit for cause, thereby resulting in an incomplete review of the sys
tem, the circumstances should be immediately brought to the attention of the team chief 
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and documented in the DCAA files. Comments on these matters should also be included 
in the audit report together with statements regarding their expected impact on the system 
and related reporting of contract performance. 

d. An EVMS is intended for contractor use in managing contracts and for Government 
use in monitoring contract performance. Application of the provisions of DoDI 5000.02 
should not result in the development or use of two systems, one for the contractor's inter
nal use and the second merely to satisfy the intent of the guidelines. Evidence of intended 
or actual parallel operation should be fully evaluated and the results discussed with other 
members of the EVMS guidelines review team. 

e. Unrestricted access to all data affecting contract costs, both direct and indirect, in
cluding budgets and operating forecasts, is necessary to properly audit an EVMS. If the 
contractor refuses access to required data, the auditor will advise the DCMA review chief 
and the CMO EVMS monitor and enlist their aid in obtaining the information (1-504.5). 

11-202.7 Audit Planning and Risk Assessment 

Audit planning will include a contractor system demonstration and walk-through by 
the applicable contractor personnel of the various processes that ensure compliance with 
the DFARS EVMS system criteria. The contractor demonstration, which is performed 
during the risk assessment, is an essential element for obtaining and documenting the un
derstanding of the relevant internal controls. Audit planning is discussed in detail in CAM 
3-000. 

11-202.8 Audit Procedures 

a. Select those tests and other auditing procedures that are necessary to adequately 
complete the work assigned. These procedures will include tests to verify that the man
agement control system meets the guidelines for the areas assigned. Make maximum use 
of permanent file information and knowledge of audit staff to avoid duplication of effort. 
However, auditors should conduct sufficient tests of the assigned guidelines during each 
EVMS guidelines review to confirm that the management control system has in fact been 
implemented on the contract being audited. 

b. In evaluating whether a contractor's management control system complies with the 
guidelines, the auditor should conduct audit procedures similar to those performed during 
surveillance of the EVMS guidelines (11-203.3). Guidelines which DCAA is commonly 
asked to evaluate include: Planning, Scheduling and Budgeting Guideline 13; all of the 
Accounting Considerations Guidelines (16, 17, 18, 19, 20, and 21); and Revisions and 
Data Maintenance Guideline 30. See Part II of the EVM Intent Guide for a narrative de
scription of each EVMS guideline which identifies the intent of the guideline and typical 
system attributes for compliance with the guideline. The team members should use the 
EVM Intent Guide, as necessary in the examination of contractor management control 
systems to ensure compliance with the guidelines. The EVM Intent Guide includes a re
statement of guidelines, followed by the related system characteristics expected to be part 
of an acceptable EVMS. Auditors will need to perform specific audit steps to verify that 
the expected system characteristics are present in the contractor’s EVMS. 
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11-202.9 Reporting Results of Audit 

a. The compliance audit report should be prepared in accordance with 10-1200 and 
provide clear statements of the scope of the audit and any deficiencies noted, together with 
recommendations for their correction. Auditors should provide general coordination on the 
status of audits but should not share draft audit results until the working papers are com
plete and the results of audit have been reviewed by DCAA management. The FAO will 
retain the detailed working papers covering DCAA's part of the audit. Working papers 
supporting the auditor's conclusions regarding compliance or significant deficiencies with 
specific guidelines will be documented in all instances and will include a record of the 
conclusions which have been furnished to the DCMA review chief. Reported deficiencies 
should be identified to specific guidelines or the contractor's system description whenever 
possible. The auditor's report should be formally issued prior to the EVMS guidelines 
review team exit conference with the contractor. However, if the final report is not ready 
to be issued, the review team should already have the management approved draft state
ment of conditions and recommendations that they received when the draft results were 
provided to the contractor for comments. 

b. Provide Headquarters, ATTN: PPS, with a copy of each report which meets any of 
the following criteria: 

(1) Discloses significant discrepancies in a contractor's EVMS. 
(2) Discloses significant restrictions on the audit caused by a denial of access to 

records. 

11-203 EVM Surveillance Audits 

a. After government acceptance of the contractor's management control system, sur
veillance by the Contract Management Office (CMO) and DCAA is performed to ensure 
that the contractor's system continues to comply with the EVMS guidelines and produces 
valid and timely data. Surveillance is also performed to ensure that any proposed or actual 
changes to the EVMS comply with the guidelines and are reflected in the contractor's sys
tem description. Surveillance includes review of continued compliance with the EVM 
guidelines, as well as, verifying, tracing, and evaluating the information contained in the 
reports submitted to DoD procuring components. In the event deficiencies are disclosed, 
or if there is an indication of an adverse effect on contract performance because of such 
deficiencies, discuss the deficiencies with the contractor and notify the CMO EVMS mon
itor. 

b. Surveillance is required for all contract efforts that require the implementation of 
EVM compliance with ANSI/EIA-748, regardless of whether a formal system validation 
is required. Part II, Section 2.3.3.6 of the EVMIG provides that surveillance on non-
validated EVM systems (i.e. for contracts valued at or greater than $20 million or more 
but less than $50 million) is conducted in the same manner as for validated systems. Basic 
auditor responsibilities during surveillance audits are summarized in Part II, Section 
2.3.3.3.5 of the EVMIG. The auditor’s responsibilities include: 

(1) reviewing the contractor’s policy and procedures for compliance with selected 
EVMS guidelines and contractor provisions , and 
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(2) reviewing selected cost performance reports to determine if the reports contain 
timely, reliable and verifiable information, and that they tie to the contractor’s books and 
records. 

11-203.1 EVM Subcontractor Surveillance Responsibility 

It is the prime contractor's responsibility to accept and maintain surveillance of subcon
tractor EVMS. However, there are unique situations when a subcontractor EVMS will be 
accepted and/or surveillance will be performed by a DoD component rather than a prime 
contractor. This may occur when: 

a. the subcontractor, for competitive reasons, refuses the prime contractor access to its 
books and records; 

b. the subcontractor is performing multiple contracts containing EVMS reporting re
quirements under more than one prime contractor; or 

c. the subcontractor may be functioning as a prime contractor on an accepted EVMS. 

11-203.2 Audit Objectives 

The objectives of the system surveillance audit are to ensure that the contractor's man
agement control system continues to provide valid and timely management information 
and continues to comply with the selected EVMS guidelines as prescribed by DFARS 
252.234-7002. Reconciliations of the external cost management reports (Contract Perfor
mance Report (CPR) and Contract Funds Status Report (CFSR)) are to ensure the costs 
recorded in the accounting system properly flow into the EVM system. 
The cost management reports typically generated by a contractor’s EVMS include: 

a. Contract Performance Report (CPR) 
The objective of the CPR (DD Form 2734) is to provide data to Government system 

managers that may be used by them to: 
(1) evaluate contract performance, 
(2) identify actual and potential problem areas having significant cost impact, and 
(3) respond to requests for program status information on major weapon/support 

system acquisitions. 
To permit this type of management control, the CPR requires, among other things: 

 information on cost and schedule performance by work breakdown structure and 
functional cost categories, 

 actual manpower utilization versus the budgeted plan, and 
 narrative comments explaining major cost and schedule variances, as well as an 

identification of significant problems and action contemplated for their resolution. 
The CPR is submitted monthly unless otherwise provided for in the contract. 

b. Contract Funds Status Report (CFSR) 
The objective of the CFSR (DD Form 1586) is to provide information about contract fund
ing requirements for specifically designated programs to assist the system manager in: 

(1) updating and forecasting contract fund requirements, 
(2) planning and decision making on changes in the fund requirements, 
(3) developing fund requirements and budget estimates in support of approved pro

grams, and 
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(4) determining funds in excess of contract needs and available for deobligation. 
The CFSR is normally prepared quarterly and submitted within 25 calendar days after the 
cut-off date or the number of days specified in the contract. Under unusual circumstances 
monthly reporting may be required. 

11-203.3 Audit Planning and Risk Assessment 

Audit planning will include a contractor system demonstration and walk-through by 
the applicable contractor personnel of the various processes that ensure compliance with 
the DFARS EVMS system criteria. The contractor demonstration, which is performed 
during the risk assessment, is an essential element for obtaining and documenting the un
derstanding of the relevant internal controls. Audit planning is discussed in detail in CAM 
3-000. 

11-203.4 Scope of Audit – Standard Surveillance 

a. System surveillance may consist of either a detailed evaluation, encompassing all of 
the EVM guidelines assigned to DCAA, or may be limited to the guidelines related to the 
specific risk factor identified. 

b. In evaluating the compliance with the EVM guidelines, the auditor should consider 
the system characteristics related to the guidelines, as contained in the EVM Intent Guide. 

c. The auditor should consider the testing performed in related business system audits 
when determining the testing required in the system surveillance audit. The testing per
formed in the related internal control audits should be used, to the extent possible, in de
termining the contractor’s continued compliance with the EVM guidelines under review. 

d. If the contractor’s system has changed since the last surveillance audit, the auditor 
should evaluate the changed policies and procedures for continued compliance with the 
EVM guidelines under review. 

e. For all system surveillance audits, the auditor should select a sample of contracts to 
test to ensure the contractor has followed through with the implementation of the guide
lines on contracts. 

f. A universe of contracts containing EVM requirements (DFARS 252.234-7002) 
should be developed based on: 

(1) data obtained from the contractor, 
(2) data obtained from the CMO/ACO, 
(3) briefing contract provisions, specifically the Contract Data Requirements List 

(CDRL), DD Form 1423, or 
(4) a combination of the data sources. 

g. The auditor should coordinate with the ACO to identify any sensitive, high risk, or 
high visibility contracts. 

h. The sample of contracts should reflect high-risk or sensitive contracts, including 
contracts where problems were identified in prior year testing. The auditor should deter
mine the extent of testing of report data and select the specific reports to be tested under 
the selected contracts based on the results of the audit risk assessment. 
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11-203.5 Reporting Results of Audit 

a. The surveillance audit report should be prepared in accordance with 10-1200 and 
provide clear statements of the scope of the audit and any deficiencies noted, together with 
recommendations for their correction. Comments should also be provided regarding the 
results of discussions with the contractor's representative on significant deficien
cies/weaknesses disclosed. To ensure that all pertinent data have been considered, the 
audit findings and recommendations will be discussed with the CMO EVMS monitor prior 
to issuance of the report. To accomplish this, auditors will meet with the CMO EVMS 
monitor to discuss the results of the audit and should provide draft statement of conditions 
and recommendations to the CMO EVMS monitor when the draft results are provided to 
the contractor for comments. Systemic EVMS significant deficiencies/weaknesses should 
be highlighted in the report. The report should be issued in a timely manner to ensure re
port recommendations may be acted on appropriately. The report should be addressed to 
the principal cognizant ACO. A copy of the report will be provided directly to the CMO 
EVMS monitor, the affected program office(s), and the FLA(s) where applicable. A copy 
of each report meeting any of the criteria stated in 11-202.8.b above will also be provided 
to Headquarters, ATTN: PPS. 

b. When applicable, surveillance reports should include a reference to reports issued on 
the results of system audits (see 10-408.2f) that had an impact on or were affected by the 
EVMS. 

c. Significant deficiencies/weaknesses being reported in surveillance reports should 
also be reported in audit reports in an appendix on Other Matters on proposals expected to 
result in contracts covered by DFARS clause 252.234-7002, Earned Value Management 
Systems. 

d. When significant deficiencies/weaknesses are disclosed while performing audits of 
related business systems or forward pricing rates, the auditor will assess whether the defi
ciencies are likely to have a material effect on the reliability of the contractor's EVMS and 
provide comments in the related report on the system or forward pricing rates. The auditor 
should immediately evaluate the impact of these deficiencies on the contractor's EVMS 
data for specific contracts and, where material, provide the details in a Business System 
Deficiency Report (10-1200). 

e. Continued availability of information supporting earned values, incurred costs, and 
estimates to complete is necessary to perform proper surveillance of EVMS. In the event 
access to required contractor data is withheld or unduly restricted, follow the procedures in 
1-504. When denial is continued, each surveillance report should include appropriate mod
ification of the scope and opinion statements, with identification of the data being denied 
and its relationship to system surveillance requirements. If internal management budgets 
and forecast data are not made available during the surveillance audit, the auditor should 
qualify the audit. When applicable, the CAC should establish uniformity in necessary re
port qualifications to ensure consistency within corporate structures when more than one 
corporate segment is subject to EVMS requirements. 
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11-204 Requested Audits of Individual CPR, C/SSR, and CFSR Reports 

Periodically, contracting officers may request audits of individual cost reports submit
ted by EVM-covered contractors. Auditors should use the procedures set forth in 11
203.4d, modified as appropriate, to evaluate the individual report submissions. Reports on
 
individual CPR, C/SSR, or CFSR submissions should be prepared in accordance with 11
203.5. 
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11-300 Section 3 --- Audit of Selected Cost Management Reports Submitted by 
Contractors Without Earned Value Management (EVM) Reporting Requirements 

11-301 Introduction 

This section provides audit procedures and guidance for auditing contractor manage
ment control systems, and the related cost reports (Contract Performance Reports (CPRs), 
and Contract Fund Status Reports (CFSRs)) at contractors who do not have contracts con
taining earned value management (EVM) reporting requirements. Audit guidance for con
tractors with EVM reporting requirements is contained in 11-200. 

11-302 Background 

a. The Office of the Secretary of Defense and the military departments have developed 
a variety of management systems for use in the acquisition process. These systems provide 
the Government with the ability to obtain timely and valid cost, funding, schedule, and 
related management information for use in contract performance analysis and program 
control. Under DoD Directive 5000.01 and DoD Instruction 5000.02, cost management 
reporting using the CPR and CFSR is no longer mandatory, but rather at the discretion of 
the contracting officials at contractors who do not have contracts containing EVM report
ing requirements. DCAA audit effort related to the CPR and CFSR at contractors who do 
not have contracts containing EVM reporting requirements primarily involves the evalua
tion of contractor’s compliance with contractual requirements and financial records to 
validate the accuracy and propriety of reported data in the CPRs and CFSRs. 

b. The audit of a contract and the briefing of its provisions (see 3-300) will disclose 
whether the contract incorporates CPR or CFSR reporting requirements. 

(1) Contract Performance Report (CPR). 
The objective of the CPR (DD Form 2734) is discussed in 11-203.1b(1). 

(2) Contract Funds Status Report (CFSR). 
The objective of the CFSR (DD Form 1586) is discussed in 11-203.1b(2). 

11-303 Audit Requirements 

Audits of individual CPR or CFSR reports will be requested by the contracting officer. 
The contracting officer may also request an audit prior to the award of a contract under 
which CPR or CFSR requirements are contemplated to determine if the contractor's man
agement system and procedures are adequate and reliable for CPR or CFSR purposes, and 
will also consider the contractor's procedures for accumulating and reporting actual costs 
(cumulative expenditures for CFSR) and for estimating contract completion costs. 

11-304 Audit Objectives and Procedures 

a. Where an audit of the contractor’s management system and procedures relative to 
CPRs and CFSRs is required and based on a specific request from the contracting officer 
evaluate the contractor’s policies and procedures for developing and reporting actual and 
projected costs in the CPRs and CFSRs to ensure the system will produce accurate data 
that complies with contractual reporting requirements. The objective of the audit is to 
evaluate the contractor’s compliance with contractual requirements for submitting CPR or 
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CFSR data. This includes evaluating the contractor’s policies and procedures for the ac
cumulation and reporting of CPR and/or CFSR data and to test the accuracy and reliability 
of the financial data contained in the contract cost reports prepared from the contractor 
system. 

b. Use the procedures at 11-203.4d to perform audits of individual CPR or CFSR re
ports requested by the contracting officer. Also use the procedures at 11-203.4d to selective
ly test financial data contained in the CPRs and/or CFSRs submitted by the contractor, based 
on the risk assessment described in 11-303a. 

11-305 Reporting Results of Audit 

a. An audit report will be prepared: 
(1) on each audit of contractor management system and procedures requested by 

the contracting officer, and 
(2) in response to the request of the contracting officer for audits of individual 

CPRs or CFSRs. 
b. Audit reports will be prepared in accordance with 10-1200 and provide clear state

ments of the scope of the audit and any deficiencies noted, together with recommendations 
for their correction. To ensure that all pertinent data have been considered, the audit find
ings and recommendations will be discussed with the requestor and the ACO prior to issu
ance of the report. 

c. Audit reports will be addressed to the activity requesting the audit with a copy to the 
ACO. A copy of the report will be provided to the affected program office(s), and the 
FLA(s), where applicable. 

d. When an audit of a CFSR submission discloses that a loss is anticipated for a fixed-
price contract, the auditor will ascertain whether the contractor is entitled to progress 
payments. If so, the auditor should make sure that the indicated rate of loss disclosed in 
the CFSR audit is appropriately applied by the contractor for purposes of computing its 
progress payment request. 
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11-400 Section 4 --- Audits of Contractor Cost Data (CCD) Reports 

11-401 Introduction 

The Contractor Cost Data (CCD) reporting system, along with the software resources 
data reporting (SRDR) system are collectively referred to as the cost and software data 
reporting (CSDR) system. The CSDR is the DoD system for collecting actual costs and 
software data and related business data. The resulting repository serves as the primary 
contract cost and software data repository for most DoD resource analysis efforts. CSDR 
data is collected and stored in a central repository, the Defense Automated Cost Infor
mation Management System (DACIMS), maintained by Defense Cost and Resource Cen
ter (DCARC). The DACIMS is accessed through the DCARC Knowledge Portal and is 
available to authorized DoD users. DoD Instruction (DoDI) 5000.02 makes CCD reporting 
and SRDR mandatory. DoD Components use the data collected in the CSDR system to: 

(1) prepare acquisition and life cycle cost estimates for major system milestone 
reviews which are presented to the Defense Acquisition Board (DAB) and the component 
acquisition executive; 

(2) develop independent Government contract cost estimates in support of cost and 
price analyses; 

(3) develop estimates to support analysis of alternatives, cost as an independent 
variable, and long-range planning efforts. CCDRs focus on the collection of actual costs 
that are subdivided into standard categories for cost estimating purposes. SRDRs supple
ment these costs with software metrics that provide a better understanding and improved 
estimating of software-incentive programs; and 

(4) provide a means to facilitate estimating and analysis of indirect contract costs 
on programs. 

When the contract meets the requirements for CCD reporting per DoDI 5000.02, the 
following DFARS clauses are applicable: 

	 DFARS 252.234–7003, Notice of Cost and Software Data Reporting System, will 
be included in the Request for Proposal. This clause requires the contractor to have 
a process for accurate CCD reports. 

 DFARS 252.234-7004, Cost and Software Data Reporting System, will be in the 
contract. For compliance with DFARS 252.234-7004 the contractor shall have 
management procedures that provide for generation of timely and reliable infor
mation for the CCD reports. 

Detailed guidance related to CCD reporting and SRDRs is contained in DoDM 5000.04-M
1, the Cost and Software Data Reporting (CSDR) Manual. DCAA is responsible for audits of 
the CCD reports and compliance with DFARS 252.234-7004, Cost and Software Data Re
porting System. 

11-402 Acquisition Program Categories (ACAT) 

DoDI 5000.02 specifies CCD reporting requirements based on a contract’s designated 
ACAT. 

a. ACAT I applies to: 
(1) all major defense acquisition programs (MDAP) that are estimated by the Under 

Secretary of Defense (Acquisition, Technology, and Logistics) to require an eventual total 
research, development, test, and evaluation (RDT&E) expenditure of more than $365 mil-
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lion, or an eventual total procurement expenditure of more than $2.190 billion in constant 
fiscal year 2000 dollars and 

(2) other programs designated as ACAT I due to special interest. 
b. ACAT IA applies to: 

(1) all major automated information systems (MAIS) that are estimated by the DoD 
Component Head to require program costs (all appropriations) in any single year in excess 
of $32 million, total program acquisition costs in excess of $126 million, or total life-cycle 
costs in excess of $378 million in constant fiscal year 2000 dollars, and 

(2) other programs designated as ACAT IA due to special interest. 
c. ACAT II applies to: 

(1) all major systems not meeting the criteria for ACAT I, but estimated by the 
DoD Component Head to require an eventual total expenditure for RDT&E of more than 
$140 million, or an eventual total procurement expenditure of more than $660 million in 
constant fiscal year 2000 dollars; and 

(2) other programs designated as ACAT II due to special interest. 
d. ACAT III applies to programs not meeting the criteria for ACAT I, IA, or II. 

11-403 ACAT I/IA Reporting Requirements 

Unless waived by the Office of the Director of Cost Assessment and Program Evalua
tion (CAPE), CCD reports are required for all major contracts and subcontracts, regardless 
of contract type, for ACAT I and IA programs and pre-MDAP and pre-MAIS programs 
subsequent to Milestone A approval, valued at more than $50 million in then-year dollars. 
CCD reporting is not required for contracts priced below $20 million in then-year dollars. 
The CCD reporting requirement on high-risk or high-technical-interest contracts priced 
between $20 and $50 million in then-year dollars is left to the discretion of the DoD pro
gram manager with the approval of the CAPE. CCD reporting is not required for pro
curement of commercial systems, or for non-commercial systems bought under competi
tively awarded, firm fixed-price contracts, as long as competitive conditions continue to 
exist, and provided the DoD program manager requests and obtains approval for a report
ing waiver from the CAPE. 

11-404 ACAT II and III Reporting Requirements 

For ACATs II and III programs, CCD reporting, requirements are left to the discretion 
of the DoD components. 

11-405 CCDR Implementing Procedures 

To implement CCD reporting, the procuring activity must prepare a program Cost and 
Software Data Reporting (CSDR) Plan showing the proposed collection of cost data by work 
breakdown structure for each program being reported, the required CCD report forms, and 
the frequency with which reports are required. The approved CCD reporting requirements 
are included in the Request for Proposal (RFP). In response to the RFP, the contractors sub
mit a draft contract CSDR plan for negotiation with the DoD program office. The final plan 
is submitted to the DCARC for coordination of the approval by the CAPE prior to contract 
award. The approved CSDR plan is included in the contract and the required CCD report 
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forms are incorporated in the contract by inclusion in the Contract Data Requirements List 
(CDRL). 

11-406 CSDR/CCDR Forms 

a. All CSDR plans (i.e., programs and contracts) use DD Form 2794. This is a gov
ernment document which summarizes all CSDR requirements for the entire program by 
the three acquisition phases (i.e. System Development & Demonstration (SDD), Low-
Rate Initial Production (LRIP), and Full-Rate Production (FRP)). The Program Manager 
has primary responsibility for submission of the plan to the DCARC at least 60 days 
prior to RFP release or 180 days before the overarching integrated product team con
ducts it program review, whichever is earlier. 

b. There are four DD forms for CCD reporting (1921, 1921-1, 1921-2 and 1921-3). 
Contracts with RFPs released after October 2011 must use May 2011 Forms and Data 
Item Descriptions (DID). Prior to October 2011, review the contract for the appropriate 
version of the CCDR forms. The contractor may elect to use the latest forms but is not 
required to. A third form, the Plant-Wide Data Report (DD 1921-3) was deleted as a 
CCDR requirement as of December 31, 1999. The DD 1921-3 was replaced with forward 
pricing rate data now submitted to the DCARC by DCMA. 

(1) The Cost Data Summary Report (DD Form 1921) and the Contract Work 
Breakdown Structure (CWBS) Index and Dictionary (DI-MGMT-81334) are required 
on all ACAT I contracts and subcontracts that meet the reporting thresholds. They cap
ture all CWBS elements at the levels specified in the CAPE approved CSDR plan. They 
provide summary level cost data, cumulative to date and estimated at completion, with a 
breakout of recurring and nonrecurring costs. This report is submitted as a program esti
mate in response to the RFP, and as the contract specifies. 

(2) The Functional Cost-Hour Report (DD Form 1921-1) contains a functional 
breakout (e.g. engineering and manufacturing) and a cost element breakout (e.g. direct 
labor and material) within functional categories. A breakout is required for recurring and 
nonrecurring costs. This report is submitted as a program estimate in response to the RFP, 
and as the contract specifies. 

(3) The Progress Curve Report (DD Form 1921-2) captures recurring costs on lot 
or unit data for Cost Working-Group Integrated Product Team selected contract work 
breakdown structure elements on programs of high risk, high technical interest, high 
value, or high quantity. Any element requiring this form will also require DD Form 
1921-1. 

(4) The Contractor Business Data Report (DD Form 1921-3) is used by contractors 
to submit: (1) direct and indirect actual cost data on Government contracts and (2) pro
posed direct and indirect cost data in response to Government solicitations. The contractor 
prepares the report on the basis of its estimating and accounting systems, although some 
data may have to be reclassified to ensure a common data base for estimating costs within 
DoD. The report is required for inclusion on any contract that meets the criteria specified 
in DoD Instruction 5000.02 or under other conditions specified for a particular contractual 
effort. The report should include: 

(a) Detailed information on major DoD programs, including equivalent units, 
buyer, and direct cost, hours and manpower data by function; for example engineering and 
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manufacturing. It also contains direct cost, hours and manpower data by function for other 
DoD, other Government, and commercial effort. 

(b) Indirect cost data by function. 
(c) Actual costs for the current year and prior year and estimated costs for three 

or more future years. 

11-407 Objectives of the Audit 

The auditor is required to evaluate the contractor’s compliance with DFARS 252.234
7004, Cost and Software Data System, and verify the accuracy of the data reported in con
tractor’s CCD reports (DD Forms 1921, 1921-1, 1921-2, and 1921-3) to the contract and 
to the contractor’s books and records and to evaluate the reasonableness of the contrac
tor’s estimates at completion (EAC). 

11-408 Audit Procedures 

a. Methods for auditing data in support of a price proposal should not be changed be
cause of CCD reporting formats; however, the auditor should point out problems caused 
by business system deficiencies and how it affects the CCD reports to the contracting of
ficer and DCARC. Forms submitted at the time of contract award become the baseline for 
DoD data bank purposes and measuring contract performance. Failure to identify and cor
rect major deficiencies would negate the purpose of the CCD reporting by making com
parison of data meaningless. 

b. Contractors are required to submit initial electronic CCD reports on an exception 
basis as determined by ODS DDCA (Deputy Director, Cost Assessment). Typically, initial 
reports will only be required when the contractor has not previously demonstrated the 
capability to produce the required reports. The initial CCD report forms (DD Forms 1921, 
1921-1, 1921-2 and 1921-3) are required to be marked “initial” and must contain EACs 
for each reporting element to the extent the data is available within the contractor’s earned 
value management system (EVMS). 

c. The DCARC performs a validation for acceptance or rejection based on the reports’ 
compliance with the OSD CAPE-approved contract CSDR plan. If the DCARC finds the 
CCD reports to be acceptable, the program manager, contractor and other interested par
ties (including the cognizant DCAA FAO) are notified by a formal acceptance memoran
dum. If the DCARC finds the CCD reports to be unacceptable, the interested parties are 
notified by a formal rejection memorandum. 

d. The DCARC may request an audit of the first CCD report submission that includes 
actual costs under a contract. The DCARC will request other audits of individual CCD 
report submissions as necessary. The DCARC would like to be invited to the CCD report 
audit entrance conference and walk-through; however, the auditor should not delay the 
entrance conference based on the availability of the DCARC representative. 

e. For contracts requested by DCARC for review, auditors should obtain an under
standing of the CCD reporting requirements by reviewing the CSDR plan and the Contract 
Data Requirements List (CDRL) items incorporated in the contract. 

f. Auditors should consider the results of other evaluations, such as business systems or 
earned value management surveillance audits, in planning the audit. This will provide 
effective audit coverage to accomplish the objectives of the CCD reporting audit. 
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g. The auditor should verify the contractor’s reported incurred to date costs, hours, and 
unit or lot cost to the contractor’s accounting system and other supporting documentation, 
where applicable. Request technical assistance, as necessary, to verify the contractor’s 
classification of cost as recurring or nonrecurring, classification of costs by functional 
area, and estimates of unit or lot cost, where applicable. 

h. Evaluate the contractor’s reported estimate at completion. The evaluation should 
assure that it is the "best estimate" without regard to established ceilings or contract price, 
and that the contractor has properly considered currently authorized work plus any addi
tional directed work for which execution or negotiation of amendments is pending. This 
also includes work not formally included in the contract price. Request technical assis
tance, as necessary, to evaluate the reported estimate at completion. 

i. The auditor should ensure the contractor’s CCD reports are prepared in accordance 
with the requirements of the CSDR Manual and the appropriate DIDs. 

j. The prime contractor is required to: 
(1) flow-down CSDR requirements to all subcontractors at all tiers that meet report

ing thresholds; 
(2) direct subcontractors and lower-tier subcontractors to submit their CCD reports 

directly to the DCARC; 
(3) report on work performed by all subcontractors at price (including profit or fee); 

and 
(4) identify each direct-reporting subcontractor by name, city, state, and subcontract 

price. 
Where flow-down requirements are applicable, the prime auditor should coordinate assist 
audits with the cognizant FAO as needed. 

k. Compare CCD reporting data with similar contractor information in other financial 
management reports, such as Contract Funds Status Reports and Contract Performance 
Reports, if applicable, for agreement or reconcilability. 

l. The CCD report audit will include evaluating contractor compliance with report due 
dates as established in the CDRL. Discuss deficiencies in meeting due dates with the con
tracting officer so that corrective action can be taken. 

11-409 Reporting Results of Audit 

a. An audit report will be prepared using the format contained in 10-1200. The report 
will state whether the CCD reports evaluated are accurate and supported by the contrac
tor’s books and records. 

b. To ensure that all pertinent data have been considered, the auditor will discuss 
audit findings with the contractor and contracting officer before the report is issued. 
Note that significant errors in detailed report data (e.g., specific WBS element or func
tional category) should be reported even if total reported cost is accurate, as the detailed 
CCD reporting data is used to develop the cost estimates discussed in 11-401. 
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c. All audit reports will be issued to the DCARC, with a copy to the administrative 
contracting officer, the affected program office(s) and the FLA(s), where applicable. 
The DCARC’s address follows: 

Defense Cost and Resource Center 
201 12th Street 
Suite 220 
Arlington, VA 22202 
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CHAPTER 12 

12-000 Auditing Contract Termination, Delay/Disruption, And Other Price Adjust
ment Proposals Or Claims 

12-001 Contract Terminations and Equitable Price Adjustments 

This chapter describes procedures for auditing cost proposals under contracts and sub
contracts which have been partially or fully terminated before completion. This chapter 
also provides guidance for contract price adjustments resulting from the following situa
tions: changes in the work made by the contracting officer within the general scope of the 
contract; changes in the work resulting from abnormal conditions, such as de
lay/disruption; or extraordinary relief under 50 U.S.C. 1431-1435. 

12-100 Section 1 --- Contract Termination Procedures---Overview 

12-101 Introduction 

a. This section provides general information on contract terminations. It also discusses 
the principles and procedures governing audits of settlement proposals submitted under 
terminated contracts and subcontracts. These principles and procedures serve as a guide 
and are not meant to limit professional judgment. The purpose is not to restate information 
contained in FAR Parts 31, 45.6, and 49 except when necessary for clarity. A knowledge 
and understanding of these FAR sections is essential in performing an adequate audit of 
terminated contracts. Refer, as necessary, to applicable FAR Supplements issued by the 
various agencies that relate to terminated contracts. As used in the termination sections of 
this chapter, the term "contracting officer" usually means termination contracting officer 
(TCO). 

b. The right of the Department of Defense to terminate Government contracts is im
portant in maintaining military procurement flexibility and obtaining the maximum use 
of procurement funds. Each DoD contract must include a termination clause. 

c. When terminating a contract, one of the Government's basic objectives is to prompt
ly negotiate a settlement which will pay the contractor for the preparations made and the 
work done under the terminated portions of the contract. When appropriate, the Govern
ment allows a reasonable profit on work performed. However, if analysis indicates a loss 
would have occurred if the contract had been completed, the Government adjusts the con-
tractor's proposal accordingly. When the contractor does not present a settlement proposal 
within time limits provided, the contracting officer may determine the amount to be paid 
to the contractor. The same is true when the Government and contractor cannot settle on 
an amount. When authorized by the contract, the Government can make partial payments 
pending settlement of the claim. 

d. A termination may be at the convenience of the Government or for default. The 
amount a contractor is entitled to receive depends in part on the cause for termination and 
the type of contract involved. FAR 49.403 discusses termination of cost-reimbursement
type contracts for default. Terminations of fixed-price contracts for default do not usually 
require audit services. 
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e. Refer to FAR Part 12 for regulations regarding termination of commercial contracts. 
Terminations of commercial contracts do not require audit services. The Government has 
no authority to audit the contractor’s records that support a proposal related to the termina
tion of a commercial contract for convenience. 

f. A termination may be either partial or complete. A contract is completely terminated 
when the termination notice directs the immediate cessation of all remaining contract 
work. Under a partial termination, the contractor continues to perform on the unterminated 
portions of the contract following the existing contract terms. 

g. No-cost settlements occur when: 
(1) the contractor has not incurred any costs for the terminated portion of the con

tract, 
(2) the costs incurred are not significant and the contractor is willing to waive 

payment, 
(3) the contractor can divert all costs including termination inventory to other or

ders, or 
(4) for some other reason the contractor agrees to a no-cost settlement. 

h. The "Truth in Negotiations Act" (10 U.S.C. 2306a), and FAR 15.403-4 requiring 
certified cost or pricing data, apply to termination actions. For termination settlement pro
posals exceeding $750,000, the contractor must certify that the cost or pricing data submit
ted was accurate, complete, and current as of the date of agreement on the settlement. 

i. A termination proposal submitted under a termination clause is not a claim because it 
is submitted for the purpose of negotiation. However, a termination proposal becomes a 
claim under the Contract Disputes Act (CDA) upon the occurrence of one of three events: 

(1) the contractor’s submission indicates that the contractor desires a final deci
sion and the contracting officer does not accept its proposed terms, 

(2) negotiations between the TCO and the contractor are at an impasse, thus im
plicitly requiring the TCO to issue a final decision, or 

(3) the TCO issues a final decision. 
Refer to 12-504 for further guidance on CDA claims. 

12-102 Contract Modifications Causing Subcontract Terminations 

Not all termination settlements result from contract termination. Modification of a con
tract, according to the changes clause, may require a termination adjustment. A change in 
specification, for instance, may make unnecessary the particular materials or parts that a 
prime contractor has on order. As a result, the prime contractor may need to cancel one or 
more subcontracts. This, in effect, is similar to a termination of the prime contract for the 
convenience of the Government. The standard subcontract termination clause (FAR 
49.502(e)(1)) gives the prime contractor the right to cancel subcontracts for its own con
venience. It also defines the rights and obligations of the subcontractor. When modifying a 
prime contract according to the changes clause of the contract, the contracting office may 
ask DCAA to audit the prime contractor's proposal for an equitable adjustment in the con
tract price or the estimated cost and fee. In these instances, follow the procedures set forth 
in 6-800 to ensure that any subcontract settlements resulting from the change are reasona
ble. 
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12-103 Partial Termination 

a. A partial termination of a contract may require a separate equitable price adjustment 
of the continuing portion of the contract as provided in the standard termination clause for 
fixed-price contracts. The contractor must file the request before settling the terminated 
portion of the contract. While a request for equitable adjustment may be submitted as a 
result of a partial termination, it is a separate action from the termination settlement pro
posal. The request for equitable adjustment is subject to the same requirements, including 
certification requirements, as equitable adjustment proposals or claims submitted in other 
circumstances. Refer to 12-500 for further guidance on equitable adjustments. Examples 
of partial termination situations normally considered acceptable for an equitable adjust
ment on the continuing portion of the contract follow: 

(1) A volume decrease that increases material, labor, or indirect unit costs. The con
tractor may no longer be able to take advantage of quantity discounts. Direct labor unit 
costs may increase because the work reduction may prevent the contractor from realizing 
labor improvement (learning) curve benefits projected in the negotiated price. Labor unit 
costs may also increase because there are fewer units over which to distribute setup costs. 
Indirect cost rates may increase when assigning fixed overhead charges over a lesser vol
ume. 

(2) Initial (starting load) costs may not be recovered due to the partial termination. 
b. Ensure that equitable adjustment claims do not include costs already covered by the 

termination settlement or costs not caused by the partial termination. 

12-104 Applicable Cost Principles - Termination Audits 

a. For fixed-price contracts, the Government settles terminations for convenience using 
the "termination for convenience" contract clause, other applicable contract clauses, and 
the contract cost principles contained in FAR Part 31, in effect on the date of the contract. 
Cost provisions of the subpart of FAR Part 31 referenced in the allowable cost and pay
ment contract clause govern cost-type contract settlements. 

b. The auditor may find references to cost principles other than FAR 31, particularly 
DAR XV. When found, the referenced cost principles and regulations apply and must be 
used. 

12-105 Influence of Cost Accounting Standards 

a. CAS 401 requires the contractor to accumulate and report costs in the same way as 
estimated. Cost estimates used in a prospective contract normally anticipate the contract 
going to completion. Cost arrangement in a termination claim may differ significantly 
from the cost presentation contained in the original estimate. A contract termination in 
essence creates a situation that is totally unlike a contract completion. Therefore, it is not 
reasonable to extend the consistency requirement to an event not anticipated in the original 
estimate. 

b. While termination procedures usually comply with CAS 401, a contractor would 
breach the consistency requirement if it had several similar terminations and handled 
them differently. Audit the contractor's termination procedures for consistency. 
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c. CAS 402 requires a contractor to classify consistently all like costs in like circum
stances as either direct or indirect. Termination claims often include as direct charges costs 
or functions which would have been charged indirect if the contract had been completed 
(FAR 31.205-42). Examples are settlement expenses and unexpired lease costs. These 
circumstances do not breach CAS 402 requirements since the like circumstances referred 
to in the Standard are lacking. 

d. CAS 406 requires that a contractor use its full fiscal year for its cost accounting 
period. 
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12-200 Section 2 --- General Audit Guidance For Terminations 
of Negotiated Contracts 

12-201 Introduction 

a. This section provides audit guidance for terminations of negotiated contracts 
which applies regardless of the cause of termination, the type of contract or the type of 
claim submitted. Terminations of commercial contracts are discussed in 12-101e. 

b. FAR 49.107 requires the TCO to submit prime contractor settlement proposals over 
$100,000 to the contract auditor for audit and recommendations (DCMA is currently oper
ating under a waiver raising the threshold to $700,000). The TCO is also required to re
quest audit of subcontractor proposals over these thresholds before approving their settle
ment (see 12-204). The TCO may also request audit for other prime or subcontract 
proposals at his or her discretion. In certain conditions, the auditor may also initiate an 
audit, when warranted as provided in 12-205 and 6-802.5. 

12-202 Scope of Audit 

a. Establishing audit scope depends on various factors including: 
(1) the termination proposal or claim amount; 
(2) whether the contractor used the inventory or total cost basis; 
(3) the condition of the contractor's books and records; 
(4) prior experience with the contractor; 
(5) effectiveness of the contractor's internal controls, management decisions, and 

policies; 
(6) how effective contractor personnel are in implementing policies before and after 

the termination; 
(7) the expressed desires of the contracting officer; and 
(8) the provisions of the termination clauses in the contract. 

b. In determining audit scope, evaluate the contractor's accounting and termination 
policies, practices, and internal controls. Also evaluate whether the costs claimed in the 
settlement proposal are consistent with the contractor's normal accounting and termina
tion procedures. Review fundamental contract data to initially test the contractor's pro
posal. Fundamental contract data includes the price proposal, cost estimates, bills of 
material, production schedules and records, shipping documents, purchase orders, and 
cost and profit forecasts. Other sources of information useful in determining audit scope 
are copies of financial statements audited by the contractor's public accountants, tax 
returns, reports submitted to Government regulatory agencies, and information from 
Government technical personnel who have a direct interest and knowledge of the vari
ous phases of the contractor's operation. 

c. A need for extending the audit scope and performing a more detailed examination of 
the proposal may be indicated when: 

(1) the unit cost level of the quantities shown in the inventory or the quantities them
selves do not follow the pattern normally experienced by the contractor, 

(2) overhead and administrative expense rates used in the proposal are not typical of 
past or current experience, 

(3) previous audits questioned or disapproved significant costs, 
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(4) the proposal includes substantial amounts for nonrecurring or other unusual 
costs, 

(5) there appear to be procedural differences between the costing of the completed 
work and the termination claim, or 

(6) inconsistencies are noted in the contractor's costing of termination claims. 
d. The auditor should address any specific concerns contained in a contracting of

ficer's audit request (see 4-104 for guidance on acknowledging the audit request). How
ever, it is the auditor's responsibility to determine audit scope. Differences between the 
contracting officer’s requested services and the audit team’s assessed risk which cannot be 
resolved should be elevated to the Region. 

12-203 Auditing Terminated Subcontracts 

a. Settling subcontractors' termination claims is a prime contractor responsibility. 
However, the Government has an interest in these settlements when it affects the cost of a 
prime contract with the Government. The contracting officer must approve or ratify each 
subcontract termination settlement. An exception to this occurs when the TCO authorizes 
the contractor to settle subcontracts under $100,000 without his or her approval or ratifica
tion. 

b. Before approving or ratifying each subcontract termination settlement of $100,000 
or more, the contracting officer must request a DCAA audit or an analysis of the audit 
performed by the prime contractor or higher-tier subcontractor (see 12-310). He or she 
may also request audits of smaller settlements (see 6-802.5). Careful planning and close 
coordination among the prime contractor, the contracting officer, and the auditor are nec
essary to ensure efficient and timely settlement of subcontract termination proposals. This 
is particularly important when the termination action involves a large and complex prime 
contract (such as for a major weapon system). 

12-204 Responsibility of DCAA Auditor at Prime Contractor Location 

The DCAA auditor of the prime contractor is responsible for ensuring that the prime 
contractor performs adequate audits of subcontract termination claims. The auditor will 
inform the contracting officer of instances where the contractor failed to properly consider 
audit findings in settling subcontract termination claims. 

12-205 Preliminary Conference with Contractor 

a. The contracting officer usually arranges for an initial conference with the contractor 
(FAR 49-105(c)). He or she normally holds this meeting after the termination notice, but 
before the contractor submits its settlement proposal. When possible, the auditor should 
attend the conference and determine the basis and method the contractor plans to use in 
preparing and costing the proposal. Assist the contracting officer by explaining the cost 
principles that apply and if necessary furnishing the contractor information on preparing a 
termination claim (see 1-508). Discuss with the contractor during the preliminary confer
ence any specific problems and questions concerning the termination claim. 

b. The preliminary conference also provides the auditor an opportunity to: 
(1) arrange for access to the contractor's books and records, 
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(2) determine the contractor's knowledge and experience in preparing termination 
claims, 

(3) discuss the contractor's plans for settling any subcontractor's claims, and 
(4) make a preliminary review of the contractor's records to determine whether the 

contractor can submit a proposal on an inventory basis (see 12-301.1). 
c. Timely planning is essential to ensure that minimal settlement expenses will be 

incurred and charged to the terminated contract. For example, in large and complex 
contracts involving a complete or substantial partial termination, the termination 
contracting officer normally requests the contractor to submit a projected statement of 
work involved in contract settlement. This statement usually identifies personnel 
requirements to specific work phases and target completion dates for each work phase. 
If the contracting officer tells the contractor that using separate work orders or codes is 
necessary to document settlement costs, obtain a copy of the statement. 

d. Obtain a copy of any report that the contracting officer prepares as a result of the 
preliminary conference. If the meeting includes discussions on accounting or auditing 
matters, the auditor may wish to prepare a supplemental memorandum of the meeting. 

e. When the contracting officer does not arrange for a preliminary conference and 
the auditor considers it appropriate, he or she should arrange for a meeting. Meet with 
the contractor and other Government representatives as appropriate. Prepare a memo
randum of the meeting and retain it in the audit working papers. 

12-206 Unadjusted Pricing Actions 

The contractor may have other outstanding pricing actions related to a terminated con
tract. These may be due to specification changes, redetermination, incentive provisions, or 
escalation provisions not completed at the time of termination. The contractor should not 
submit pending price adjustments as an integral part of the termination settlement pro
posal. However, the Government cannot evaluate the settlement proposal without their 
concurrent consideration. Personnel responsible for negotiating the price adjustment 
may not be the same as those responsible for negotiating the termination settlement. 
Bring any unadjusted pricing actions noted to the contracting officer's attention so that 
he or she may consider them in the termination settlement. Large outstanding actions 
may prevent the auditor from reaching a conclusion on the contractor's profit or loss 
potential under the terminated contract. Base the audit report on the contract prices in 
effect at the time of the audit. Give the contracting officer full particulars on any pend
ing price adjustments. This allows the contracting officer to provide for a recomputation 
of the profit or loss allowance after settling the outstanding pricing actions. 

12-207 Determinations of Settlement Review Boards 

For all major termination settlements and other settlements known to contain prob
lems of an unusual nature, obtain information concerning any settlement review board's 
determinations (see FAR 49.110 and 49.111), which relate to the audit recommenda
tions. While obtaining the review board's decisions may not alter the auditor's position 
in subsequent reports, this information may assist him or her in presenting findings so 
future reports will be more useful. 
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12-300 Section 3 --- Auditing Terminations of Fixed-Price Contracts 

12-301 Introduction 

a. This section presents guidance on auditing fixed-price contracts terminated for con
venience of the Government. 

b. Contractors may submit settlement proposals under terminated fixed-price contracts 
on either an inventory basis on Standard Form (SF) 1435 or on a total cost basis on Stand
ard Form (SF) 1436. Under unusual circumstances, the contracting officer may approve 
some other basis. 

12-301.1 Inventory Basis 

The inventory basis requires that the contractor directly associate the costs and profit in 
the settlement proposal with units or services terminated. It limits the proposal to those 
items which are residual due to the termination action. Using the inventory basis for sub
mitting settlement proposals is the method preferred by the Government (FAR 49.206
2(a)). 

12-301.2 Total Cost Basis 

a. In contrast, a settlement proposal on a total cost basis (FAR 49.206-2(b)) is for total 
costs incurred under the entire contract up to the effective date of termination. SF 1436 
shows cost by element such as labor, material, and indirect costs. Other entries on SF 1436 
are available for costs of settlements with subcontractors, applicable settlement expenses, 
and profit (or loss) adjustment. Applicable credits for the contract price of end items de
livered or to be delivered and accepted, unliquidated advance or progress payments, inven
tory disposal, and/or other credits will also be entered on the SF1436, if applicable. 

b. The total cost basis is required for construction and lump-sum professional services 
contracts that are completely terminated. For other fixed-price contracts when the invento
ry basis is not practical or would unduly delay the settlement, the total cost basis may be 
used if approved in advance by the TCO. The following examples are situations where the 
contracting officer might permit using the total cost basis: 

(1) If production has not started and the accumulated costs represent planning and 
preproduction or "get ready" expenses. 

(2) If, under the contractor’s accounting system, unit costs for work in process and 
finished products cannot readily be established. 

(3) If the contract does not specify unit prices. 
(4) If the termination is complete and involves a letter contract. 

c. If requested by the contracting officer, provide a recommendation on the practicabil
ity of using the inventory basis. Base the recommendation on the evaluation of the infor
mation obtained during the preliminary conference between the TCO and contractor (12
205). If the auditor receives a request to audit a termination settlement proposal prepared 
on the total cost basis and the contractor presents no evidence of TCO approval, contact 
the TCO. If the auditor, based on his or her evaluation of the contractor's records, believes 
the contractor should use the inventory rather than the total cost basis, inform the TCO. 
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d. The contractor should prepare a total cost basis settlement proposal for a partial ter
mination the same way as one prepared for a complete termination. However, when a 
total cost basis is used under a partial termination, all costs incurred, to the date of com
pletion of the continued portion of the contract must be included in the settlement pro
posal. Settlement proposals for partial terminations submitted on the inventory basis do 
not depend on completion of the continuing portion of the contract. 

12-302 Preliminary Audit Steps 

a. Upon receipt, make a general evaluation of the terminated contract, the termination 
notice, and the contractor's settlement proposal and supporting schedules. The purpose is 
to determine whether the proposal contains the information and data needed to plan and 
perform the audit. A proper initial evaluation of a settlement proposal determines whether: 

(1) the proposal generally conforms with requirements, 
(2) each cost item claimed is allowable according to contract provisions, 
(3) the amount claimed is reasonable considering the contract price of the physical 

units represented by the claim, including whether the contract would have resulted in a 
loss, or reduced profit if it had been completed, 

(4) there is any duplication of charges, 
(5) each subcontractor's claim applies to the Government's termination action and 

not to changes or cancellations for the contractor's convenience, and 
(6) the contractor promptly complied with the termination notice by stopping all in-

house contract effort promptly and by immediately notifying subcontractors to stop work 
(see 12-305.7). 

b. The introductory portion and Section I of settlement proposals prepared on the 
inventory basis or total cost basis, are essentially the same. Section I gives the contract 
status as of the cut-off point or effective termination date. Comparing this section with 
the contractor's proposed settlement amount, as shown in Section II, may disclose ineq
uities or areas requiring further evaluation. To verify the accuracy of the data contained 
in Section I, examine: 

(1) the contract to determine the materials or services to be supplied, the prices to be 
paid, and the delivery schedule, 

(2) the termination notice and its effect on the contract, 
(3) shipping records and invoices for the delivered items, 
(4) specific termination instructions given by the contracting officer, 
(5) the contractor actions taken to comply with the termination notice to minimize 

termination costs, and 
(6) the projected profit or loss on the contract. 

c. Computing the net claim in Section II of a settlement proposal prepared on an inven
tory basis (Standard Form 1435) differs substantially from that used on a total cost basis 
(Standard Form 1436). The main difference is that Standard Form 1435 includes only the 
cost of residual inventory, plus appropriate "other costs" (12-305). Standard Form 1436 
shows total costs incurred in performing the entire terminated contract. To compute these 
total costs shown on Standard Form 1436 the contractor first adds applicable profits to the 
total costs. The contractor then reduces the amount by the contract price of delivered (or 
expected deliveries) finished products. 
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d. Compare the contractor's costs listed in Section II, plus any subcontract settlements, 
with the information in Section I. The results may indicate a possible overstatement of the 
claim or evidence of a loss situation. The contractor should not use the termination settle
ment proposal as a means to recover losses or expected reduced profit on the contract. 
Review contract costs and the reasonableness and accuracy of the estimate or budget to 
complete to determine whether a loss or reduced profit would have been incurred if the 
contract had not been terminated. 

e. Compare Section II amounts with the related totals on the inventory schedules and 
with Schedules A through H of the proposal. When the proposal is on the total cost basis, 
confirm that the contractor properly credited the proposal for finished units. A review of 
the supporting schedules may suggest areas requiring further analysis. 

f. Verify that the total amount payable to the contractor for a settlement, before deduct
ing disposal or other credits and exclusive of settlement costs, does not exceed the contract 
price less payments otherwise made or to be made under the contract (FAR 49.207). 

g. Determining whether a loss would have occurred depends, in most cases, on the stage 
of completion at termination. For contracts with little work completed when terminated, it 
may be necessary to assume no loss would have occurred unless evidence suggests other
wise. For contracts with substantial effort already completed, verify that the termination pro
posal includes a cost estimate to complete the contract. The estimate should help the auditor 
decide if the contract would have resulted in a loss if completed. Make the request for an 
estimate to complete through the contracting officer. Use the guidance in 9-306 in decid
ing whether to use technical specialist assistance when evaluating the estimate to com
plete. 

12-303 Preparing the Audit Program 

After completing the preliminary review of the settlement proposal, prepare an audit 
program and begin the audit of amounts contained in Section II. The comments which follow 
contrast the usual approach to the audit of a proposal prepared on the inventory basis with 
a proposal prepared on a total cost basis. 

12-303.1 Proposals Using the Inventory Basis 

The audit effort on an inventory basis proposal mainly deals with reviewing items 
listed in the inventory schedules supporting the proposal. Make sure the claim includes 
only items allocable to the terminated portion of the contract. Guidance for the review of 
the various classes of inventory items follows: 

a. Metals, raw materials, and purchased parts included in inventory represent items the 
contractor has not placed into fabrication or assembly operations. The cost claimed for 
these items in termination usually should not include amounts for labor or manufacturing 
overhead. Review the material cost and any material handling charge included by the con
tractor. Perform tests of the inventory pricing and determine if material quantities apply to 
the terminated portion of the contract. Make this determination by examining supporting 
bills of material, cost records, invoices, and purchase orders. Determine whether the con
tractor screened and removed from inventory all items usable on other work without loss 
and all items returnable to suppliers (see 12-304.5). 
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b. Finished components and work-in-process are termination inventory items fabricat
ed, processed, or otherwise changed by the contractor through its manufacturing process
es. Work-in-process inventories may present problems in verifying direct material, direct 
labor, and overhead costs applied to units and components in various stages of production. 
The contractor may have calculated prices using actual or standard cost or it may have 
been necessary to use estimated cost (see FAR 49.206-1(c)). 

(1) Evaluate extensively statistical type cost data, not controlled by general ledger 
accounts. Include in this examination available cost data, cost reports, cost standards, en
gineering and bid estimates, bills of material, and other information influencing the cost. 
Resolve whether the contractor can retain work-in-process or finished components for use 
on other work without loss. Also be alert to raw material and purchased parts being im
properly classified as work-in-process and finished components due to the greater profit 
rates allowed on these termination inventory categories. Additionally, the contractor might 
have overlooked raw material or purchased parts improperly classified when screening 
items returnable to vendors or diverted to other contracts (see 12-304.5). 

(2) Some accounting systems do not provide enough detail on parts or lot costs. In 
these cases, the use of estimates may become necessary. One acceptable method for de
veloping labor cost is to estimate hours expended on the work-in-process inventory by 
each labor category at each step in the production process. The estimated hours are then 
costed at the hourly rates applicable during the performance period. Close liaison with 
Government technical personnel is required to ensure that the method used and the result
ant costs are reasonable. 

c. Miscellaneous inventory usually includes items and supplies which do not fit into 
the above categories. The contractor should limit cost claimed for miscellaneous inven
tory to material cost, plus handling charges when applicable. Of main concern to the 
auditor is whether the contractor can use the miscellaneous inventory items without loss 
or return it to suppliers. 

d. Acceptable finished product represent completed end items accepted by the Gov
ernment but, on instructions from the contracting officer, are not delivered. The contractor 
may include completed items in the termination schedules. The contractor, however, 
should list them at the contract price, adjusted for any savings in freight or other charges, 
together with any credits for their purchase, retention, or sale. Test the adequacy of ad
justments made by the contractor. Determine whether completed items are fully acceptable 
by referring to the inventory verification report (see 12-304.1) or by requesting assistance 
from Government technical personnel. When rework is necessary to make otherwise com
pleted items fully acceptable, question the estimated rework costs (see 12-304.7). 

12-303.2 Settlement Proposals Using the Total Cost Basis 

A total cost proposal eliminates the need to evaluate the cost allocation between the 
completed and terminated portions of the contract. The audit will usually start by examin
ing the total cost incurred under both the completed and partially completed portions of 
the contract. Audit objectives are to determine whether: 

(1) the totals included in the proposal for material, labor, and overhead have been 
reliably computed, 

(2) the costs are allocable and reasonable, and 
(3) acceptable accounting evidence is available to support the charges. 
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Chapter 6 discusses procedures for auditing incurred cost. These procedures also apply to 
the audit of costs appearing in Section II of Standard Form 1436. 

a. Examining inventory schedules becomes important, not so much for the cost of residu
al inventory, but in determining if the contractor has scheduled all inventory and made it 
available to the Government for retention, sale, or other disposition. Under a claim submitted 
on the inventory basis, the Government only pays for residual inventory when listed and 
priced on the inventory schedules supporting Standard Form 1435. However, a claim sub
mitted on Standard Form 1436 is for total contract costs; thus, all costs applicable to contract 
inventory are being claimed. It is important to ensure that the termination inventory sched
ules show all inventory costs billed to the Government. Comparing these schedules with the 
most recent physical inventory may help in deciding if inventory quantities reported are rea
sonable. Evaluate any discrepancies between the two inventories. 

b. The contractor's total cost claim should include a credit for any common items 
which have been diverted to other production and for money received from disposing of 
nonreworkable rejects. 

12-304 Auditing Termination Inventory 

a. The comments contained in the following subparagraphs apply whether the contrac
tor prepared the settlement proposal on Standard Form 1435 or 1436. 

b. Evaluating termination inventory requires coordination between audit and technical 
personnel. Objectives are to: 

(1) verify the inventory quantities, quality, and usefulness; 
(2) examine reasonableness of the cost and price data; and 
(3) determine whether the contractor considered common items and material return

able to vendors. 
Verifying inventory quantities, quality, and usefulness are primarily the responsibility of 
technical personnel. Evaluating inventory pricing and contract costing are primarily the 
responsibility of the auditor. Do not needlessly duplicate the efforts of the technical in
spector. 

12-304.1 Inventory Verification Report 

a. As part of the settlement procedures, the contracting officer usually arranges for 
technical representatives to review the termination inventory and to submit an inventory 
verification report. The plant clearance officer or technical inspector prepares the inven
tory verification report for the contracting officer's use in achieving an equitable settle
ment. The purpose of the report is to : 

(1) verify that the inventory exists; 
(2) determine its qualitative and quantitative allocability to the terminated portion of 

the contract; 
(3) make recommendations on its serviceability and quantitative reasonableness 

compared to contract production lead times, delivery schedules, and material availability; 
and 

(4) determine whether any of the items are the type and quantity reasonably used by 
the contractor without loss. 
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b. Obtain a copy of the inventory verification report from the contracting officer when 
possible since it is normally useful in establishing audit scope. When the inventory verifi
cation report is not immediately available but will become available within a reasonably 
short period, delay issuing the report until receipt of the inventory verification report. 
When the inventory verification report is not available, state in the audit report that rec
ommendations were made without examining the inventory verification report. 

12-304.2 Termination Inventory Schedules 

a. When appropriate, evaluate the termination inventory schedules for evidence of non
allocability and make selective physical counts of items listed in the termination inventory 
schedules. Under the total cost basis it may be appropriate to include usage tests to deter
mine whether the contractor actually used materials charged in production. If material is 
not completely used in producing delivered units, determine whether the inventory sched
ules list residual items in the correct quantities. 

b. The contractor must list on separate inventory schedules all Government-furnished 
property included in the termination inventory. The contractor may not withdraw Gov
ernment-furnished property from the inventory for its own use without contracting officer 
approval. Examining Government-furnished property and submitting a report to the con
tracting officer is the responsibility of the property administrator. The auditor's evaluation 
of Government-furnished property complements rather than duplicates the property ad
ministrator's review. When the audit discloses irregularities in Government-furnished 
property use or in the inventory listing, include appropriate comments in the audit report. 

12-304.3 Material Acquired Before the Date of Contract 

a. Material acquired before the effective contract date is usually not allocable to the 
terminated portion of the contract, on the premise the contractor did not acquire the mate
rial for the contract. Exceptions occur when the contractor: 

(1) acquired the material as a direct result of the negotiation and in anticipation of 
the contract award to meet the proposed delivery schedules; 

(2) properly placed the material into production on the terminated contract and cut, 
shaped, built-in, or changed in such a way that it cannot be returned to stock or reasonably 
used on the contractor's other work; or 

(3) acquired the material under a previously terminated contract and treated it as a 
common item in settling that contract for use on the contract now terminated. 

b. Under certain circumstances, the contractor may claim that material acquired before 
the effective contract date was reserved for contract use, that retention of the material pre
vented the contractor from using it on other work, and, therefore, the Government should 
accept the material as part of the termination inventory. Review the validity of the contrac
tor's claim in these instances. 

12-304.4 Material Acquired or Produced in Anticipation of Delivery Schedule Re
quirements 

a. In general, the quantities acceptable in termination inventories may include net bill 
of material requirements for the terminated work plus a reasonable amount for scrap loss. 
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Contract provisions or prudent business practice may suggest, however, that although oth
erwise acceptable, the on-hand quantities included in termination inventory schedules are 
larger than expected at the termination date. This condition may have been caused by the 
contractor acquiring or producing items by unreasonably anticipating delivery require
ments. Excessive materials on-hand resulting from this condition are not allocable to the 
termination claim. Reviewing the contractor's purchasing policies and practices should 
assist in determining if this condition exists and in making recommendations to the con
tracting officer regarding excessive material. In reaching a conclusion, however, consider 
whether the contractor purchased large quantities of materials due to quantity discounts, 
favorable market conditions, or the need to have all materials on-hand before starting pro
duction. As a pricing factor in quoting the contract price, the contractor may have planned 
to produce items in large quantities to achieve production economies. Ask for technical 
personnel assistance when necessary to determine whether procurement or production was 
unreasonably accelerated. 

b. A contract may specify that the Government must approve a preproduction model 
before delivery of any production units. The contract may also prohibit the contractor from 
obtaining materials or proceeding with production before the Government can test and 
approve the preproduction model. When the Government terminates a contract containing 
these restrictions before preproduction model approval, only allowable design costs and 
costs incurred for the preproduction model are acceptable as termination costs. The pres
ence of inventory items and costs for making deliverable items may suggest that the con
tractor unreasonably accelerated production. Ordinarily, these costs would be unallowable. 

c. For certain production contracts, the schedule to purchase quantities of basic materi
als requires contracting officer approval to minimize inventory accumulation. Where these 
purchasing restrictions exist, determine if the termination inventory quantities agree with 
the purchasing schedule approved by the contracting officer. 

12-304.5 Common Items 

a. Common items are material items which are common to both the terminated contract 
and other work of the contractor. FAR 49.603-1 states that the contractor certifies that all 
items in the termination inventory do not include any items reasonably usable without loss 
to the contractor on its other work. Also, FAR 31.205-42(a) states that the cost of items 
reasonably usable on the contractor's other work shall not be allowable unless the contrac
tor submits evidence that it could not retain the items without suffering a loss. 

b. In determining whether common items are reasonably usable by the contractor on 
other work, review the contractor's plans and orders for current/scheduled production and 
for current purchases of common items. Also determine whether the contractor properly 
classified inventory items as common items. Do this by reviewing stock records to see if 
the items are being used for other work and by reviewing bills of material and procure
ment scheduled for products similar to those included in the termination inventory. Limit 
acceptance of common items as part of termination inventory to the quantities on hand, in 
transit, and on order which exceed reasonable quantities required by the contractor for 
work on other than the terminated contract. In determining whether the inventory contains 
common items, the contractor should first assign total available quantity (inventory on-
hand, in transit, and on order) to continuing or anticipated Government or commercial 
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production and assign the remainder, if any, to the terminated contract. The contractor, 
therefore, should assign to the terminated contract: 

(1) the least processed inventory, and 
(2) those purchase commitments that result in the least cost when terminated. 

c. Under certain circumstances, complex or specialized items may qualify as common 
items. For example, the compressor unit of a military jet engine might qualify as a com
mon item if the contractor also uses the unit in commercial jet engine production. Or the 
memory unit of a computer might qualify if the contractor also uses the unit in a commer
cial computer. The test is whether the contractor can divert the item to other work without 
loss. 

d. Common items need not be so classified if the contractor can show that eliminating 
the item from termination inventory would cause financial hardship. For example, when 
raw materials are common to the contractor's other work but the amount resulting from the 
termination equals a year's supply, or an amount far exceeding the contractor's usual in
ventory, retaining the material might unfavorably affect the contractor's cash or working 
capital position and result in a financial hardship. Retaining a large inventory does not in 
itself, however, permit the contractor to claim an amount for excess inventory. When the 
contractor can use the inventory within a reasonable period, regardless of size, the excess 
inventory claim would not be allowable. 

e. After submitting the termination settlement proposal, the contractor may receive addi
tional contracts or commercial orders on which it can use the termination inventory items. In 
these cases, the contractor should withdraw the items it plans to use on the new work, (ex
cept for Government property or other items reserved by the contracting officer), adjust the 
claim accordingly, and notify the contracting officer. 

f. Bring to the contracting officer's attention reworkable rejects in the termination in
ventory which the contractor can divert to other work. The contracting officer may find it 
in the Government's interest to allow the reworking costs in order to obtain credit for items 
reworked and diverted. 

12-304.6 Production Losses 

a. The cost of direct materials for parts, components or end items usually includes 
the cost of scrap such as trimmings, turnings, clippings or unusable remnants. Other 
production losses may occur due to testing, obsolescence, or actual physical loss of the 
components, subassemblies or end items. Depending on which stage in production the 
loss occurs, the cost involved may be for material or it may include material, labor, and 
applicable burden. Make sure the contractor credits the value realized from the sale or 
other disposition of scrap or other production losses either to: 

(1) the material cost for the product scrapped or 
(2) the overhead allocable to the end product. 

b. Review production losses for reasonableness and allocability to the terminated 
portion of the contract. Allocability is particularly important when the contractor 
submits the settlement proposal on the inventory basis since a portion of production 
losses applies to end items completed and shipped. The claim for units terminated 
should exclude all costs allocable to units shipped. Question unreasonable production 
losses, evidenced by a significant physical loss of components or subassemblies or by 
comparison with the loss rate on similar products. 
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12-304.7 Rejected Items 

a. Reworkable Rejects. This type reject includes completed end items that did not 
meet contract specifications but the contractor would have reworked into acceptable 
completed articles if not stopped by the termination. The contractor should list these 
items on termination inventory schedules at their contract prices less the estimated cost 
to rework them (see 12-304.5f). To avoid possibly duplicating G&A expense and profit, 
the contractor should not claim reworkable rejects as work-in-process. The auditor nor
mally reviews the estimated cost to rework these rejects to test for proper treatment by 
the contractor. 

b. Nonreworkable Rejects. The contractor usually scraps nonreworkable rejects 
and does not include them in its inventory schedules. However, the contractor can 
recover their costs as part of the termination settlement when the costs apply to the 
terminated portion of the contract. Question any claimed amounts which are allocable 
to delivered items. 

12-304.8 Returning Material to Suppliers 

FAR authorizes and encourages contractors to return contractor-acquired termina
tion inventory to suppliers for full credit less, if applicable, a reasonable restocking 
fee that is consistent with the supplier's customary practices (see FAR 45.602
1(c)(1)(ii)). The contractor may not include the cost of returned property in the set
tlement proposal but may include the transportation, handling, and restocking charges 
for the returned property. Except for diversion to other work of the contractor or re
tention by the Government, this is the preferred method for disposing of termination 
inventory. Review the termination inventory listing for any items of inventory subject 
to return. For any items so noted, compute an amount as if the contractor had returned 
the items to suppliers. Question any resulting differences. 

12-304.9 Intracompany Transactions 

The cost principles govern allowable charges for materials, services, and supplies 
sold or transferred between plants, divisions, or organizations under common control. 
Question any excess charges resulting from the contractor pricing intracompany 
transactions inconsistently with the provisions of FAR 31.205-26(e). 

12-304.10 Termination Inventory Undeliverable to the Government 

Termination inventory may not be deliverable to the Government because it was dam
aged, destroyed, or lost. Treat undeliverable inventory as material purchased and retained 
by the contractor. Unless the contract provides otherwise or the Government has assumed 
the risk for loss and damage, deduct the fair value of undeliverable material from the ter
mination settlement proposal. 
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12-304.11 Completion Stage of Terminated Work 

a. As a step in their review of termination inventory, Government technical personnel 
may determine the overall stage of contract completion at termination. When this is done, 
compare the relationship between incurred cost and contract price to the physical stage of 
completion. Although there may not always be a direct correlation between cost incurred 
and percentage of physical completion, a significant disparity may suggest that a loss-
contract situation exists. In these cases, obtain an estimate to complete and compute a loss 
adjustment (see 12-308). 

b. Where the Government terminates only part of the units to be produced under the con
tract, the contractor should assign the least processed items to the termination inventory. By 
doing this the contractor keeps its proposal to a minimum (other factors being equal). The 
contractor might decide, however, to include items in the proposal which are in more ad
vanced stages of production to increase the termination cost and the physical completion 
percentage of the terminated inventory and thereby earn a higher profit. Make sure the con
tractor assigns the least processed inventory items to the termination inventory. Two specific 
test procedures normally used follow: 

(1) When termination inventory items are partially complete, determine whether 
similar items were put into production after the effective termination date, or whether the 
contractor performed any production steps on similar items preceding the stage of comple
tion of the items included in the termination inventory. 

(2) When termination inventory items are complete units or subunits (finished com
ponents, subassemblies, etc.), determine whether the contractor worked on them after the 
effective termination date. 

c. A yes answer to either of the above situations would normally suggest the contractor 
did not assign items which were in the least stage of completion to the termination inven
tory. Question any excess costs resulting from the contractor's failure to assign the least 
processed items to the termination inventory. 

12-304.12 Obsolete Materials and Tooling 

Where the Government made a previous change in the design or specifications of the 
end products terminated under a contract and the proposed settlement is on an inventory 
basis, review the termination inventory items to determine whether the inventory includes 
items that may have become obsolete due to the contract change. Do not accept obsolete 
materials and tooling costs as part of the termination inventory if the contractor received 
consideration for costs attributable to obsolescence by negotiating an equitable change in 
contract price of items delivered. Where the contractor waived adjustment of the contract 
price because there was enough in the original price for the contractor to absorb the cost of 
the obsolete material and the Government later terminates the contract, the contractor may 
not then make claim for the obsolete materials in its termination settlement proposal. The 
contractor's previous decision to absorb the costs is binding. 

12-304.13 Special Tooling 

a. Verify that items the contractor claims as special tooling agree with the definition of 
special tooling in FAR 2.101b. When the contractor can use the tooling on other work, it 
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does not qualify as special tooling, and the costs are not allocable to the terminated portion 
of the contract. In many cases, obtaining a technical opinion on whether claimed special 
tooling meets the definition contained in FAR may be appropriate. 

b. The contractual intent of the Government and the contractor on reimbursing spe
cial tooling costs affects their allowability. The Government may intend to reimburse 
the contractor as part of the product price or as a separate contract line item. 

(1) When there is no indication on the method for reimbursing special tooling costs, 
assume reimbursement through the product price. Thus, the costs are allocable to both the 
terminated and nonterminated portions of the contract. 

(2) If special tooling represents a separate, nondeliverable contract line item, the 
contractor may claim tooling costs only if it has not previously received payment for the 
tooling. In this case, regardless of the amount expended on tooling, the Government would 
limit recovery in the termination settlement to the line item price less any payments previ
ously received for tooling. 

(3) When special tooling is a contract deliverable item, the contractor is paid the 
contract price only if the tooling is available. If portions of the tooling have been con
sumed, lost, or are otherwise unavailable, the Government reduces the contract price of the 
tooling for this as well as for previous payments. 

c. Question special tooling costs when: 
(1) The contractor acquired the special tooling before the date of the contract, or as a 

replacement of items so acquired. 
(2) The special tooling claimed is actually consumable small tools or items more 

appropriately classified as capital goods. 
(3) The special tooling exceeds the contract requirements. For example, when the 

contract is for designing and producing a prototype unit and only a few experimental parts 
are needed, the contractor should normally not purchase special tooling intended for mass 
production. The contractor may have exceeded requirements based on expected future 
contracts. 

d. The usefulness of the special tooling may have been expended during the production 
of the finished and delivered units. No part of such tooling costs would be allocable to the 
terminated portion of the contract. All or a portion of the special tooling required may 
relate only to the terminated units not entered into production. Therefore, all or a portion 
of the tooling cost incurred to the termination date would be allocable to the completed 
portion of the contract. 

12-304.14 Special Machinery and Equipment 

a. Auditing special machinery and equipment costs included in termination settlement 
proposals is similar to auditing special tooling costs. Determining that a particular item of 
machinery or equipment is "special" is usually a technical matter. Also, a legal opinion on 
the intent of the contracting parties may be needed. To qualify as "special," the equipment 
or machinery must be of a type rarely used in the contractor's industry (i.e., peculiar to the 
needs of the Government). Do not consider machinery or equipment special when it is: 

(1) ordinary or normal-type equipment in the contractor's industry, 
(2) similar to other facilities owned by a contractor, or 
(3) usable on other work without loss to the contractor. 
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b. Allowability of loss on special machinery or equipment depends on the original in
tentions of the contracting parties. When a contract requires that a contractor purchase 
certain special machinery or equipment to perform the contract, and the Government con
sidered the cost when setting the contract price, the contractor can recover the loss of use
ful value of the special equipment at termination. The maximum allowance for loss of 
useful life, however, should not exceed that portion of the equipment cost considered in 
establishing the contract price which applies to the terminated units. 

c. When the special equipment purchase was not specifically considered during the 
contract negotiations, reimbursement for loss of its useful value is not automatically dis
counted, though it may raise a question about the "special" nature of the equipment. A 
usual consideration in granting a contract is that the contractor has the equipment to do the 
work required and meet delivery schedules. The auditor may have good reason to question 
the cost when, for example: 

(1) the contractor continues to use the machinery on other work, 
(2) the contractor owned the machinery before the contract date, or 
(3) the contractor is unwilling to transfer title to the Government if the transfer is 

required upon honoring the termination claim. 

12-304.15 Indirect Costs – Termination Inventory 

a. Audit the makeup of the indirect cost pools and how the contractor distributes them 
to determine the propriety of indirect costs assigned to the termination inventory. Section 
6-600 provides the techniques for auditing indirect cost pools and indirect cost allocation. 
Section 12-309 discusses the application of indirect costs to termination effort. In auditing 
indirect costs assigned to the termination inventory, determine that the amount does not 
include allocations for indirect cost items which are the same or similar to those claimed 
elsewhere in the settlement proposal as direct charges under other direct costs, settlement 
expenses, material handling charges, or other cost categories. Confirm that the termination 
inventory excludes indirect costs not properly allocable because of the completion stage of 
the terminated inventory. For example, packing, shipping, and inspection costs would not 
apply to undelivered items. 

b. In some cases, the contractor may need to deviate from its normal costing practices 
to properly assign certain indirect costs to the termination inventory. Section 12-105 dis
cusses the influence of Cost Accounting Standards. 

c. Contractors may request permission to leave packing and shipping expenses in over
head pools. In return the contractor will pack and ship the termination inventory without 
any other specific charge. If such arrangements increase the claim, question the additional 
costs. 

12-305 Auditing Other Termination Costs 

a. Costs other than settlement expenses applicable to the terminated portion of the con
tract, which are not claimed in other cost categories, may be claimed under "Other Costs." 
Other costs (see 6-500) frequently include such items as initial costs, engineering costs, 
royalties, severance pay, rental costs under unexpired leases, travel costs, and costs con
tinuing after termination. Perform tests to ensure that the contractor has not claimed other 
costs on a direct charge basis while treating the same or similar items as indirect charges. 
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b. One problem facing the auditor in auditing other costs such as severance pay or 
rental costs under unexpired leases, is determining the reasonableness of the amounts 
claimed. Since there may not be any direct relationships between the amounts claimed 
for these types of items with the cost of material, labor, and overhead in the termination 
inventory, examine the basic agreements under which these costs were incurred. Also 
evaluate their allocation to the terminated portion of the contract, and determine wheth
er the contractor gave proper consideration to their residual value. A technique used to 
indicate possible excessive claims for these items is to determine whether including the 
claimed amounts in the total estimated cost to complete the contract would have result
ed in an overall loss. Where the auditor cannot reach a conclusion on the reasonableness 
of other cost items, classify these costs as unresolved (see 12-313b). Include in the audit 
report appropriate available information and comments giving your best judgment on 
their propriety. 

c. The ASBCA has ruled (ASBCA No. 16947, Systems Development Corporation 
(1972)), that when severance pay paid as a mass severance pay per FAR 31.205
6(g)(2)(iii) is determined allowable and allocable as a direct cost to the terminated contract 
(see 12-305.4), it should not be burdened with labor overhead because it is not attributable 
to specific work on the contract. Therefore, mass severance pay should be classified so 
that it is not burdened with labor overhead, for example, as other direct costs. 

d. Proper classification between other costs (mass severance costs and costs which 
would have been incurred under the contract if it had not been terminated) and settle
ment expenses (costs incurred as a direct result of the termination) is essential because 
profit is not applied to settlement expenses (to classify mass severance pay refer to 12
305c.). 

12-305.1 Initial Costs 

a. Initial costs include starting load costs and preparatory costs. The allowability crite
ria for initial costs are in FAR 31.205-42(c). 

b. The two major areas considered in the contractor's determination and the auditor's 
review of initial costs are the (1) identification of total dollars, and (2) allocation of these 
dollars to the terminated portion of the contract. Regarding identification, FAR 31.205
42(c)(4) provides, "if initial costs are claimed and have not been segregated on the con-
tractor's books, segregation for settlement purposes shall be made from cost reports and 
schedules which reflect the high unit cost incurred during the early stages of the contract." 
To be considered, the contractor must submit the claim for initial costs and be able to sup
port it with reliable data taken from formal or informal records. Contractors rarely segre
gate initial costs in their formal records or books of account, and, therefore, claims nor
mally involve informal records, cost reports, production data, etc., as well as judgmental 
estimates. In these cases, evaluate the supporting documentation, the reasonableness of the 
total amount claimed, and the allocation to the terminated work. 

c. One area usually identified with initial costs is the rate of production loss during the 
early production stages. The contractor should have scrap reports, efficiency reports, 
spoilage tickets, etc., available to develop and support a claim for a high initial production 
loss. Another initial cost category that is often readily identifiable is initial plant rear
rangement and alterations. The contractor usually sets up a work order or service order to 
perform this work and accumulates costs against the work order. Management and per-
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sonnel organization and production planning costs may be difficult to evaluate. If claimed, 
the contractor will probably base these costs on estimates, and help from technical special
ists may be necessary. 

d. The remaining elements of initial costs are defined in FAR 31.205-42(c)(1). They 
include items such as idle time, subnormal production, employee training, and unfamiliari
ty or lack of experience with the product, materials or processes involved. Although the 
FAR states that these costs are nonrecurring in nature, they may occur periodically 
throughout the life of the contract. As production continues and learning takes effect, these 
costs should lessen. This learning process may be expressed using an improvement curve 
as discussed in EZ-Quant. Distinguishing between normal production labor and labor due 
to idle time, subnormal production, employee training, or lack of experience may be diffi
cult. However, many contractors maintain data on these factors in the form of efficiency 
reports, equivalent units produced, etc. This data is often acceptable for supporting starting 
load costs. 

e. Once identified, the second consideration is that of assigning the initial costs to the 
terminated and nonterminated portions of the contract. Usually the contractor can assign 
initial costs to delivered and terminated units in proportion to their respective quantities. 
Initial costs which cannot be directly identified but which constitute diminishing costs 
discussed earlier can be assigned by using an improvement curve (see EZ-Quant). For 
instance, the contractor can use the learning curve technique to project total direct labor 
hours if the contract had been completed. Average direct labor hours per unit can then be 
determined and applied to the delivered units. The quantity so assigned would then be 
deducted from the total labor hours required to produce the delivered items. The difference 
can then be costed using historical labor and indirect cost rates, to determine the initial 
costs allocable to the terminated portion of the contract. 

f. Determining if initial costs are reasonable usually involves analyzing the causes of 
initial costs as well as comparing these costs to those experienced on similar programs. 
High initial costs may indicate that a loss would have occurred had the contract gone to 
completion. 

12-305.2 Engineering Costs 

a. Engineering costs may be claimed as other costs that apply to the terminated portion 
of the contract. The allocability of engineering costs to a termination claim depends on 
why they were incurred, whether the contract was completely or partially terminated, and 
whether the engineering work had been completed by the termination date. Allocability 
may also be influenced by the type of engineering involved; i.e., whether it was: 

(1) for designing and developing the end products, 
(2) for preparing drawings or technical manuals, 
(3) for production planning or plant rearrangement, or 
(4) for designing and developing special tooling, special machinery, or equipment. 

b. When the contractor's claim for engineering costs applies to designing and develop
ing the end product, find out whether engineering costs were included in the end product 
price, or whether the design work is covered by a separate item in the current contract or 
by another contract. If the costs were included in the end product price and the engineering 
work is complete, the engineering costs may partially be properly allocable to the termi
nated portion of the contract. In this case, recommend acceptance of the properly allocable 
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portion of engineering cost provided the Government's interests and rights to the design 
are properly protected. If the engineering work is not complete, and there is a continuing 
portion of the contract to which it pertains, the contractor should not allocate engineering 
costs to the terminated portion of the contract. As compensation for unrecovered engineer
ing cost, the contractor should apply for an equitable adjustment of the price of the contin
ued items. This latter procedure was adopted to simplify the Government's consideration 
of these costs. 

c. Costs for drawing or technical manuals are usually priced separately from other con
tract items. Engineering costs for these items are therefore not allocable to the partial ter
mination of other end products. 

d. Allocable engineering costs for plant rearrangement and production planning usually 
are acceptable in a complete termination. However, if the work is not complete at the par
tial termination date, the contractor's claim should be for an equitable adjustment of the 
contract price of the continued portion of the contract, rather than against the terminated 
portion of the contract. 

e. When the engineering work is for designing special tooling, machinery, or equip
ment, consider the costs as allocable to or part of the special tooling or equipment, rather 
than to the end product. When the contract contains a separate item for special tooling or 
equipment, or when there are diverse end products, considering the design costs as apply
ing to the tooling or equipment rather than to the end products can result in a significantly 
different allocation to the terminated portion of the contract. 

f. The contractor's accounting records may not show the engineering time spent on the 
contract. The contractor may, therefore, base its claim for engineering performed on esti
mates. A method to test the accuracy of these estimates is the "rate of effort" technique. In 
applying this technique, divide the contractor's total claim for engineering cost by the con-
tractor's average staff-month wage cost for engineering to determine a comparative num
ber of full-time engineers depicted by the contractor's claim. For example, if engineering 
costs claimed are $18 thousand and the contractor's average engineering wage cost is $1 
thousand per staff-month, the claim would represent 18 staff-months of engineering effort. 
If the period between the contract date and the termination date was three months, the 
claim would represent the full-time services of six engineers ($18 thousand divided by $1 
thousand equals 18; divided by 3 equals 6). This technique may suggest that the contrac
tor's claim represents several times the effort that available engineering personnel were 
capable of performing. Whenever possible, state in the audit report whether the claimed 
estimate approximates the "rate of effort" required to achieve the engineering work actual
ly performed. 

12-305.3 Royalties and Other Costs for Using Patents 

a. Contract terms and the FAR provisions incorporated in the contract determine the 
allowability of royalties, license fees, patent or license amortization costs. These costs are 
usually allowable if necessary for contract performance unless: 

(1) the Government has a license or the rights to free use of the patent, 
(2) the patent has been ruled invalid, 
(3) the patent is considered to be unenforceable, or 
(4) the patent has expired. 
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b. The contractor's right to use a patent may benefit the terminated contract only or 
the terminated contract and other work. Determine whether there is benefit to other 
work, and whether costs are properly allocated between the terminated contract and the 
other benefiting work. For a claim prepared on the inventory basis, determine that the 
cost or fee claimed is properly allocable to the terminated portion of the contract. 

c. Where the agreement for patent use provides for royalties or fees only on delivered 
contract end items, no payments are allocable to the terminated portion of the contract. 

12-305.4 Severance Pay 

a. Severance pay is payment in addition to regular salaries and wages to employees 
whose services are being terminated. Such costs are allowable only when payment is 
required by: 

(1) law, 
(2) employer-employee agreement, 
(3) established policy that is, in effect, an implied agreement on the contractor's part, 

or 
(4) circumstance of the particular employment. 

Normal severance pay relates to recurring, partial layoffs, cutbacks, and involuntary 
separations and is an allowable cost when properly allocated. A termination, however, 
may result in a significant employee layoff and the resultant severance pay amount may be 
substantial. FAR 31.205-6(g)(5) provides that periodic or annual accruals for abnormal or 
mass severance pay are not allowable, but the costs are considered on a case-by-case basis 
when incurred. 

b. In considering the allowability and allocability of mass severance pay, determine: 
(1) The impact of termination on the contractor's work force. A termination claim 

should not be a way to recover severance pay generated by an employee layoff resulting 
from other conditions. 

(2) The rights of employees and whether the contractor can use the employees on 
other work. 

(3) The Government's share of the contractor's business during the period the sever
ance pay was earned. Employees may have earned the right to severance pay over an ex
tended period during which the contractor's business was commercial rather than Govern
ment. Allocating total severance pay to Government work, in such a case, would not be 
equitable. 

(4) The method by which the contractor computed severance pay and the proposed 
payment method. The contractor's plan may provide for severance payments over an ex
tended period, but payments stop if the employees obtain other positions. 

(5) The effect of mass severance on existing reserves for normal severance, supple
mental unemployment benefits, and pension funds. Substantial credits may result from 
nonvested rights in pension funds or other sources which the contractor may not have con
sidered. 

c. The conditions under which terminated employees will receive severance pay vary 
from one contractor to another. Depending on the contractor's policy or employer-
employee agreement, the contractor may tie the liability for severance pay to the sup
plemental unemployment benefits plan. In this event, the final liability is unknown for 
an extended period. When some part of mass severance pay appears allocable but the 
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total amount is unknown when audited, report the amount as unresolved. Furnish perti
nent details and recommend that the contracting officer put an appropriate reservation in 
the settlement pending the subsequent determination of the actual amount (see 12
313b). 

d. Exclude mass severance pay amounts from any computations made to determine 
whether the contractor would have suffered a loss had the contract run to completion, 
unless the contractor would have experienced the layoffs anyway. 

12-305.5 Rental Costs Under Unexpired Leases 

a. Rental costs under unexpired leases are usually allowable where supporting rec
ords show that the lease was reasonably necessary to perform the terminated contract if: 

(1) the rental amount claimed does not exceed the reasonable value of the property 
leased for the period of the contract and any future period as may be reasonable, and 

(2) the contractor makes reasonable efforts to terminate, assign, settle, or otherwise 
reduce the cost of the lease. 

b. The cost of leased property alterations necessary to perform the contract and the 
cost of reasonable restoration required by the lease provisions are also allowable. Adjust 
unexpired lease costs by any residual value of the lease due to the termination, assign
ment, or settlement of the lease agreement. 

c. Verify that the length of the lease was not significantly longer than the anticipated 
contract performance period, and that the lease cost was not significantly higher than 
comparable space in the same general area. FAR 31.205-36(b) limits lease costs be
tween organizations under common control to the normal ownership costs such as de
preciation, taxes, insurance, and maintenance. 

d. Where a terminated contract effects only a part of the effort at a leased facility, the 
contractor might submit a claim because other work will now have to absorb lease cost 
otherwise absorbed by the terminated contract had it run to completion. In this case, de
termine whether the contractor leased the space due to receiving the contract now termi
nated, or if the contractor leased the facility before receiving the contract. If the former 
condition exists, the allocable portion of the cost may be acceptable if it otherwise meets 
the above criteria. If the latter is true, the premises are a part of the contractor's normal 
plant facilities and no amount for unexpired rental cost would be acceptable. 

12-305.6 Travel Costs 

Reasonable travel costs allocable to the terminated portion of the contract are allowable. 
When a settlement proposal includes travel costs, determine whether they benefit the entire 
contract or only items completed and delivered. For example, if travel cost relates direct
ly to installing or interfacing end items, no travel cost would be allocable to the termi
nated portion of the contract. Normally the auditor would question any amount so 
claimed. Reasonable travel costs incurred in termination activities are settlement ex
penses. If included as Other Costs, reclassify them. 
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12-305.7 Costs Continuing After Termination 

a. Costs continuing after the effective termination date due to the contractor's negligent 
or willful failure to discontinue them are unallowable. The effective termination date is the 
date the termination notice first requires the contractor to stop performance, or the date the 
contractor receives the notice, if the contractor receives the termination notice after the 
date fixed for termination. 

(1) Reasonable costs associated with termination activities are allowable. FAR 
31.205-42(b) recognizes there may be instances where costs incurred after termination 
may be allowable. For example, the contractor may have contract personnel at a remote or 
foreign location or there may be personnel in transit to or from these sites. The cost of 
their salaries or wages would be allocable to the terminated contract for a reasonable peri
od required to transfer the personnel to sites for termination or use on the contractor's oth
er work. In another example, components or end items may be in a heat-treating or elec
troplating process when termination occurs and the contractor may elect to complete rather 
than disrupt the process and risk complete loss of the items. 

(2) In cases such as the above example, make sure that the contractor's decision did 
not increase the Government's costs. Also make sure these costs (i) are classified as costs 
of contract performance rather than settlement expenses (see 12-305(c)), and (ii) do not 
represent efforts by the contractor to convert raw materials and purchased parts to work
in-process, or to convert work-in-process to finished items solely to advance the comple
tion stage to increase costs and/or profit recoverable by the claim. 

(3) After receiving the termination notice, the prime contractor may decide not to 
immediately terminate its subcontracts. The prime may first have to determine the scope 
of the termination, review the completion stage of subcontracts, and determine require
ments on other contracts to consider diverting components to other work. This may take 
time during which subcontractors are continuing to work. Overall, however, the efforts of 
the prime contractor may result in subcontract claims far less than would otherwise have 
occurred. Work closely with knowledgeable technical personnel when reviewing the rea
sons why the prime contractor failed to immediately terminate its subcontracts. 

(4) Floor checks and plant perambulations performed immediately following a con
tract termination in the physical area(s) affected will usually show whether the contractor 
is taking necessary steps to stop work and to divert personnel to other assignments. Where 
appropriate, request technical help from Government personnel familiar with the produc
tion areas and processes. 

b. Question amounts claimed as unabsorbed overhead, under whatever name, represent
ing expected overhead or parts of it absorbed by the contract if not terminated (see FAR 
31.205-42). 

The Armed Services Board of Contract Appeals (ASBCA) has issued decisions stating 
that post-termination unabsorbed overhead is not recoverable in a termination claim. In 
Technology, Inc., ASBCA No. 14083, 71-2 BCA 8956 and 72-1 BCA 9281, the Board held 
that unabsorbed overhead relates to the contractor's existence as an ongoing organization and 
is not a continuing cost of a terminated contract. Further, the Government is not a guarantor 
of the contractor's continuing overhead nor is this intended by the language in the termina
tion clause. In Chamberlain Manufacturing Corp., ASBCA No. 16877, 73-2 BCA 10,139, 
the Board affirmed the previous decision using similar reasoning. The Board stated further 
that a loss of business, whether in the guise of post-termination G&A expense or otherwise, 
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is not recoverable in a termination claim. The decision also reads that the continuing costs to 
which FAR 31.205-42 refers clearly are only those costs directly related to the terminated 
contract and if the drafters of the regulation had intended to allow unabsorbed overhead they 
could have done so simply and clearly as they did for rental costs. 

c. While unabsorbed overhead is not allowable as part of a termination settlement, it 
may be appropriate for an equitable adjustment resulting from a partial termination. 

12-306 Auditing General and Administrative Expenses 

a. Determine whether: 
(1) the individual items in the G&A pool are allowable, 
(2) the allocation base is equitable, and 
(3) the amount allocated to the termination claim is reasonable. 

In auditing this area, use the appropriate FAR Part 31 cost principles, and the audit guidance 
in 6-600. 

b. Including the subcontract settlement amounts in the allocation base for G&A is ac
ceptable if including them otherwise satisfies the allocability criteria in FAR 31.201-4, 
31.203, and 31.205-42(h). 

c. Contractors often direct charge G&A type expenses as part of settlement expenses in 
addition to the G&A allocated to the rest of the claim. When the contractor uses this pro
cedure, ensure that any G&A allocated to the rest of the claim does not include costs 
charged directly as settlement expenses and that these direct charges are excluded from the 
G&A allocated to continuing contracts. As an alternate procedure, the contractor may 
choose to recover G&A type settlement expenses by applying normal G&A. This proce
dure is acceptable provided the method does not result in an inequitable allocation to other 
contracts (also see 12-309). 

d. Sometimes applying a full G&A expense rate to the amounts included in a termination 
claim is not appropriate. The contractor should limit developing a special (less than full) 
G&A rate to those rare situations where the termination inventory is significant and its cost 
pattern is clearly different from that of any other contracts or work segments in the normal 
allocation base. For example, a contractor's normal allocation base for G&A expenses may 
be cost input, but the settlement proposal includes only unprocessed material costs. In this 
case, it may be appropriate to develop a special G&A expense rate based on eliminating 
from the expense pool those items which relate exclusively to labor, overhead, and finished 
items. 

12-307 Evaluating Profit or Loss 

a. Profit is allowed for preparations made and work done by the contractor on the ter
minated portion of the contract. Profit is not allowed (1) on work not performed due to the 
termination, (2) subcontract material and services that have not been delivered to the 
prime contractor as of the effective date of the termination, or (3) settlement expenses. The 
contracting officer will consider the contractor's settlement efforts and the character and 
difficulty of subcontracting in arriving at a profit objective (see FAR 49.202). 

(1) The auditor should determine whether a terminated contract would have resulted 
in a loss if it had gone to completion. Determining this is important because (a) no profit is 
allowable if it appears that the contractor would have incurred a loss had the contract been 
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completed, and (b) termination claims are reduced by an amount equal to the pro rata 
share of any reduced profit that would have occurred had the contract been completed. 

(2) An auditor can usually determine the anticipated profit rate with reasonable ac
curacy if the contract was substantially complete at the time of termination. For a partial 
termination, if cost information is available on the continued portion of the contract, de
termine the anticipated profit rate. Request the contractor, through the contracting officer, 
to furnish an estimate of the cost required to complete the terminated portion of the con
tract. Review the estimate with necessary help from technical representatives (see 12
302g). The contractor's estimate to complete may be conservative and show that no loss 
would have occurred. Make a concerted effort to evaluate the contractor's projected profit. 

(3) There is no contractual requirement for the contractor to furnish an estimate to 
complete. If the contractor declines to submit an estimate to complete or states that a cur
sory review found that no loss would have occurred, technical personnel with auditor as
sistance can prepare the estimate to complete. Developing data that shows a loss in this 
situation may place the burden on the contractor to submit data regarding its profit or loss 
position. 

b. When evaluating a contractor's projected profit rate, consider what allowable costs 
would have been incurred without the termination. In cases where common items may 
have been diverted from the terminated portion of a contract to the contractor's other work 
or if the contractor has not claimed all costs that would be allowable under a contract, 
include them in projections of costs to complete the contract. 

c. Where there is no reasonable basis for the contractor to determine the profit rate had 
the contract gone to completion or the auditor cannot make a realistic evaluation of the con-
tractor's projection, include in the audit report information and comments that may prove 
helpful to the negotiator. This might include comments such as: 

(1) the profit rate realized on the end products completed to date of termination, 
(2) the contractor's average experienced profit rate on similar products, 
(3) the profit rate both parties intended when the contract was negotiated, and 
(4) the profit amount the contractor would receive under a formula settlement if the 

contract termination clause provides for its use. 
d. Quantitative methods are useful tools when auditing termination settlement 

proposals. For example, applying statistical sampling to inventory costing or to incurred 
costs can save considerable time. Also, an understanding of improvement (learning) curve 
techniques (see EZ-Quant) is essential, particularly when evaluating contractors’ and 
subcontractors' estimates to complete the contract. While most auditors normally associate 
using an improvement curve with evaluating direct labor hour estimates, auditors may also 
use it in evaluating the estimated prices of direct material parts and components. Factors 
considered when evaluating the cost estimate to complete include: 

(1) cost experience data available before the Government terminated the contract, 
(2) directly applicable experience for an entire product line previously produced, or 
(3) other similar experience from other products or components. 

When applying improvement curve techniques, follow the audit guidance in EZ-Quant. 

12-308 Adjusting for Loss Contracts 

a. For terminated "loss" contracts, FAR 49.203(b) and (c) state the methods for determin
ing the maximum to be paid on inventory and total cost settlements. Fundamentally, these 
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methods are intended to adjust the contractor's termination claim. The Government does this 
by applying to the amount claimed a percentage calculated using the total contract price 
compared to the total estimated cost incurred had the contract been completed. The follow
ing examples illustrate the loss adjustment under the inventory basis and the total cost basis. 

(1) Assume a termination having the following conditions: 
Total contract price (50 units @ $2,400 each) $120,000 
Total amount invoiced for completed units (35 units @ $2,400 each) $84,000 
Total costs incurred under the contract $135,000 
Settlement with subcontractor 5,000 
Estimate of cost to complete contract ($10,000 + subcontract - settled for $5,000) $ 15,000 
Settlement expenses $ 1,000 
Disposal credits $ 5,000 
Units completed and delivered prior to termination 35 
Units completed and on hand and not to be delivered 5 
Units terminated 10 
(2) Assume also that the contractor submitted a settlement proposal on the inventory basis as 
follows: 
Finished components $7,000 
Work in progress 3,250 
Dies, jigs, fixtures, and special tools 2,000 
General and administrative expenses 1,000 
Other costs 3,000 $16,250 
Profit 2,000 
Settlement expenses 1,000 
Settlements with subcontractors 5,000 
Acceptable finished product (adjusted for freight and 

packaging savings) 
11,000 

Less disposal credit (5,000) 
Net payment requested $30,250 

The amount recommended for settlement, assuming all claimed costs are otherwise accepta
ble, would be computed as follows based on FAR 49.203: 
Settlement expenses $ 1,000 
Contract price, as adjusted, for acceptable completed end 
item 

11,000 

Total settlement amount otherwise agreed to or deter
mined, adjusted for estimated loss 

17,000* 

Less disposal credit (5,000) 
Recommended settlement amount $24,000 

*Computed by multiplying the sum of the contractor's own costs of $16,250 plus settlements with 
subcontractors of $5,000 by the ratio of the total contract price of $120,000 to the total indicated cost of 
$150,000. Total indicated cost is composed of the total cost of $135,000 incurred prior to termination plus 
the estimated cost of $15,000 to complete the entire contract: 

$120,000 
$21,250 X  or $21,250 X 80% =  $17,000 

$150,000

(3) Assume that the contractor submitted a proposal on the total cost basis as follows: 
Direct material $24,000 
Direct labor 30,000 
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Indirect factory expense 50,000 
Dies, jigs, fixtures, and special tools 10,000 
Other costs 15,000 
General and administrative expenses 6,000 $135,000 
Less finished product invoiced or to be invoiced (84,000) $51,000 
Profit 0 
Settlement expenses 1,000 
Settlement with subcontractors 5,000 
Disposal and other credits (5,000) 
Advance, progress and partial payments (0) 
Net payment requested $52.000 
The amount recommended for settlement, assuming all claimed costs are otherwise acceptable, 
would be computed as follows based on FAR 49.203: 
Settlement expenses $ 1,000 
The total settlement amount otherwise agreed to or determined, adjusted for estimated 
loss 

112,000 

Less disposal credit (5,000) 
Less amount previously paid contractor (84,000) 
Recommended settlement amount $ 24,000 

1 No claim for profit made by contractor because the contract price has been exceeded. 

2 Computed by multiplying the sum of the contractor's own costs of $135,000 plus settlements with subcon
tractors of $5,000 by the ratio of the total contract price of $120,000 to the total indicated costs of 
$150,000. Total indicated cost is composed of the total costs of $135,000 incurred prior to termination plus 
the estimated cost of $15,000 to complete the entire contract: 

$120,000 
$140,000 X  or $140,000 X 80% =  $112,000 

$150,000
b. When there are unpriced changes existing at the time of the audit, inform the contract

ing officer that the loss adjustment is tentative and will require recomputation if the changes 
result in upward or downward revisions of the total contract price. Similarly, where the con
tractor uses estimates for subcontract settlement amounts, advise the contracting officer that 
the loss adjustment will require recomputation if negotiated settlements differ from the esti
mated amounts. 

12-309 Auditing Termination Settlement Expenses 

a. For ease in settling a termination proposal, the contractor should establish a separate 
job order or code to which settlement expenses can be directly charged. Allowable settle
ment expenses in a termination claim, listed in FAR 31.205-42(g), may include but are not 
limited to the following: 

(1) Accounting, legal, clerical, and similar costs reasonably necessary for the prepa
ration and presentation of settlement claims and supporting data and for the termination 
and settlement of subcontracts. 

(2) Reasonable costs for the storage, transportation, protection, and disposition of 
property and inventory acquired or produced for the contract. 

b. Methods of accumulating settlement expenses vary. Contractors may charge only for 
the costs of direct labor and material expended, or the labor charges may include an amount 
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for related overhead costs such as supervision, space, fringe benefits, and other costs. When 
a contractor has established a special termination department, all direct costs on termination 
activities may be accumulated and overhead burden added to cover other costs of the termi
nation department. Costs may then be equitably distributed to specific settlements. Auditing 
settlement expenses requires a decision on the accuracy, reliability, and reasonableness of the 
claimed amounts. Audit procedures outlined for examining the contractor's other costs equal
ly apply to verifying settlement expenses. 

c. When the contractor accounts for settlement expenses as direct charges, it should 
maintain labor time cards and distribute labor costs to the terminated work. Confirm that 
the contractor has not assigned highly paid personnel to routine work. When possible, 
contractor's employee time records covering settlement activities should describe the par
ticular work performed. Perform tests to ensure that indirect allocations do not duplicate 
other claimed costs. 

d. FAR 31.205-42(g)(1)(iii) lists some of the indirect costs applicable to termination 
efforts. These are normally limited to those types of costs that are applied to indirect labor. 
However, a full burden of indirect costs is appropriate when the contractor’s established 
practice is to charge such labor effort direct to contracts. This concept is also applicable to 
termination efforts that are not specifically listed in FAR 31.205-42; i.e., the application of 
indirect costs should be consistent with the established practice for any effort that would 
have been charged direct had the effort been incurred under ongoing contracts. When termi
nation functions include costs which are usually charged direct and are included in the G&A 
base in accordance with the contractor’s established accounting practices, it would be appro
priate to allocate normal overhead and G&A to the termination settlement expenses. In con
trast, when a contractor’s usual practice is to charge the types of costs included in termina
tion functions to G&A, it would be inappropriate to allocate G&A to such expenses because 
they are not a part of the G&A base. 

e. When the contractor improperly burdens termination effort, the auditor should 
question the improper burden on the basis of allocability. In addition, if the contractor 
burdens termination effort differently based solely on the status of the submission (pro
posal versus claim), the auditor should cite the contractor for noncompliance with CAS 
402. 

f. Determine whether personnel compensation cost directly included in the settlement 
expenses reasonably relates to the time required for termination activities. This is particu
larly important when settlement expenses include the time of officers and executive per
sonnel. The contractor should normally have records to support the amounts claimed. 

g. When the contractor identifies and charges settlement expenses directly to termina
tion claims, the contractor should absorb settlement expenses applicable to no-cost settle
ments. 

h. Question costs beyond those considered reasonably appropriate for the termination 
settlement such as for unnecessary work, unrealistic professional fees, etc. Where the au
ditor cannot resolve the reasonableness of an amount, refer the amount to the contracting 
officer as unresolved cost, furnishing factual information and comments which may be 
useful to the contracting officer in deciding if the costs are acceptable (see 12-313b). 

i. A contractor may decide to obtain professional accounting services to help settle
ment proceedings. Reasonable costs of these services, including preparing the settlement 
proposal, may be reimbursed to the contractor. Evaluate the reasonableness of accounting 
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service charges by considering the complexity of the proposal compared to the number of 
staff-days represented by the fee amount. 

j. Where the contractor claims legal expenses, evaluate their reasonableness consider
ing the time charged, the nature of the services provided, and the relationship of the legal 
expenses to the total termination settlement amount. Include appropriate comments in the 
report. For contingent fee arrangements, i.e. where the legal fee is based on the negotiated 
settlement amount, clearly describe this arrangement in the report. 

k. Settlement expenses may include reasonable storage costs incurred in protecting 
termination inventory, but these are allowable as settlement expenses only during the plant 
clearance period as defined in FAR 45.601. Allowable storage costs should not exceed the 
cost that would normally be incurred to care for and protect the inventory and should rep
resent an equitable allocation of the contractor's total storage costs. As discussed in FAR 
45.612-2, 45.612-3, and DFARS 245.612-3, when a contractor stores termination inventory 
in a special warehouse or other special storage location, on or off its own premises, it must 
absorb the additional (above normal) storage expense, including any related removal expens
es. This is unless the contracting officer has determined that such removal or storage is for 
the convenience of the Government. Undue delay by the contractor in submitting acceptable 
inventory schedules or prolonging the plant clearance period should not increase storage 
charges to the Government. Following the plant clearance period, the contractor may request 
the contracting officer to remove the inventory items, or to enter into a separate storage 
agreement covering them. 

l. As noted above, settlement costs may include, as a direct charge to the termination 
settlement, costs the contractor has disclosed or established as indirect costs. At contractors 
where there is continuing auditable work ensure that the contractor credits expense pools for 
the costs allowed as a part of settlement expenses before developing rates to be applied to 
other contract effort. 

m. When a termination settlement proposal becomes a Contract Disputes Act claim (see 
12-101i), legal and consultants’ costs incurred in the prosecution of the claim are unallowa
ble. Refer to 12-606 for guidance. However, legal and consultants’ costs reasonably neces
sary to prepare and support a termination settlement proposal for negotiation (discussed in 
a.(1) above) are generally allowable as contract administration function costs (see FAR 
31.205-42(g)). 

12-310 Auditing Subcontractor Settlements 

a. Termination settlements with subcontractors follow, in general, the principles on prime 
contract settlements. A subcontractor does not have contractual rights against the Govern
ment when its subcontract is terminated. A subcontractor's rights are against the prime con
tractor or higher-tier subcontractor with which it has contracted. The prime contractor and 
each subcontractor is responsible for settling termination proposals of its immediate subcon
tractors based upon the contract terms and applicable regulations (see also 12-204). 

b. When DCAA did not perform the audit of a subcontractor's termination claim, the 
auditor at the prime location will evaluate the review done by the prime contractor. The audi
tor should particularly evaluate, on a selective basis, settlements made by the contractor 
without contracting officer approval or ratification using the authority granted to the contrac
tor under FAR 49.108-4. The auditor should have available the prime contractor's complete 
case file. The file should contain, as a minimum, a complete copy of the subcontract; a copy 
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of the subcontractor's settlement proposal, with any amendments or revisions; audit and 
technical evaluations; minutes of all settlement negotiations; and related correspondence. 

c. Where deficiencies exist, discuss them with the contractor and explain them in the 
report issued on the prime contract termination settlement proposal. If additional independ
ent verification is required, send a request for an assist audit to the cognizant auditor. The 
request should fully explain the areas of apparent deficiencies to prevent duplication of ef
fort. Call the contracting officer's attention to any pattern of settlements which appear ques
tionable or which suggest that the contracting officer should restrict or withdraw settlement 
authority granted. 

d. The Government and subcontractors can make direct settlements under unusual cir
cumstances by having the prime contractor assign the subcontract to the Government. The 
standard prime contract termination clause allows subcontract assignment. Direct settlements 
with subcontractors, however, are only done when the contracting officer determines that 
they are in the best interest of the Government. 

12-311 Auditing Disposal and Other Credits 

Credit amounts included in a settlement proposal normally represent: 
(1) an offer by the contractor to purchase inventory at less than cost, 
(2) the proceeds from the sale of termination inventory, or 
(3) a combination of (1) and (2). 

A contractor's offer to purchase inventory at less than cost is subject to review by plant 
clearance personnel and to negotiation between the contractor and the contracting officer. 
When the offer is to purchase for a percentage of cost, verify that the contractor has con
sidered the full cost of the material including any applicable labor and burden rather than 
just the purchase cost of the material. Also verify that the contractor made all sales of ter
mination inventory at prices not less than those approved by the plant clearance officer 
(FAR 45.602-1(c)). 

12-312 Auditing Advance, Progress, or Partial Payments 

a. Advance, progress, and partial payments are amounts paid to the contractor before, 
during or after contract performance/termination. The amounts do not represent payments 
for completed items invoiced at the contract price. Any unliquidated amounts paid to the 
contractor under advance, progress, or partial payments must be offset against the final 
settlement proposal. Final accounting for all advance, progress, and partial payments is 
part of the final settlement and is verified by the finance or disbursing officer before final 
payment. The audit report should note any inaccuracies in the amount reported by the con
tractor to prevent unnecessary complications in the final accounting for termination pay
ments. 

b. The contracting officer may request an audit of interim settlement proposals submit
ted to support requests for partial payments on terminated contracts. The auditor should 
honor these requests. However, since an audit will typically be performed on the final 
settlement proposal, an examination of interim proposals usually need not be done. Make 
sure that the claimed costs have been incurred and that the accumulated partial payment 
amount does not exceed the total amount the contractor is expected to receive in final set
tlement of the termination claim. 
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12-313 Format, Content, and Distribution of Audit Reports 

a. Use the guidance in 10-700 for preparing and issuing audit reports on termination 
settlement proposals. 

b. Use the criteria and guidance in 10-304.8 in determining questioned costs. Section 
10-304.8 provides the criteria for unresolved costs. However, because of the particular 
nature of termination actions, the unresolved costs category is extended to include 
amounts applicable to those types of items on which the auditor is unable to reach a con
clusion because the contractor's net cost or liability will not be firmly established until a 
later date. Examples of these items are severance pay and the cost of unexpired leases. 
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12-400 Section 4 --- Auditing Terminations of Cost-Type Contracts 

12-401 Introduction 

a. The purpose of this section is to furnish guidance for auditing terminated cost-type 
contracts. 

b. The contract cost principles relevant to the contract involved still govern the allowa
bility of costs if the contract is terminated. Under terminated cost-type contracts, the con
tractor has various options for claiming costs after the termination date. Paragraphs 12-402 
and 12-404 below discuss these options. These paragraphs also advise whether only a final 
voucher evaluation memorandum is necessary or whether a final voucher evaluation 
memorandum and an audit report are required. 

12-402 Options Available 

a. When the Government has completely terminated a cost-type contract, the contractor is 
given the option of either vouchering out costs incurred both before and after the contract 
termination date (continuing to request reimbursement for incurred costs on standard public 
voucher forms) or submitting a settlement proposal. The Government limits the option to 
voucher out costs to six months, after which the contractor must claim unvouchered costs 
associated with the terminated contract on Standard Form (SF) 1437, Settlement Proposal for 
Cost-Reimbursement Type Contracts. The contractor's exercise of its option to claim costs 
on SF 1437 is irrevocable. Once selected, all unvouchered costs must be submitted on the 
settlement proposal form. The last voucher submitted under the vouchering out procedure is 
considered the "completion voucher." The contractor should specifically identify it as such, 
even though there may be unvouchered costs which the contractor plans to submit in the 
settlement proposal. Process this voucher as set forth in 10-900. The contractor must submit 
its proposal to determine the final fee amount under the contract by letter or by SF 1437. 

b. When the Government partially terminates a cost-type contract, FAR 49.304 limits 
with certain minor exceptions, the settlement to a fee adjustment, if any. The contractor shall 
submit a settlement proposal covering this adjustment. The contractor shall continue to sub
mit an SF 1034 (“Cost Voucher” in Wide Area Workflow) for all reimbursable costs re
quested under the contract (see 12-402.1a), including: 

(1) its own costs allocable to the terminated portion of the contract, 
(2) settlement costs for subcontractors, and 
(3) applicable settlement expenses. 

c. Normally, a selection to voucher out means the auditor will issue a final voucher eval
uation memorandum once he or she has completed the evaluation. A selection to submit a 
settlement proposal usually means the auditor will also issue an audit report (in addition to 
the final voucher evaluation memorandum). Further comments on this are in 12-404. 

12-402.1 Costs and Fee Vouchered Out 

a. When the contractor decides to continue vouchering out, it submits contract costs in 
the usual manner on Standard Form 1034 (“Cost Voucher” in Wide Area Workflow). Costs 
submitted on vouchers may include all contract costs, including settlement expenses and 
settlements with subcontractors. For terminated contracts under the cognizance of DLA, 
contractors must submit separate properly identified vouchers for subcontract settlements 

DCAA Contract Audit Manual 

http:12-402.1a


   
 

 

  

     
   

   
       

      
   

    
      

 
 

       
 
   

    
  

    
     

      
       

     
        

   
 

 
 
    

   
     

     
  

      
    

       
     

     
    

 
      

    
    

            
     

         
      

       
 

February 3, 2016 1235 
12-403 

and for settlement expenses. Such contractors must also submit all subcontract termination 
settlements to the TCO for prior approval and ratification, except those settlements under 
FAR 49.108-4. The contractor must furnish evidence of the approval with the SF 1034 
voucher (“Cost Voucher” in Wide Area Workflow). When the contractor has vouchered out 
all costs within the six month period, it may submit its claim for fee, if any, on SF 1437 or by 
letter appropriately certified. 

b. Disapprove costs submitted on SF 1034 (“Cost Voucher” in Wide Area Workflow) 
that are similar to those covered by a GAO formal exception or presented on a "reclaim 
voucher." 

12-402.2 Costs and Fee Submitted in a Settlement Proposal 

The contractor should submit settlement proposals to the contracting officer within 1 year 
from the effective termination date unless contract terms or agreement extends the period. 
The auditor's function in auditing the settlement proposal is advisory and is primarily to help 
the contracting officer negotiate an equitable settlement. Perform the audit of costs included 
in the settlement proposal under a cost-type contract using the guidance contained in Chapter 
6 and 12-300, as appropriate. Verify that the contractor has excluded previously reimbursed 
costs from the proposal. When the contractor includes costs previously disapproved by a 
DCAA Form 1, or costs disapproved under a GAO exception (or are of a similar nature), 
question the amount. When the settlement proposal covers a contract termination for default, 
question costs incurred in preparing the proposal. 

12-403 Fee 

a. The termination clause of the contract governs the adjusted fee, unless there are other 
contract clauses that exempt the determination of the fee from the clause. The adjusted fee 
shall be based on the percentage of completion of the contract, but should not include an 
allowance for fee for subcontract effort included in subcontractors’ settlement proposals 
(FAR 49.305-1). In determining the contract completion percentage, the Government gives 
consideration to the work done by the contractor in handling the termination notice, settling 
subcontractors' claims, and disposing of the termination inventory. To help the contracting 
officer adjust the fee, provide comments on the total estimated cost to complete the contract. 
Also provide comments on the relationship between the physical percentage of completion 
and the percentage of costs incurred to the total estimated cost of performing the contract. 
The auditor should also comment if the contractor incorrectly applied fee to subcontract 
costs. 

b. When specific contract provisions exempt the determination of the fee from the termi
nation clause, the provisions of such clauses govern. For example, a cost-plus-award fee 
contract usually specifies that the amount of the fee is determined by the fee determining 
official (FDO). Accordingly, the provisions of the award fee clause should govern how the 
award fee amount is determined, not the provisions provided in the Termination (Cost Reim
bursement) clauses (FAR 52.249-6) of the contract. For all types of cost-reimbursable con
tracts, review the contract for specific fee payment arrangements and provide comments to 
the contracting officer on any relevant cost and/or fee data. 
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12-404 Evaluations of Final Vouchered Costs and Fee 

Auditors must perform an evaluation of the final the costs and fee billed on public 
vouchers (Standard Form 1034) for each terminated cost-type contract. Follow the proce
dures contained in Chapter 6 to prepare and distribute the results of these evaluations. Eval
uations of final vouchers should address: 

(1) any disapproved costs the contractor intends to appeal, 
(2) the fixed fee amount paid through the last voucher, and 
(3) whether the fee is subject to a final settlement adjustment. 

When all costs incurred under the terminated contract have been vouchered out, the contrac
tor should submit all enclosures that regularly accompany a final voucher. Also follow this 
procedure when the contractor has stopped using vouchers and the settlement proposal in
cludes other unvouchered costs, except the "Assignment of Refunds, Rebates and Other 
Credits" is not required. The Government will incorporate this document into the settlement 
agreement after negotiations. 

12-405 Terminated Cost-Type Subcontracts 

A prime contractor or upper-tier subcontractor may terminate cost-type subcontracts. 
Termination may be for convenience of the Government or for default. Audit concerns for 
a terminated subcontract are similar to a terminated prime contract. When auditing sub
contract settlement proposals, follow the guidance provided for auditing terminated prime 
contracts. Unless the auditor receives a specific request through Government channels, he 
or she should not normally audit and report on settlement proposals prepared by subcon
tractors since this is a prime contractor responsibility. Be alert, however, to situations 
where an audit may be desirable and where the interested procurement activity should be 
informed (see 12-204 and 12-406). 

12-406 Termination of Subcontracts for the Convenience of the Contractor Under 
Cost-Type Contracts 

The contractor or the Government may find it necessary to adopt changes in the 
manufacturing or engineering effort or in material requirements while performing a 
cost-type contract. After receiving a contract change, the prime or upper-tier sub
contractor must terminate orders or subcontracts that become unnecessary due to the 
contract change. The contractor should carry this out by using the termination clause in 
the subcontract. It should base settlements on the cost principles incorporated in the 
terminated subcontract. In some instances, the Government may allow an equitable ad
justment of the prime contract price under the changes clause in the contract. The audi
tor of the prime contractor involved in such adjustments is responsible for ensuring that 
subcontracts terminated under these circumstances are settled in the Government's inter
est since the settlement amount becomes part of the prime contractor's claim for an eq
uitable adjustment. The auditor should therefore establish a means for the contractor to 
notify the audit activity of such subcontract terminations. When a terminated subcon
tract settlement appears to have been based on inadequate review by the prime contrac
tor, the DCAA auditor at the prime or upper-tier subcontractor should request an audit 
of the subcontractor's termination proposal. 
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12-407 

12-407 Expediting Indirect Costs Settlement 

a. Final settlement of a terminated cost-type contract may be unduly delayed if set
tlement is withheld until indirect cost rates are established using FAR 42.705 for the 
final period in which the contract was performed. To prevent these delays, FAR 49.303
4(a) permits the contracting officer, after receiving the audit recommendations, to nego
tiate an indirect cost amount for the final period of contract performance and thus 
promptly produce a final settlement of the contract (see 6-711.2). 

b. Normally, the auditor provides final determined indirect cost rates for the entire 
contract performance period. If prompt final determination is not possible, authority to 
expedite indirect cost settlement and contract close out is discussed in 6-711.1 and 6-1010. 
As a further factor, note that FAR 49.303-4(b) requires the contractor to prepare its indi
rect cost proposal for other contracts completed during the period by eliminating from the 
total pools and allocation bases the corresponding indirect costs and related direct costs 
applied to the terminated contract. 

12-408 Impact of Limitation of Cost or Funds Clause on Termination Settlements 

a. When a contract that includes the Limitation of Cost (FAR 52.232-20) or Limitation 
of Funds (FAR 52.232-22) clause is terminated, the contractor’s recovery of settlement 
proposal costs (proposed contract costs plus proposed settlement expenses) may be limited 
because of the total amount allotted by the Government to the contract. Allowable and 
reasonable settlement expenses are subject to the Limitation of Cost or Funds clause. Re
fer to 12-309 for guidance on the audit of settlement expenses. 

b. Under FAR 52.232-20 and 52.232-22, the Government is not obligated to reimburse 
the contractor for costs incurred in excess of cost or funding limitations. Similarly, the 
contractor is not obligated to continue performance under the contract or otherwise incur 
costs in excess of the limitation or, if the contract is cost sharing, the amount then allotted 
by the Government to the contract plus the contractor’s corresponding share. Refer to 11
102 for further details. 

c. To determine questioned costs under a termination settlement proposal, the auditor 
should: 

(1) Evaluate the settlement proposal costs (proposed contract costs plus proposed 
settlement expenses) per 12-309 and 12-401 - 406. Question any unallowable costs. 

(2) Quantify the allowable proposed contract costs and the allowable settlement 
expenses. 

(3) Determine prior allowable contract costs not included in the termination settle
ment proposal. 

(4) Add the allowable proposed contract costs and settlement expenses (Step 2) and 
prior allowable contract costs (Step 3) to determine the total allowable costs. 

(5) Ascertain the total amount of funds allotted to the contract including any revi
sions to the original contract funding. 

(6) Compare the total allowable costs (Step 4) to the total funds allotted to the con
tract (Step 5). Question any allowable costs that exceed the funding limitation. 

(7) Total questioned costs are the sum of unallowable proposed contract costs and 
unallowable settlement expenses (Step 1) and costs in excess of the funding limitation 
(Step 6). 
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12-501 

12-500 Section 5 --- Price Adjustment and Contract Settlement Proposals or Claims 
Overview 

12-501 Introduction 

This section provides general information and guidance for auditing contractor price 
adjustment and contract settlement proposals or claims. 

12-502 Price Adjustments and Contract Settlements 

a. Equitable adjustments are a large subset of the universe of price and settlement ac
tions. Equitable price adjustments result from changes made by the Contracting Officer 
that are within the general scope of the contract. When changes made within the general 
scope of the contract cause an increase or decrease in the contractor's costs or the period of 
performance, there is an equitable adjustment in the contract price including costs and 
profit and the contract is modified. Requests for equitable adjustment submissions include 
both proposals and claims (see 12-504(b)). 

b. Delay/disruption represents a unique type of equitable adjustment. Delay/disruption 
proposals or claims are requests to recoup costs as a result of Government caused de
lay/disruption. Depending upon the type of contract and the circumstances underlying the 
delay/disruption, such requests may be made under FAR 52.243 (standard change claus
es), FAR 52.242-15 (stop-work order clause for supply and service contracts), or 52.236-2 
(differing site conditions for fixed price construction and demolition contracts). However, 
adjustments under the suspension of work clause for construction contracts (FAR 52.242
14), and the Government delay clause (FAR 52.242-17) do not include profit and therefore 
are not equitable adjustments. Auditors should contact the CO to determine the clause 
under which the claim was submitted. 

c. A termination for convenience settlement proposal is a contract settlement action 
under a termination clause. A termination settlement proposal is a contractor’s submis
sion for costs incurred because the Government terminated or partially terminated the 
contract for convenience. A termination settlement agreement amends the contract to 
incorporate all mutually agreed upon terms arising from negotiation of a settlement pro
posal. However, in the case of a partial termination for convenience, the contractor is 
authorized to request an equitable adjustment in the prices of the undelivered untermi
nated items of the contract. While a request for equitable adjustment may be submitted 
as a result of a partial termination, it is a separate action from the termination settlement 
proposal. The request for equitable adjustment is subject to the same requirements, in
cluding certification requirements, as equitable adjustment proposals or claims submit
ted in other circumstances. Refer to 12-100 for further guidance on termination for con
venience settlement proposals. 

d. Extraordinary relief requests represent contract price adjustments submitted pursuant 
to the provisions of 50 U.S.C. 1431-1435. (See 12-900) 

12-503 Audit Adequacy of Proposals or Claims 

Determine whether proposals or claims are adequate for audit (i.e., submitted in sub
stantially the same format and containing the same data as required in FAR 15.408, Table 
15-2; compliant with applicable regulatory and contractual requirements) before beginning 
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12-503 

the audit. Immediately notify the contracting officer of inadequate proposals or claims to 
facilitate the decision on acceptability. The written notification should describe the specif
ic inadequacies, the cost impact of the inadequacies, and the data needed to correct the 
deficiencies. If, after FAO Manager and/or RAM involvement with contract administra
tion management, the contracting officer insists that an audit be performed on the inade
quate proposal or claim, confirm this in writing and advise the contracting officer that an 
audit cannot be performed on unsupported items, and, as a result, all unsupported items 
will be questioned and an adverse audit opinion will be expressed on the proposal or 
claim. Use the checklist provided in the standard audit programs for delay claims and eq
uitable adjustment proposals or claims to determine if the proposal or claim is adequate for 
audit. The following are some items to consider when determining adequacy of a proposal 
or claim. 

a. When a price adjustment proposal or claim applies to work completed or substan
tially complete, allowable costs should be determined based on actual cost data reflected 
in the accounting and performance records. 

b. While circumstances may require judgmental estimates, contractors must fully 
disclose all data used to prepare estimates, including any cost data that is factual and 
verifiable. In the case of a contractor that was not required to have a suitable cost ac
counting system because the contract was awarded based on price competition, obtain, 
at a minimum, a summary of the requested price adjustments and provide specific refer
ence to the source accounting documents. 

c. Certified cost or pricing data is required when price adjustment proposals exceed 
the FAR 15.403-4(a)(1) threshold ($750,000) unless it meets one of the exceptions in 
FAR 15.403-1. The CO may also require that the proposal include the certified cost or 
pricing data in the format indicated in Table 15-2 of FAR 15.408. In such circumstanc
es, contractors are required to comply with the supporting documentation requirements 
of Table 15-2. If contractor proposals exceeding the thresholds do not include certified 
cost or pricing data in the Table 15-2 format, they are considered inadequate for audit. 
Coordinate with the requestor or the contractor to obtain the data in the Table 15-2 for
mat. If the certified cost or pricing data is not then provided in the Table 15-2 format, 
the proposal should be returned. 

d. For claims, and for price adjustment proposals certified when cost or pricing data 
are not required, the contractor is not required to provide data in the Table 15-2 format. 
However, the contractor is required to certify that the supporting data included in the 
claim is accurate and complete (see 12-505(a)). To be complete (and adequate for au
dit), the data must be in substantially the same format as the supporting data required in 
FAR 15-408, Table 15-2. If contractor claims or proposals do not include supporting 
data in a format that is substantially the same as that required in Table 15-2, they are 
considered inadequate for audit. Coordinate promptly with the requestor or the contrac
tor to obtain the necessary data. If timely and complete data is not obtained, the claim or 
proposal should be returned to the contracting officer with a request that the contractor 
provide the necessary support so that the audit can proceed. If the contracting officer 
insists that the audit be performed on the inadequate claim or proposal, follow the guid
ance in the lead-in paragraph to this section. 

e. Amounts requested in a claim could be unsupported because the underlying ac
counting records were not provided to the auditor. When contracts contain the Audit and 
Records--Sealed Bidding clause, FAR 52.214-26, or the Audit and Records-
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12-504 

Negotiation clause, FAR 52.215-2, contractors are required to make available to the 
Government all records that relate to the “litigation or the settlement of claims.” 

f. If a contractor appeals a contracting officer’s decision on a claim to the appro
priate Board of Contract Appeals or the Court of Federal Claims, the trial attorney 
may request an audit of the claim prior to a hearing before the organization. Under 
these circumstances, the rules of the Board of Contract Appeals or the Court of Fed
eral Claims for obtaining evidence (contractor records) may take precedence. Prior to 
a hearing, “discovery,” the procedures for exchanging information related to the claim 
between both parties (the contractor and the Government), may be voluntary or man
datory. Coordinate with the trial attorney to obtain data necessary to perform the au
dit. 

g. In all instances, question costs in claims that are unsupported due to lack of access 
to records. Also question amounts in proposals that are not supported because the con
tractor has not provided access to the underlying accounting records (refer to 1-504.6a 
Impact of Contractor Denial of Access). 

12-504 Contract Disputes Act 

a. The Contract Disputes Act (CDA) of 1978 (41 U.S.C. 7101-7109 (formerly 601
613), effective March 1, 1979, provides a comprehensive statutory procedure for resolv
ing claims. FAR 52.233-1 provides the definition of a CDA claim. FAR Part 33 pro
vides the policies and procedures for processing contract disputes and appeals under the 
CDA. A valid CDA claim, as defined in FAR 52.233-1, requires three elements: (1) a 
written demand or assertion by one of the parties (2) seeking as a matter of right (3) 
payment of money in a sum certain, an adjustment or interpretation of the contract 
terms, or other relief arising under or relating to the contract. All CDA claims exceeding 
$100,000, including those submitted for alternate dispute resolution (ADR), must be 
certified per FAR 33.207 (see 12-505). The CDA requires that all claims against the 
Government be first submitted to the contracting officer (CO) for decision. A contractor 
may appeal the CO’s decision on the claim to an agency board of contract appeals or the 
Court of Federal Claims. The decision of an agency board of contract appeals or the 
Court of Federal Claims can be appealed to the U.S. Court of Appeals for the Federal 
Circuit. By mutual consent, the Contracting Officer and the contractor may agree to use 
ADR. ADR is defined in FAR 33.201 as “any type of procedure or combination of pro
cedures voluntarily used to resolve issues in controversy.” FAR 33.201 further provides 
that “these procedures may include, but are not limited to, conciliation, facilitation, me
diation, fact-finding, mini-trials, arbitration, and use of ombudsmen.” 

b. The Court of Appeals for the Federal Circuit has interpreted FAR 33.201 to require 
a pre-existing dispute before a contractor can submit a valid CDA claim to the contracting 
officer in certain circumstances. The court ruled that FAR 33.201 requires that a “routine” 
request for payment (e.g., a voucher or an invoice) must be in dispute before it may be 
submitted as a CDA claim. “Non-routine” requests need not be in dispute before submis
sion. Non-routine requests for payment are requests for a price adjustment for unforeseen 
or unintended circumstances that cause an increase in contract performance costs. Events 
that give rise to requests for price adjustments include: Government modification of the 
contract (Changes clause); differing site conditions (Differing Site Conditions clause); 
defective or late-delivered Government property (Changes clause); or issuance of a stop 
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12-505 

work order (Suspension of Work clause or Stop Work Order clause). In addition, termina
tion for convenience settlement proposals are also non-routine and may qualify as a CDA 
claim (see below). 

c. CDA claims include: 
•	 requests for price adjustments for work already performed, containing all three 

CDA elements, that are submitted to the CO for a decision 
•	 price adjustment proposals, containing the three CDA elements, for work that has 

been performed. However, the contractor did not invoke CDA procedures (manda
tory contracting officer’s decision) when initially submitting the proposal, but sub
sequently requests a CO’s decision. 

•	 termination settlement proposals where either (1) the CO is implicitly required to 
issue a final decision because negotiations are at an impasse, (2) the CO unilateral
ly issued a final decision, or (3) are submitted to the CO for a decision (refer to 12
101i) 

•	 routine requests for payment, such as progress payments or public vouchers, when 
entitlement or quantum is in dispute that are submitted to the CO for a final deci
sion. 

d. The validation of a contractor’s claim to CDA requirements is the responsibility of 
the CO. Therefore before proceeding with the audit, the auditor should consult with the 
CO on the determination as to whether: (1) a price adjustment is a proposal or a claim, 
(2) a routine request for payment is a claim, or (3) a termination settlement proposal is a 
claim. The audit report should indicate that the results of audit are based on the CO’s 
determination as to the conformity of the request to CDA requirements. 

e. It is important to know whether a submittal is a proposal or a claim because of the 
effect on certain audit issues. These audit issues include: 

(1) accurate terminology in reporting (refer to 10-1102); 
(2) proper type of certification (refer to 12-505 and 12-506); 
(3) allowability of claim preparation legal and consulting costs (refer to 12-606); and 
(4) allowability of interest (refer to f.). 

f. The Contract Disputes Act requires that the Government pay interest on amounts 
found due on the claim at the rate established by the Secretary of Treasury. Thus, the 
rates used for computing interest on contract claims are the same as the cost of money 
rates listed in 8-414.2. Interest on contract claims accumulates from the date the con
tracting officer receives a valid claim until the payment date. Although not part of the 
audit of a claim, contracting officers may request assistance in computing the interest on 
a claim once it has been settled. Accordingly, it is critical to provide timely audits of 
claims. When the contractor submits an inadequate claim, the auditor should immediate
ly coordinate with the CO using the procedures in 12-503. 

12-505 Claim Certification Requirement 

a. For contractor demands for immediate payment of money exceeding $100,000, the 
Contract Disputes Act (CDA) requires the prime contractor to certify that the claim is 
made in good faith, the supporting data are accurate and complete to the best of its 
knowledge and belief, the amount requested accurately reflects the contract adjustment 
for which the contractor believes the Government is liable, and the person signing the 
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12-506 

certificate is authorized to bind the contractor. Claims submitted under the CDA must 
be certified even when placed into alternative disputes resolution (ADR). 

b. A contracting officer must issue his or her final decision on a certified claim of over 
$100,000 within 60 days of receipt or notify the contractor when the decision will be is
sued. A claim received but not evaluated for adequacy and/or audited in a timely manner 
could cause a contracting officer to fail to comply with the statutory time limit. Thus, a 
delay in the audit of a certified claim may force the Government into unnecessary litiga
tion. 

12-506 Proposal Certification Requirement 

a. Under DoD contracts, the prime contractor must certify requests for equitable ad
justment proposals that exceed the simplified acquisition threshold (DFARS 243.204-71). 
The simplified acquisition threshold is $150,000 except for acquisitions of supplies or 
services that are to be used to support a contingency operation, or to facilitate defense 
against, or recovery from, nuclear, biological, chemical, or radiological attack. For con
tracts subject to the exception, the threshold is $300,000 for any contract to be awarded 
and performed, or purchase to be made, inside the United States; and $1 million for any 
contract to be awarded and performed, or purchase to be made, outside the United States 
(FAR 2.101). The threshold is met by adding together the absolute value of each contract 
increase and decrease (DFARS 243.204-71(b)). A request may not be paid unless the pro
posal was certified. Per DFARS 252.243-7002, a prime contractor representative is re
quired to certify at the time of submission that the request is made in good faith and that 
the supporting data are accurate and complete to the best of his/her knowledge and belief. 
The certification of a proposal does not substitute for the certification required under the 
Contract Disputes Act (see 12-505) for a claim. 

b. The certification also requires the contractor to make full disclosure of all relevant 
facts, including certified cost or pricing data if required and actual cost data and data to 
support any estimates even if certified cost or pricing data is not required. 

c. If a proposal lacks a required certification, the auditor should contact the CO to 
determine if a certification was provided. 

12-507 Exit Conferences on Price Adjustment Proposals or Claims 

a. Upon completion of the field work of a price adjustment proposal or claim, hold an 
exit conference per 4-304.1. Prior to holding the exit conference, coordinate with the con
tracting officer or Government trial attorney. If an audit is performed on a claim that is in 
litigation and is performed at the request of a Government trial attorney, the attorney may 
state in writing that the audit working papers and report will be covered by the attorney 
work product privilege and therefore should not be provided to the contractor without the 
attorney’s written consent (See 4-304.7). In any case, non-DCAA personnel do not have 
the authority to overrule or to influence the auditor’s judgment as to the appropriate con
tent of the audit report. No information should be excluded from the audit report that is a 
material part of the audit conclusions (see 2-203). 

b. Price adjustment proposals and claims may include estimates for work not yet com
pleted and incurred costs or estimates based on incurred costs. Considering any re
strictions outlined above, discuss at the exit conference with the contractor any factual 
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12-508 

differences found during the audit for estimates of future work included in the proposal or 
claim. For incurred costs or estimates based on incurred costs included in the proposal, 
discuss all audit conclusions with the contractor’s designated official and try to obtain the 
contractor’s reaction for inclusion in the audit report. 

12-508 Auditor Participation in Alternative Dispute Resolution (ADR) 

a. DoD has directed the use of ADR techniques as an alternative to litigation or formal 
administrative proceedings whenever appropriate (DoD Directive 5145.5). ADR refers to 
an array of dispute resolution methods that involve the use of third-party neutrals to aid 
the parties in resolving contract controversies using a structured settlement process. Often, 
auditors are asked to participate in ADR processes to assist in resolving equitable adjust
ment proposals or Contract Disputes Act (CDA) claims. Ordinarily, the auditor’s partici
pation in ADR should not differ from the role of an advisor to the contracting officer when 
resolving equitable adjustments through administrative proceedings, or the Government 
trial attorney litigating a CDA claim (1-403.1, 1-406, and 15-500). 

b. Auditors may learn more about ADR by studying the Electronic Guide to Federal 
Procurement ADR, available on the Internet at http://www.adr.af.mil/iadrwg. The Guide 
was developed and published by the Interagency Alternative Dispute Resolution Working 
Group, including representatives from DoD and other Federal agencies. In Section III, 
Administering the ADR Process, Item D, Role of the Auditor, the guide explains the im
portance of obtaining audit input on financial matters as part of ADR. 
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12-601 

12-600 Section 6 --- Price Adjustment Proposals or Claims 
General Audit Guidance 

12-601 Introduction 

This section provides guidance that applies to contractor proposals and claims for price 
adjustments under the delay/disruption or the standard changes clauses of the FAR. 

12-602 Scope of Audit and Special Audit Considerations 

a. Depending upon when the request for price adjustment was prepared, contractor 
proposals may contain forecasted costs, actual costs, or a combination of both. For exam
ple, proposals that result from a Government-directed change and are submitted prior to 
implementation of that change would be based on estimated costs. Price adjustment re
quests (proposals or claims) that result from alleged abnormal conditions, such as de
lay/disruption, are usually submitted after the work is complete and therefore should be 
based on costs incurred. Guidance for auditing forecasted costs is contained in Chapter 9, 
while guidance for incurred costs is in Chapter 6. Coordination and acknowledgment of 
the audit request in accordance with 4-104 is critical to ensure the customer’s needs will 
be met. 

b. When proposals or claims relate to multiple contract issues, contractors often sum
marize their proposed or claimed costs by contract issue instead of by cost element. In 
these cases, auditors should perform additional procedures to ensure costs are not over
stated or duplicated. Auditors should compare the total costs claimed for each significant 
cost element for all issues to the job cost ledger and/or bid/budget for each cost element. 
The auditor should discuss any significant differences with the contractor to determine the 
cause of the difference. 

12-603 Extended Overhead versus Unabsorbed Overhead 

Many courts have used the terms "extended overhead" and "unabsorbed overhead" 
interchangeably, but careful examination and comparison of their meanings reveal their 
difference. Unabsorbed overhead occurs if increased costs are allocated to other 
contracts because of work stoppage occurring on a delayed contract. Guidance for 
auditing a request to recover unabsorbed overhead is contained in 12-803. Extended 
overhead applies to contract changes that usually extend the period of performance. 
Overhead on increased direct costs related to the change is recovered through an 
indirect rate computed in accordance with the contractor’s established accounting 
practices. 

12-604 Prior Contract Briefing 

a. Prior contract modifications may contain provisions that waive contractor rights to 
future price adjustments that arise from the same facts and circumstances. Whether or 
not a contractor has waived its rights is a legal question; however, the auditor should 
provide the requestor with any meaningful observations regarding prior contract-
modification waivers. Therefore, the auditor should brief prior contract modifications to 
determine if any such waivers exist. 
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12-605 

b. Auditors should also brief prior contract modifications to ensure current 
claimed/proposed costs have not been previously included under prior contract modifi
cations. Whether or not prior contract modifications relating to the same facts and cir
cumstances contain a contractor’s waiver (see 12-604a) the auditor should question any 
costs in the current claim that are duplicative of costs reimbursed under prior contract 
modifications. 

12-605 Subcontractor Equitable Price Adjustment Proposals or Claims 

a. The prime contractor has the responsibility to review the subcontractor’s proposal 
when certified cost or pricing data are obtained and the amount of the prime proposal ex
ceeds the threshold per FAR 15.403-4(a)(1). The prime contractor should include the re
sults of that review in its proposal when the subcontract exceeds the pertinent threshold in 
FAR 15.403-4(a)(1) or (2). The guidance contained in 9-104 applies to these subcontracts. 

b. Subcontractors may not file a claim directly against the Government under the 
Contract Disputes Act of 1978 under their own name because they do not have privity 
with the Government. However, they may file a claim against the Government under the 
sponsorship rule. Under this rule, the subcontractor either (1) has the permission of the 
prime contractor to file a claim in the prime contractor’s name or (2) has the prime con
tractor file the claim directly. Since the prime is the party to the Government contract 
with privity, the prime contractor (not the subcontractor) must submit a certification 
under the CDA of 1978 when the claim exceeds $100,000 (see 12-505). If the subcon
tractor submits a claim without the proper certification by the prime contractor, the 
submission is considered inadequate. See 12-503 for further guidance. In submitting the 
CDA certification, the prime contractor does not vouch for the accuracy of the subcon
tractor’s claim. Instead, the prime is only required to conduct an inquiry into the claim 
sufficient to know there is a reasonable basis for the subcontractor’s claim and that it is 
not frivolous or a sham. The submission of the CDA certification establishes a legal 
presumption that the prime contractor has met this requirement. Absent evidence to the 
contrary, boards and courts will not look beyond the certification. 

12-606 Costs of Preparing and Supporting Equitable Adjustment Proposals or 
Claims 

a. Costs incurred in the preparation and support of a request for equitable adjustment 
(REA) proposal, and in negotiations with the contracting officer are allowable. However, 
refer to Selected Areas of Cost guidebook, Chapter 58 for further guidance on the allowa
bility of professional and consultant costs. 

b. Costs incurred in the prosecution of a claim or appeal against the Federal Govern
ment are unallowable per FAR 31.205-47(f)(1). The use of the alternative disputes resolu
tion (ADR) process does not make the costs allowable. Costs incurred in the prosecution 
of a claim include: 
•	 legal, accounting, and consultant fees relating to the preparation and submission of 

a CDA claim 
•	 costs incurred supporting negotiations subsequent to claim filing 
•	 costs incurred in providing information to the contracting officer in support of 

claimed costs 
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•	 costs incurred in the appeal of the contracting officer's decision to an agency board 
of contract appeals, the Court of Federal Claims, the Court of Appeals for the Fed
eral Circuit, or ADR procedures. 

c. While there is a strong legal presumption that costs incurred prior to the filing of a 
CDA claim are not unallowable claim prosecution costs, if factual evidence clearly and 
directly relates the costs to the submission of a CDA claim, the auditor should question 
those costs. Claim prosecution costs incurred after the submission of the CDA claim to the 
contracting officer are unallowable even if incurred in support of negotiations. In addition, 
costs associated with an ADR process (FAR 33.214) on a CDA claim upon which a final 
contracting officer decision has been issued and appealed are unallowable claim prosecu
tion costs. 

12-607 Chronology of Significant Events 

Prepare a chronology of significant events to highlight potential key issues (an ex
ample is shown in Figure 10-11-1). Such a chronology enhances understanding of sig
nificant events leading up to or having a bearing on the proposal or claim. The contract
ing officer is required to provide a list of significant events when requesting an audit of 
a request for price adjustment per FAR 43.204(b)(5). If a list is not provided with the 
request for audit, contact the contracting officer and request that the list be provided. 
The list of significant events from the contracting officer should include: 

a. Date(s) of contract award and/or modifications and dollar amounts; 
b. Date of initial contract proposal and dollar amount; 
c. Date(s) of each cited alleged delay or disruption; 
d. Key performance dates (deliveries or other major milestones) scheduled at date of 

award and/or modification; 
e. Actual performance dates; 
f. Date entitlement to a price adjustment was determined or contracting officer decision 

was rendered, if applicable; 
g. Date of certification of request for adjustment if certification is required; 
h. Dates of any pertinent Government actions or other key events during contract per

formance which may have an impact on the contractor’s request for price adjustment. 

12-608 Format, Content, and Distribution of Audit Report 

a. Use the guidance in 10-1100, and Figure 10-11-1 of Chapter 10 in preparing and 
issuing audit reports on price adjustment proposals or claims. Sufficient narrative 
information should be included to provide the reader with a comprehensive understanding 
of the basis of the contractor's proposal or claim and the audit results. Include the 
contractor's reaction on all factual differences and the related auditor comments. 

b. Despite the need to provide a basis for settlement, qualify the report (or render 
an adverse opinion) whenever the contractor's supporting documentation is not 
sufficient to support a conclusion on the acceptability of the submitted costs, and 
question the costs. Include a description of the documentation required to remove the 
report qualification. 
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12-700 Section 7 --- Auditing Submissions Under the Changes Clause 

12-701 Introduction 

FAR 52.243 provides the basis for price adjustments resulting from contract changes. 
Entitlement is a legal question; however, the auditor should provide the requestor with any 
meaningful observations regarding the question of entitlement. These observations may be 
provided in the audit report explanatory notes or in an appendix on other matters to be 
reported. Audit conclusions should be based on audit evidence related to quantum issues 
(refer to 12-802.1). 

12-702 Special Audit Considerations 

a. Auditors should evaluate the effort required by the contract and related modifica
tions to determine if costs included in the submission are not already provided for under 
existing contract provisions. The auditor should also similarly evaluate proposals submit
ted for the contract which have not yet been negotiated. 

b. For construction-type contractors, there are unique types of records that need to be 
considered, such as job site diaries, equipment utilization and maintenance records, and 
project status reports. These records include important information that should help sub
stantiate the submitted costs. 

12-703 Profit on Equitable Adjustment Claims 

a. FAR 52.243, Contract Modifications, provisions and clauses, does not specifically 
exclude profit from requests for equitable adjustment under the provisions of the changes 
clauses (see 12-802.7 for delay/disruption clauses that exclude profit). 

b. Contracting officers are responsible for determining profit rates and amounts for 
equitable adjustment proposals or claims. In those cases where submitted costs are ques
tioned, do not question profit. However, to assist the contracting officer, compute the po
tential questioned profit using the proposed or claimed rate and show it in an explanatory 
note along with advisory comments such as evidence of underbidding. Identifying the 
rates as “proposed” or “claimed” will avoid any misunderstanding that the auditor is rec
ommending a specific profit rate. 

12-704 Equitable Adjustment Proposals or Claims - - Total Cost Method 

12-704.1 Introduction 

a. This section provides guidance for the audit of increased costs allegedly caused by 
Government action or inaction in proposals or claims which were computed using the total 
cost method. 

b. The total cost method is sometimes used by contractors as a basis for calculating 
damages for an equitable adjustment. Under this method, the estimated cost of the work 
(the negotiated price net of profit or the contractor’s bid plus any modifications) is sub
tracted from the total cost of the work performed to determine the claimed amount. For 
example, a contractor had a firm-fixed-price contract for $1,980,000 to construct a 
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building. Three months into the contract performance, the Government issued one 
change order to the contract that significantly changed the design of the building. The 
contractor’s total costs incurred on this contract at completion were $2,800,000. The 
contractor was able to show from bid cost sheets that the original cost estimate was 
$1,800,000 with a $180,000 profit. The contractor, therefore, claims that as a result of 
the Government’s change, it is entitled to an equitable adjustment of $1,100,000 
($2,800,000 - $1,800,000 costs bid = $1,000,000 + $100,000 profit). The total cost 
method presents a considerable risk that the Government will pay for costs that are not 
related to the change. The courts (WRB Corporation v. United States, 183 Ct. Cl. 409 
(1968) and Servidone v. United States, 931 F.2d 860 (Fed. Cir. 1991)) have identified 
four criteria of proof that the contractor must meet for the method to be accepted as a 
basis for pricing a claim. The boards of contract appeals and the courts have mostly 
rejected the method when the contractor is unable to meet the criteria. The criteria are: 
•	 the nature of the change(s) makes it impossible or impracticable to directly deter

mine actual related increased costs with a reasonable degree of accuracy; 
•	 the contractor’s bid was realistic; 
•	 the actual incurred costs were reasonable; and 
•	 the Government was responsible for all the differences between the bid and in

curred costs. 
c. Total cost method calculations are often modified to eliminate some of the inher

ent inaccuracies found in this method. This is then referred to as the modified total cost 
method. See 12-704.5 for guidance on the modified total cost method. 

d. The contractor’s computation of damages using the total cost method should be of 
last resort and should be used only in extraordinary circumstances when no other way to 
compute damages is feasible. Discrete proposal or claim pricing (that is, detailed pricing 
of specific additions and deletions) is the preferred method. The courts expect the contrac
tor to make a reasonable attempt to use other methods. The fact that a contractor incurred 
more costs in excess of the bid or contract price does not necessarily indicate that there 
were changes, delays, acceleration, changed conditions, or disruption caused by the Gov
ernment. A contractor who underestimates its bid or incurs unanticipated costs or costs 
due to inefficiencies may not use an equitable adjustment proposal or claim as a means to 
shift the risks or losses to the Government (see 12-705). 

e. Proposals or claims are often based on several methods of pricing to include ele
ments based on the total cost method, modified total cost method, estimates, estimates 
based on actuals, actual (segregated) discrete costs, and projected costs for future work. 
When a contractor computes damages using both total cost method and discrete costs, this 
may indicate that its accounting system was capable of segregating costs incurred special
ly on alleged change(s) but the contractor chose not to utilize the system’s capabilities. 
Such information should be disclosed in the audit report. 

12-704.2 Audit Objectives 

Determine if proposed or claimed costs are acceptable as a basis for negotiation or 
settlement. In particular, the audit should determine whether the contractor has met the 
four criteria for applying the total cost method or modified cost method. Failure to meet 
the four criteria indicates that the contractor’s proposal or claim for increased costs is 
not adequately supported and therefore should not be the basis for determining damages. 
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Unsupported costs should be questioned. All findings related to the contractor’s ability 
or inability to meet the criteria for using the total cost method should be provided in the 
audit report. 

12-704.3 Audit Considerations 

a. In some instances, contractors have applied the total cost method or modified total 
cost method to only certain elements of the proposal or claim. Contractors do not always 
indicate that a cost element is priced using the total cost method or the modified total cost 
method. In the audit report, auditors should indicate those elements where the contractor 
applied the total cost or modified total cost method. For example, in a claim for lost 
productivity, a contractor compared actual labor hours incurred on a contract to those es
timated in its bid and labeled the computation a “productivity analysis.” Nevertheless, the 
methodology was the total cost method. Therefore, auditors should evaluate all proposals 
or claims to determine those elements that are priced using the total cost method or modi
fied total cost method and apply the guidance in this section to those elements. 

b. Brief the contract for clauses unique to the service component or agency that may 
limit costs. Auditors should analyze each change requested for limitations. For production 
contracts, determine if the contract contains First Article Testing provisions (FAR 52-209
4(c)), that may limit the costs for retests. Prior modifications to the contract should be 
reviewed for duplication of costs in the claim. Also the contractor may have submitted 
Engineering Change Proposals for relaxation of technical requirements that were included 
in the proposal or claim. 

c. Technical assistance is critical in a total cost method audit. The determinations of 
the reasonableness of bid and incurred labor hours or material types and quantities are 
some of the technical aspects of the claim. Include in the request sufficient details of the 
issues that the technical specialist should address to ensure that when the technical re
port is written, the findings can be readily incorporated into the DCAA audit. A meeting 
with the technical specialist will help to ensure that there is a mutual understanding of 
the audit requirements. 

12-704.4 Analysis of Criteria 

The auditor should consider the following issues, if relevant to the circumstances, to 
determine if the contractor meets the criteria to use the total or modified total cost method 
for pricing its proposal or claim. 

a. Impossible to determine actual related increased costs. 
When the contractor has the opportunity and ability to segregate claimed costs but fails to 
do so, the Government should place less reliance on the claimed amounts. The contractor 
is expected to take reasonable steps to determine the actual costs with a reasonable degree 
of accuracy if: 
•	 the contractor is, or should have been aware of changed work and/or informs the 

Government as it starts; 
•	 the contractor’s accounting system is capable of recording increased costs related 

to the changed work; 
•	 the nature of the changed work lends itself to segregation and separate accumula

tion; and 

DCAA Contract Audit Manual 



   
 

 

  

   
 

    
  

   
 
 

        
 

  
 

   
  

   
            

   
  

 
   

   
   

  
   

  
      

 
    

   

 
          

  
    

   
  

    
 

 
  

    

   
          

  
 

   
 

1250 February 3, 2016 
12-704 

• the contractor has demonstrated the ability to segregate and accumulate specific 
costs incurred under a contract. 

Under the circumstances listed above there would appear to be no justification for not 
making a reasonable attempt to segregate the costs. Audit procedures include: 

(1) Evaluating the contractor’s accounting system to determine the capability and 
requirements to separately account for increased costs caused by the asserted changes. 
Determine if the contractor’s policy and procedures require separate accounting for 
changed work. Review prior audit reports related to the period of contract performance on 
the adequacy of the contractor’s accounting system. Determine if there were any account
ing system deficiencies that would have impacted the contractor’s ability to segregate the 
costs of the changed work. 

(2) Determining if the contract included the Change Order Accounting clause. FAR 
52.243-6 requires the contractor to have the capability to segregate the costs of changes if 
so directed by the contracting officer. Determine if the CO issued any directives requiring 
the contractor to establish separate cost accounts for activities related to changed work and 
if the contractor complied with the directive. 

(3) Reviewing the disclosure statement for statements regarding the capability of the 
accounting system to segregate costs when necessary, if the contractor is CAS covered. 
For major manufacturing concerns, the accounting system should have the capability to 
collect and process cost data within a work breakdown structure and to expand work pack
ages to a detail level. Determine if the contractor followed its disclosed practices and if 
not, why. 

b. Bid was realistic. 
A contractor who underestimates its bid may not use an equitable adjustment proposal or 
claim as a means to shift the risks or losses to the Government. Perform the following 
analytical procedures: 

(1) Compare the bid with Request for Proposal (RFP) requirements. Normally the 
bid price is the contract price and is ascertainable from the contract, CO or the contractor. 
For example, a contractor bid a shorter delivery schedule than required by the RFP. A 
delivery schedule that is significantly shorter than that of the RFP may indicate an unreal
istic bid. Also review the bid to ensure that the contractor bid all normal overhead rates or 
essential tasks or labor categories. If the contractor failed to bid significant elements of 
cost, it is likely that the bid is unrealistic. For example, the Government changed the con
tract specifications and drawings three weeks after the contract was signed. After contract 
completion, the contractor showed the auditor various contract cost records. These records 
showed that a private technical consultant had provided substantial aid to the contractor in 
assisting with the changed specifications. The accumulated cost of the consultant’s ser
vices was $100,000 which the contractor claimed in an equitable adjustment. The contrac
tor pointed out that the bid did not include any costs for this consultant and his work was 
caused by the Government’s changing of the specifications. However, when reviewing the 
CO’s contract documentation, the auditor found that the consultant had attended a post-
award conference four days after the contract was signed (and prior to any notification to 
the contractor of changed specifications). The documents recorded that the consultant was 
expected to spend 300 hours working on the contract as originally planned at $125 per 
hour. Thus, $37,500 would have been spent on the consultant even without the change in 
specifications. Therefore, only $62,500 ($100,000 - $37,500) would be accepted as part of 
the equitable adjustment. 
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(2) Compare the contractor’s bid with other contractors’ bids for the same acquisi
tion, if available from the contracting officer. Compare the proposed price to recent histor
ical data of similar work. If the bid is significantly less, there is a risk that the contractor 
underbid and therefore the estimate was not realistic. Compare the contractor’s bid deliv
ery schedule with those of unsuccessful bidders. Technical assistance may be needed to 
determine the realism of the bid delivery schedule. 

(3) Compare bid cost elements to incurred cost elements. Those elements where the 
bid and incurred costs are reasonably close would indicate a realistic bid. Those elements 
where the bid and the incurred costs are significantly different should be examined to de
termine the cause of the difference. 

(4) Review prior audit reports on the contractor’s estimating system for deficiencies 
that may have impacted the reasonableness of the bid. For example, does the contractor 
fail to consider similar experience on other contracts when bidding labor hours? Such a 
deficiency may indicate that the bid labor hours were excessively high because prior expe
rience was not considered. Technical assistance may be required to determine if the bid 
hours were overstated. 

c. Incurred costs were reasonable. 
The contractor is expected to base the claim on incurred costs related to the changed work. 
Two acceptable pricing techniques used in determining the actual costs to the contract are: 
•	 estimates made prior to the performance of the effort subject to equitable adjust

ment, and 
• retroactive techniques using actual cost data. 

Evaluation techniques include: 
(1) Reconciling the claimed costs to the contractor’s books and records. Question 

those costs proposed or claimed that were not incurred or would not be incurred. Deter
mine if the incurred costs were allocable, allowable and reasonable in nature. 

(2) Obtaining technical assistance to determine the cost realism of the estimate to 
complete if the contract is not yet complete and the proposal or claim includes an estimate 
to complete. 

(3) Determining if the contractor used estimates based on incurred costs. Because of 
the failure to segregate actual costs related to the changed work, contractors may not use 
actual cost data. For instance, a contractor may estimate labor hours although actual hours 
are available. Any add-on factors increase the risk to the Government of paying for costs 
not related to the alleged extra contract work. Estimates have no presumption of reasona
bleness. 

(4) Evaluating changed methodology, such as changed labor mix or revised make
or-buy decisions. If the contractor substituted one type of labor for another after the con
tract was awarded, there is a possibility that some increased costs are attributable to the 
substitution rather than to a claimable activity. If after bidding, the contractor decides to 
make rather than buy a part, some of the cost growth in a labor account could be due to a 
post-bid decision to make the part rather than buy it. Also, the contractor could decide to 
buy a part rather than make it after bidding. Therefore, the cause of cost growth in the 
material account could be attributable to that decision. 

d. Government is clearly responsible for the increased costs. 
There should be a cause and effect to show the Government’s responsibility for the in
creased costs. 
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(1) Review the contract budgets for the period of performance and the contractor’s 
policies and procedures for comparing actual performance to the budget. Identify and ana
lyze variances the contractor should have identified as work was accomplished. Gather 
information on contractor-caused increased costs and increased costs due to the alleged 
changed work. For example, a contractor had the task of manufacturing six engines under 
a fixed price contract. The bid cost of each engine was $100,000. After the contractor had 
manufactured the first engine, the Government decided that the design should be changed. 
The newly designed engine cost $225,000 to manufacture. The contractor asked for an 
equitable adjustment of $125,000 per engine. The auditor, however, discovered that the 
first engine manufactured by the contractor, using the original design, actually had cost 
$150,000 and if the contractor had made all six engines using its own design, it would 
have experienced a $50,000 overrun on each engine. For this reason, the equitable adjust
ment per engine would only be $75,000 per engine ($225,000 - $150,000) rather than the 
$125,000 per engine claimed by the contractor. 

(2) Determine if the contractor implemented any accounting changes having impacts 
that were not considered in the claim. 

(3) Determine if the contractor recognized any increased costs attributable to its own 
mismanagement in scheduling or materials procurement. Also review correspondence 
between the contractor and subcontractors for indications of subcontractor failures to per
form according to schedule, or other issues that would cause increased subcontract costs. 

(4) Determine if there were extraordinary equipment repairs or delayed material 
ordering or deliveries that were charged to the contract and not the responsibility of the 
Government. Higher than normal material scrap costs may indicate contractor-caused cost 
growth. Bad weather during the performance period may have caused delays in perfor
mance or damages to construction sites that were not Government-caused. 

(5) Evaluate increased incurred overhead costs that may have been caused by loss of 
planned contract awards, contractor-caused delays, or contract terminations that are not 
the responsibility of the Government under this contract. For example, the contract price 
used the contractor’s indirect bid rate of 115% applied to labor, or $11,500 per unit for a 
200 unit contract, a total of $2,300,000. After a Government-caused delay, the actual indi
rect rate was 130% of labor, or $2,600,000. The contractor submitted a claim for the 
$300,000 difference. However, during the audit of the claim, the auditor found that at the 
time of award, two of the contractor’s major contracts had ended and were not replaced. 
Had the contractor taken this into consideration in the bid, the indirect bid rate would have 
been 125% of labor, or $2,500,000 for 200 units. Therefore, the auditor questioned 
$200,000 of the claim and requested a technical review of the remaining $100,000. 

(6) Determine if the prime contractor proposed or claimed hours that were actually 
performed by a subcontractor. If the subcontract was firm-fixed-price and there was no 
change to a cost reimbursable subcontract, any claimed hours would not be related to a 
liability of the prime contractor. Therefore the contractor would be requesting the Gov
ernment to pay for costs not incurred. 

12-704.5 Modified Total Cost Method 

The modified total cost method is the most frequently used costing approach for equi
table adjustments. The method starts with the total cost method calculations, as described 
in 12-704.1b, total costs incurred on the contract less the total bid or estimated costs. The 
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results of this computation are then adjusted for admitted underbidding or contractor inef
ficiencies. The contractor may adjust the original bid costs to remove inaccurate bid costs 
or add in costs explicitly excluded from the original bid. Also, costs that are the responsi
bility of the contractor (contractor-caused delays) or are not the responsibility of the Gov
ernment are removed from the actual costs. For example, a contractor’s total cost on a 
firm-fixed-price contract was $1 million. The bid costs were $600,000. There was a 
change order three months after the award of the contract. The contractor’s “cost growth” 
was $400,000 ($1,000,000 - $600,000 = $400,000). The contractor identified $100,000 of 
costs incurred because of its own inefficiencies. The contractor attributed the remainder of 
the cost growth, $300,000 ($400,000 - $100,000 = $300,000), to the Government change. 
However, there is a risk that the contractor did not eliminate all costs that are not the re
sponsibility of the Government. Most of the objections to the total cost method remain. 
However, the courts have granted recovery under the modified total cost method 
(Servidone Construction Corporation v. United States, 931 F.3d 860 (Fed. Cir. 1991). The 
same criteria that are applied to the total cost method should be applied to the modified 
total cost method. Refer to 12-704.1-5 for further guidance. 

12-705 Unrelated Costs 

Except as permitted under 50 U.S.C. 1431-1435 (see 12-900), an equitable adjustment 
should not be used to increase or decrease a contractor's profit or loss position for reasons 
unrelated to the change (Pacific Architects and Engineers Inc. and Advanced Maintenance 
Corp. v. U.S., 491 F.2d 734, 203 Ct. Cl. 499 (1974)). Therefore, a contractor that underes
timates its bid (refer to FAR 3.501-1) or incurs unanticipated costs or inefficiencies may 
not use the occasion of a price adjustment for new or modified (changed) work as a means 
to shift those already-priced risks or losses to the Government. The auditor should ensure 
that the contractor is not proposing or claiming costs unrelated to the changed work. Such 
unrelated costs may include labor rates, labor hours, indirect costs, direct material, and 
other direct costs. For example, a contractor may have experienced an unanticipated in
crease in labor costs prior to performing the change effort. Any attempt to reprice the labor 
on the entire or unchanged work should be questioned because it represents the contrac
tor’s assumed risk at contract formation. However, the contractor undertakes a new and 
unpriced risk when performing additional or changed work which was not anticipated at 
the time of award and which it is obligated to perform under the Changes Clause (Appeal 
of Stewart and Stevenson Services, Inc., ASBCA No. 43631, 97-2 BCA 29,252). There
fore, the change order effort can properly include the cost of performance including the 
increased labor costs for the changed effort. Technical assistance may be required to eval
uate labor hours or material quantity costs. Question those costs included in the proposal 
or claim that represent increased costs unrelated to the change. 
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12-800 Section 8 --- Auditing Delay/Disruption Proposals or Claims 

12-801 Introduction 

a. A proposal or claim for delay/disruption is an assertion by a contractor that its costs 
were increased because of a Government-caused delay/disruption of its contract perfor
mance. The delay/disruption may extend contract performance within the same accounting 
period or to a subsequent accounting period(s). 

b. Delay/disruption can cause the contractor to slow down or stop work, or perform work 
in an uneconomical manner. For example, some reasons for Government-caused de
lay/disruption include late delivery of or defects in Government-furnished material, equip
ment, or plans, or unusual conditions not known or anticipated when establishing the con
tract price. Also, changes in a Government contract resulting from defects in Government-
furnished specifications or drawings can result in delays. 

c. Use the standard audit programs, under activity code 17200, for performing price 
adjustment delay/disruption proposal or claim audits. These programs are included on the 
DCAA Intranet and the APPS. 

12-802 Special Audit Considerations 

Because of the unique nature of delay/disruption proposals or claims, it is important to 
closely coordinate in writing with Government technical personnel, using 4-104 and Ap
pendix D for guidance. Request technical assistance as needed to understand the nature of 
the alleged abnormal condition (e.g., the causes, particularly the Government's participa
tion, the duration, and the impact on work performance). 

12-802.1 Entitlement and Quantum 

a. Entitlement. Entitlement relates to whether the contractor has been impaired by 
Government action and therefore has a right to a monetary adjustment. Entitlement is a 
legal question; however, the auditor should provide the requestor with any meaningful 
observations regarding the question of the contractor's entitlement to recover delay dam
ages (refer to 12-804c). These observations may be provided in the audit report explanato
ry notes or in an appendix on other matters to be reported. 

b. Quantum. The purpose of the audit of a delay/disruption proposal or claim is to 
evaluate the quantum to determine if the proposed or claimed costs are acceptable as a 
basis for negotiation or settlement. Quantum is the amount of the monetary adjustment, 
assuming that the contractor’s assertion of entitlement is proven valid. The audit effort 
should be directed toward examining the contractor’s proposed or claimed costs (quan
tum) to determine if they are acceptable if the contractor were entitled to recover. For 
example, the auditor should, at a minimum, evaluate: 
•	 If the amount proposed or claimed was incurred or estimated; 
•	 If the contractor has source documents that establish that it incurred the costs at is

sue; 
•	 If the costs submitted have been correctly allocated or charged to the contract or 

claim and 
•	 If the costs submitted are allowable, pursuant to FAR 31.205 and the provisions of 

the contract. 
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12-802.2 Bonding Costs 

a. The Miller Act requires performance and payment bonds for any construction con
tract exceeding $100,000 (FAR 28.102-1(a)) or when necessary to protect the Govern
ment's interest. Costs of bonding required pursuant to the terms of the contract are allowa
ble. 

b. Bond premiums are based on the total value of the contract including modifica
tions. Bonding costs may be computed based on the payment rate applicable to the in
creased cost resulting from the delay. For example, a bonding formula may require 
payment at a rate of $10 per thousand for the first $500,000 of total contract costs, and a 
payment of $7 per thousand when total contract costs exceed $500,000. In such a case, 
if the original contract award is $525,000, the proper payment rate for the delay costs 
would be $7 per thousand, since the contractor has already exceeded the threshold for 
applying the $10 per thousand payment rate. 

12-802.3 Labor 

Some examples of reasons for adjustments to labor costs resulting from de
lay/disruption include (1) changes in labor rates because scheduled work was performed in 
another period or by different personnel than proposed, (2) changes in the number of hours 
required for maintenance or standby labor and/or changes in efficiency or learning, and (3) 
changes in required hours because of slow down or stoppage of work or work performed 
in an uneconomical manner. Changes in rates can normally be verified to the contractor's 
payroll records. The auditor should consider the use of improvement curve analysis to 
evaluate proposed adjustments in labor costs. Technical assistance may be particularly 
helpful in this area. 

12-802.4 Indirect Costs – General 

a. General. Indirect costs allocable to direct costs incurred as a result of the delay are 
allowable when computed in accordance with the contractor's established accounting prac
tices (see 6-600). Any indirect cost (including unabsorbed overhead) that was submitted as 
direct cost must be excluded from the computation of rates allocable to the de
lay/suspension proposal or claim. In addition, for purposes of determining overhead rates 
for flexibly priced contracts, the applicable indirect cost pool should be reduced by the 
amount of indirect costs charged as direct costs under this delay/disruption proposal or 
claim. Failure to make these adjustments will result in a duplicate recovery of costs. 

b. Construction Job Site/Field Overhead. Job site/field overhead consists of expenses 
required to support a construction contract that are not identifiable with any specific work 
or task within the contract. Job site/field overhead includes salaries for project managers, 
superintendents, guards, mechanics, and engineers; rental or ownership costs for offices, 
storage trailers, office equipment and supplies; temporary utilities (electricity and water); 
trucks; and automobiles. Contractors propose or claim recovery of job site/field overhead 
on change orders that increase work and/or extend the performance period of a contract. 
When the Pricing of Contract Modifications clause (DFARS 252.243-7001) is contained 
in the contract, evaluate the costs per FAR 31 cost principles. Evaluate the proposed or 
claimed job site/field overhead costs to ensure that costs associated with the overall opera-
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tion of the business (home office overhead) are not included. Job site/field overhead costs 
are allowable as direct or indirect costs provided the costs are charged in accordance with 
the contractor’s established accounting system and consistently applied for all con
tracts (FAR 31.105(d)(3)). In M. A. Mortenson Co., ASBCA Nos. 40750, 40751, 40752, 
98-1 BCA ¶29,658, the Senior Deciding Group of the board ruled that FAR 31.203, when 
applicable, prohibits a contractor from using more than one allocation method for recovery 
of job site/field overhead. In this case, the contractor used a per diem method (daily field 
overhead rate) when claiming job site overhead for changes and delays that increased the 
contract performance period but used a percentage markup method for changes that did 
not affect contract performance period. The latter approach was rejected since it was a 
departure from the contractor’s normal per diem method and violated the FAR require
ment for a single distribution base for allocating a given overhead pool. In Caddell Con
struction Co, ASBCA No. 49333, 99-1 BCA, the board found irrelevant a contractor’s 
assertion that by deducting field overhead received as a percentage markup from the field 
overhead pool used to calculate the per diem rate, recovery of excess field overhead would 
be avoided. Despite this assurance, the contractor would have been in violation of FAR 
31.203(b) as interpreted in Mortenson. 

12-802.5 Equipment Costs On Construction Contract Proposals or Claims 

a. Contractors may claim increased costs because the equipment used in the perfor
mance of the contract sat idle during the asserted period of delay. Increased equipment 
costs on construction claims are allowable, but are subject to specific FAR provisions 
regarding their measurement. FAR 31.105(d)(2)(i)(A) states that actual equipment cost 
data should be used when it is available, both for equipment ownership costs (generally 
including depreciation and cost of facilities capital) and equipment operating costs (in
cluding such items as repair costs, fuel costs, and equipment rental costs). FAR 
31.105(d)(2)(i)(B) gives additional examples of equipment operating costs. This FAR 
section states that in order to use actual cost data, it must be available for each piece of 
equipment, or for groups of similar series or serial equipment. However, when equipment 
is idle, it is not appropriate to charge rates or actual costs reflecting operating costs, such 
as gas, fuel, and operators, that are incurred only when the equipment is operating. 

b. If actual cost data is not available, FAR 31.105(d)(2)(i)(A) permits the contracting 
agency to specify the use of predetermined rate schedules to compute equipment costs. Such 
schedules are developed by various Government and industry organizations and utilize vari
ous methodologies to develop cost rates for construction equipment. In the event actual cost 
data is not available, the auditor should examine the contract to see if a specific rate schedule 
is mandated. If the contract does not mandate a specific schedule, the choice of an appropri
ate rate schedule is subject to technical considerations. 

c. The U.S. Army Corps of Engineers publishes an Equipment Ownership and Operating 
Expense Schedule (listed as an example of predetermined rate schedules in FAR 
31.105(d)(2)(i)(B). This schedule lists different rates for average and standby usage. The 
Army Corps of Engineers Schedule also computes rates for average and severe conditions. 
Analysis of such designations is a technical area. The Corps of Engineers schedule also pro
vides a worksheet to compute hourly equipment cost of equipment not specifically identi
fied, taking into account a number of factors related to cost and usage. The basic methodolo
gy by which this or other schedules develop cost rates is also a technical area. 
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d. FAR 31.105(d)(2)(i)(C) states that when a schedule of predetermined use rates for 
construction equipment is used to determine direct costs, all costs of equipment that are 
included in the cost allowances provided by the schedule shall be identified and eliminated 
from the contractor’s other direct and indirect costs charged to the contract. The auditor 
should examine contract direct and indirect costs charged to ensure that such costs have 
been removed. If the contractor’s submitted equipment costs include costs contained in 
non-equipment cost categories at the time of bid, or in the contractor’s overall accounting 
records, the auditor should gain an understanding of the reasons for reclassification of 
these items as equipment costs. 

e. The contractor’s submitted equipment costs should also be evaluated to ensure that 
the capitalization policy used to develop equipment rates is in accordance with the con
tractor’s normal capitalization policy for the project. Items not customarily capitalized as 
equipment should not be submitted in the contractor’s equipment costs. For example, if 
the contractor normally expenses the cost of wheelbarrows or small tools, they should be 
omitted from equipment calculations. 

f. While rate schedules can produce equitable results, they may also produce results 
significantly different from the actual costs incurred. If contractors use such rate sched
ules, the auditor should ensure that the FAR criteria permitting the use of the schedules 
are met, and that the contractor’s accounting system is not capable of identifying the 
equipment contract costs based on the applicable FAR criteria. If such data can be ob
tained (see a.), however, the schedules should not be used. Even if FAR does not permit 
a contractor to use actual cost data, however, auditors should comment on any instances 
coming to their attention where the rate schedules appear to produce inequitable results. 

g. The auditor should evaluate the contractor’s submitted equipment costs to ensure 
that the equipment items contained in them can be traced to the contractor’s books and 
records. The auditor should also analyze the accounting assumptions used in the computa
tion of equipment cost. For example, data concerning equipment life, and year entered into 
service should be reconciled with other job records and companywide financial accounting 
data. To the extent that assumptions about salvage value are used in the contractor’s sub
mitted equipment cost calculations, they should also be verified. Any evidence found that 
demonstrates that the claimed equipment was used for other work should be reported to 
the contracting office. When a contractor has several jobs in the same geographical locali
ty, audit risk may exist in this area. 

12-802.6 Costs of Preparing and Supporting Proposals or Claims 

Costs incurred to prepare a claim against the Government are unallowable (see FAR 
31.205-47(f)). However, the costs incurred to prepare a request for price adjustment proposal 
(see 12-502) are allowable. Refer to 12-606 for further guidance. 

12-802.7 Profit 

Profit is specifically excluded under the provisions of FAR 52.242-14 and -17. Profit 
is not specifically excluded for requests submitted under FAR 52.242-15, FAR 52.243, 
or FAR 52.236-2. Delay/disruption proposals and claims may be submitted under vari
ous contract clauses with differing provisions for profit. Therefore, the auditor should 
evaluate the contractor’s support for the proposed profit, including identification of the 
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contract clause under which the contractor’s delay/disruption proposal or claim is being 
made. See 12-703 for further guidance. 

12-803 Auditing Unabsorbed Overhead 

a. Unabsorbed Overhead. Unabsorbed overhead damages are often asserted in a de
lay/suspension price adjustment proposal or claim. They represent fixed overhead costs 
whose allocation to the contract has been impacted by the reduction in the stream of 
direct costs caused by the delay/suspension. Unabsorbed overhead is recoverable only if 
the delay or suspension of work caused the contractor to stand ready to perform to the 
exclusion of other potential work for an indefinite period (on "standby") (Safeco Credit 
and Fraley Associates Inc. v. U.S., 44 Fed. Cl. 406 (July 1999).) 

The term “unabsorbed overhead” is actually a misnomer because all overhead costs are 
allocated to, and absorbed by, contracts in process. The term refers to the reallocation of 
fixed overhead costs among contracts because of the delay/suspension. The de
lay/suspension results in a contract being allocated less fixed overhead costs than it would 
have been allocated absent the interruption (the contract underabsorbs). At the same time, 
other contract(s) are allocated a greater amount of fixed overhead costs than they would 
have been allocated absent the interruption (these contracts overabsorb). When unab
sorbed overhead costs are allocated to other contracts, the cost of performing the remain
ing work on these contracts (work that was not delayed/suspended) increases. Without 
compensating upward contract price adjustments, the company’s profitability is decreased. 

b. Adjustment to Flexibly Priced Contracts. Unabsorbed overhead costs recovered un
der a delay/suspension submission should be removed from the pool used to determine 
overhead rates for flexibly priced contracts. If unabsorbed overhead is significant, the 
auditor should not render closeout reports on contracts for periods in which an equitable 
adjustment submission is pending. After the submission is settled, the amounts collected 
for unabsorbed overhead should be subtracted from the expense pool(s) to preclude dupli
cate recovery. 

12-804 Eichleay Method to Measure Unabsorbed Overhead 

a. Eichleay Formula the Proper Method. The question of the proper method to measure 
unabsorbed overhead has been addressed in numerous board and court cases. The Court of 
Appeals for the Federal Circuit has specifically ruled that the Eichleay formula is the exclu
sive means for calculating unabsorbed overhead in cases arising out of construction contracts 
(Wickham Contracting Co., Inc. v. Fischer, 12 F.3d 1574, (Fed. Cir. 1994). The ASBCA has 
supported the application of the Eichleay formula for the recovery of unabsorbed overhead 
on manufacturing/supply contracts (Libby Corporation, ASBCA Nos. 40765 and 42553, 
96-1 BCA 28,255, affirmed without opinion CAFC 96-1351 (Fed. Cir. 1997)). 

b. Entitlement to Unabsorbed Overhead Damages. The U.S. Court of Appeals of the 
Federal Circuit (CAFC) (West v. All State Boiler, 146 F.3d 1368 (Fed. Cir. 1998) “All 
State”) ruled that the elements of the claim (legal tests) that a contractor must show to 
recover unabsorbed overhead include: 

(1)The delay/suspension was Government caused [when a Government caused dis
ruption results in a delay of contract performance, Eichleay damages may be appropriate]. 
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(2) The Government required the contractor to standby during the delay/suspension 
period. 

(3) It was impractical for the contractor to take on other work. 
(4) The delay/suspension caused the contractor to be unable to complete the contract 

within the original contract performance period, as extended by any modifications. 
c. Prima Facie Case. Once the contractor has met these prerequisites, it has established 

a prime facie case for recovery of Eichleay damages. However, the Government can rebut 
the contractor’s prime facie case by showing that: 

(1) It was not impractical for the contractor to obtain a replacement contract(s) dur
ing the delay/suspension period; 

(2) The contractor’s inability to take on other work was not caused by the Govern
ment delay/suspension; or; 

(3) The contractor was able to reduce fixed overhead expenses during the period of 
delay/suspension. 

All State involved a construction contract. Its rulings on standby and replacement con-
tract(s) have yet to be shown to apply in a manufacturing/supply contract environment. 
This guidance provides for circumstances involving a manufacturing/supply contract and 
the application of the Eichleay formula. 

d. Report Observations on Entitlement. Report any meaningful observations regarding 
the question of the contractor’s entitlement to recover unabsorbed overhead damages to 
assist Government officials in determining entitlement issues. Facts or circumstances that 
could assist the contracting officer in determining entitlement, may include: 
•	 Evidence that the asserted Government delay/suspension did not cause any exten

sion in the actual time of performance beyond the original or previously revised 
contract performance date. 

•	 Evidence that the contractor was or was not able to begin work on the next new 
contract in the extension period because of continuing work on the de
layed/suspended contract. 

•	 Evidence that the contractor did or did not secure a replacement contract(s) or other 
substituted work between the start of the delay/suspension period and the end of the 
period of extension beyond the original or previously revised contract performance 
date. 

•	 Evidence of contractor-caused delays that were concurrent with the alleged Gov
ernment delay or suspension. 

•	 Evidence that the contractor was aware of differing site conditions or other causes 
of the asserted Government-caused delay prior to the original bid submission. 

•	 Evidence that the contractor was unable to obtain replacement work because its 
bonding capacity was limited due to circumstances unrelated to the Government-
caused delay/suspension. 

Provide observations on any evidence as discussed above in the audit report explanato
ry notes or in an appendix on other matters to be reported. See 12-802.1 

12-804.1 Eichleay Steps 

The three step Eichleay formula and a detailed explanation of each step follows: 
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Step 1. Fixed overhead allocable to the contract = 

Contract billings Total (fixed)* 
Total billings for x overhead for 
contract period contract period 

Step 2. Daily contract (fixed)* overhead rate = 

(Fixed)* overhead allocable to contract 
Days of performance 

Step 3. Unabsorbed overhead = 

Daily contract Number of 
(fixed)* overhead rate x delay days 

* The term “fixed” has been added for clarity, although the courts do not include the term 
“fixed” when stating the Eichleay formula (see 12-804.3). 

a. Step 1. The first step computes the total fixed overhead allocable to the delayed 
contract. Divide the total contract billings (see 12-804.2) for the delayed contract’s ac
tual performance period by the total company billings for all contracts performed during 
the delayed contract performance period (this is referred to as the allocation ratio), and 
multiply this result by the company’s total fixed overhead (see 12-804.3) for the delayed 
contract’s actual performance period. The actual contract performance period represents 
the actual days of performance (including the extension period) . It is the period from 
the start date of the contract until the date of contract completion. Note that the contract 
billings, total billings, the total fixed overhead and the performance days should be for 
the same time interval, i.e., the delayed contract’s actual total performance period. 

Price adjustment proposals or claims are sometimes submitted before the completion 
of the contract. The basic Eichleay formula does not preclude prospective billings from the 
computations, if they and other formula components including extension beyond original 
completion date can be reasonably estimated. In such cases, the associated formula com
ponents: contract billings, total billings for the contract period, total fixed overhead for 
contract period, and days of performance should also be extended to cover the entire time 
interval from the date of award to the date of expected substantial completion. 

If the contractor includes additional unsubmitted or unsettled proposals or claims on 
the subject contract in the computations of contract billings and total billings for the 
contract period, question these amounts unless entitlement and agreement as to the ap
propriate amounts have been determined. Amounts for estimated unabsorbed overhead 
that are included in the claim should be removed from the contract billings component 
of the Eichleay formula, Step 1, because they represent duplicate recovery. The unab
sorbed overhead amount would be included in the same formula used to compute the 
very same unabsorbed overhead amount. 

Advise the contracting officer that unabsorbed overhead should, if possible, be com
puted and negotiated after all other items of the claim on the subject contract have been 
settled. This will ensure an equitable settlement is based on established costs. 
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b. Step 2. The second step computes the daily contract fixed overhead rate. Divide the 
fixed overhead allocable to the contract by the actual contract performance days. The ac
tual performance days include the original or revised completion date and the extension 
period. 

c. Step 3. Compute the total amount of unabsorbed overhead for the delayed/suspended 
contract by multiplying the daily contract overhead rate, which is determined in Step 2, by 
the number of delay days (the number of days of extended performance associated with 
the Government-caused delay/suspension beyond the original or previously revised com
pletion date). Refer to 12-804.4 for further guidance. 

12-804.2 Billings Data 

Contract billings, as expressed in the Eichleay formula, are contract revenues recog
nized for the period of actual contract performance. Total billings are revenues for all 
contracts (including Government and commercial) recognized for the period of actual 
contract performance including the delay/suspension and extended performance periods 
and any previous modifications to the completion date. Contract progress billings do not 
always represent the recognition of contract revenue and therefore would not be a con
sistent measure in the formula. Long term contracts often contain complex formulas for 
progress measurement and payment, which may vary greatly among contracts. Contract 
revenues include contract costs plus profit. 

a. Methods for recognizing long-term contract revenues. There are two generally 
accepted methods for recognizing long-term contract revenues: completed-contract 
method and the percentage-of-completion method, including units-of-delivery method. 
The AICPA Audit and Accounting Guide, Audits of Federal Government Contractors, 
provides the following description of the two revenue recognition methods: 
•	 Completed-contract method. This method of accounting defers recognition of reve

nues while a contract is in process. On completion or substantial completion of a 
contract, aggregate revenues and costs associated with the contract are recognized. 

•	 Percentage-of-completion method. An accounting method that recognizes contract 
revenues and income on work as a contract progresses. It provides for recognition 
on a periodic basis rather than on a completed-contract basis. 

•	 Billing data should be available in the contractor’s financial statements and sched
ules summarizing contract cost and revenue data from the contractor’s books and 
records. The completed-contract and the percentage-of-completion methods are 
mutually exclusive. 

b. Consistent revenue recognition methodology. The revenue recognition methodol
ogy should be consistent by contract type for contract billings and total billings. The 
AICPA states in Audits of Federal Government Contractors: 

An entity using the percentage-of-completion method as its basic accounting policy 
should use the completed-contract method for a single contract or a group of contracts 
for which reasonably dependable estimates cannot be made or for which inherent haz
ards make estimates doubtful. Such a departure from the basic policy should be dis
closed. 
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12-804.3 Overhead 

The Eichleay formula properly includes only fixed overhead costs (home office over
head for construction contracts) (see Step 1, 12-804.1) in the unabsorbed overhead calcu
lations (Satellite Electric Company v. John H. Dalton, 105 F.3d 1418 (Fed Cir. 1997)). In 
a manufacturing/supply contract environment, for regular or normal levels of production, 
certain costs are fixed. These costs include costs for plant capacity or other long-term as
sets or obligations. These fixed costs also include operating costs that do not vary with 
business volume, at least within a broad range of activity. Examples of fixed costs include 
depreciation (unless a units-of-production method is used); property taxes; support staff 
salaries such as secretaries, accountants, and executives of the company; other home office 
expenses; insurance; and basic maintenance. For normal fluctuations in a business, fixed 
cost levels remain relatively constant year after year (see 9-703.2b). On construction con
tracts, home office overhead costs should include only fixed costs that benefit all contracts 
and are thus prorated to all contracts. Thus job site overhead costs (12-802.4b) charged 
direct to the contract are not included in the fixed overhead element of the Eichleay for
mula and the computed damages. 

a. Variable overhead costs. Variable overhead costs should not be included in the un
absorbed overhead calculation. Variable overhead costs are those that fluctuate either di
rectly or proportionately with some appropriate measure of direct costs, such as direct 
production labor hours, machine time or direct materials (see 9-703.2b). If direct produc
tion labor costs (or other comparable base costs) occur, variable overhead costs will arise 
from that direct labor (or other comparable base) cost. Small tools, production shop sup
plies, and certain types of fringe benefits will be in the overhead pool because the produc
tion labor occurs. If direct production labor costs are not incurred, then these overhead 
costs will not be incurred. The shifting of production labor effort to subsequent periods 
changes the size of the allocation base and thus affects the amount of variable costs. If the 
delayed contract effort were being performed as planned, variable costs would have in
creased due to the existence of variable effort associated with that contract. During a stop-
work order (delay), the remaining variable overhead costs would still be associated with 
other work. Thus, the stop-work order does not change the allocability of these costs to 
other work, as they are still associated with other production. The delayed work, if per
formed as planned, would have generated additional costs - more shop supplies, more 
small tools, or other variable costs in the period when performed. 

For example, a contractor, with Contract Y being performed as planned, had $1 million 
of variable overhead costs and a direct cost base of $5,000,000. The variable rate is 20% 
($1,000,000/$5,000,000 = 20%). If $1 million of Contract Y’s base costs are eliminated 
(delayed for a year) the 20% variable costs associated with that contract would not be in
curred. Instead of having $1 million of variable costs, there would only be $800,000. The 
variable rate on other work would not increase ($800,000/$4,000,000 = 20%). 

b. Semi-variable costs. Semi-variable costs are those that are a combination of variable 
and fixed costs. For example, electricity costs include a line charge, which is fixed, and 
usage charges that are primarily variable. The variable portion of these costs should be 
excluded from the fixed overhead pool used in the Eichleay formula. 

c. Fixed or Variable. To determine if a cost is variable or fixed, consider what would 
happen to those costs if the size of the performance base changed. Those costs related to laid 
off labor (for example, social security taxes and health insurance) would cease. They would 
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not be incurred nor be allocated to other contracts. During a period of delay, the social secu
rity taxes and health insurance in the pool are associated with other contracts and not to the 
delayed contract. 

d. Relevant range. The concept of “relevant range” refers to the range of operations 
activity within which assumptions relative to fixed or variable costs are valid. For ex
ample, the total of a fixed cost is constant for the relevant range of production of 1 to 
30,000 units of production. However, the total of a variable cost increases as the units of 
production increases from 1 to 30,000. 

12-804.4 Delay Days 

In All State, the court ruled that contractors may recover “Eichleay damages” for the 
period by which the overall performance of the contract is extended because of the Gov
ernment-caused delay/suspension. Therefore, “delay days” for the purpose of computing 
unabsorbed overhead using the Eichleay formula are: 
The additional days of performance because of a Government-caused delay added to the 
original or previously revised contract performance completion date. For example, the 
original contract performance period was 70 days but after the first 50 days of perfor
mance, the Government caused an indefinite delay that turned out to be 20 days. The ex
tended period, beyond the scheduled completion date, that occurred due to the delayed 
work was 15 days, and the total actual performance period was 85 days. Therefore, “delay 
days” for computing the Eichleay formula would be 15 days (85 days – 70 days), the peri
od of extended performance of the delayed work after the original contract performance 
completion period (there were no modifications to the completion date). 
•	 Only the extension days resulting from a Government-caused delay/suspension. A 

contractor who was delayed and on indefinite standby for 15 days may, because of 
other factors such as inefficiency, finish the contract 20 days after the contract 
completion date. Fifteen of the extension days were due to a Government-caused 
delay and 5 days were caused by the contractor’s inefficiency. In such a case, the 
15 extension days caused by the Government delay are those that are used in the 
Eichleay formula as “delay days.” 

•	 Zero if the delayed/suspended contract work is completed within the original or re
vised performance period for purposes of computing Eichleay damages. There is 
one exception. If the contractor can show that, from the inception of the contract, it 
(1) intended to complete the contract early, (2) had the capability to do so; and (3) 
actually would have completed early but for the Government’s actions, then unab
sorbed overhead can be recovered for the delay period. 

12-804.5 Eichleay Formula Example 

The following example computes unabsorbed overhead using the Eichleay formula 
(12-804.1). Assume that a contractor has three contracts over a two-year period. Contract 
Y was scheduled to be performed in its entirety during the 365 days in calendar year 
20X1, but was delayed 365 days, and the performance period extended to the end of 20X2. 
Contract Z was performed in 20X1, and Contract M was performed during the 365 days of 
20X2. Also, assume that: 
•	 Fixed overhead was $110,000 per year. 
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• Contract Y total billings (revenues) were $598,400. 
• Total Billings (revenues) for 20X1 totaled $726,000 and $671,000 for 20X2. 

Eichleay Formula Computations 

Step 1. (Fixed) Overhead Allocable to the Contract: 

$598,400/$1,397,000* = 43% x $220,000** = $94,600 
*(20X1 Billings $726,000+ 20X2 Billings $671,000 = $1,397,000) 
** (Fixed) Overhead Per Year = $110,000 x 2 Years Total Performance Period of 
Contract Y = $220,000 

Step 2. Daily Contract (Fixed) Overhead Rate: 

$94,600/730 days*** = $130 
*** Total Performance Days of Contract Y= 365 x 2 = 730 

Step 3. Unabsorbed Overhead 

$130 x 365 days = $47,450 

12-805 Audit Approach to the Eichleay Formula 

The contractor’s computation of unabsorbed overhead damages using the Eichleay 
formula should be audited. Objectives of the audit of proposed or claimed Eichleay formu
la damages include: 

(1) providing financial analysis concerning the contractor’s computed Eichleay 
damages and 

(2) identifying information potentially useful to the contracting officer in making 
entitlement determinations. 

The following steps should be completed: 
• Perform audit of Eichleay formula components (12-805.1). 
• Identify contractor modifications to basic Eichleay formula (12-805.2). 
• Determine credits to formula results (12-805.3). 
• Assess the impact of replacement contract(s) or other substitute work (12-805.4) 

12-805.1 Audit of Eichleay Components 

Audit the contractor’s submitted Eichleay formula damages. The audit of Eichleay 
formula components consists of examining: 

(1) contract billings and total contract (company) billings, 
(2) total fixed overhead incurred during the period of performance, 
(3) total performance days, 
(4) the “delay days,” and recomputing the Eichleay formula based on the results of 

(1) – (4). 
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These components are the basis of the computations contained in the three steps of the 
Eichleay formula, as shown in 12-804.1. In addition, see 12-805.2, for guidance on con
tractors’ modification of the basic Eichleay formula. 

a. Contract and Total Billings. Evaluate the contract and total billings in the contrac
tor’s Eichleay formula computation using the following audit procedures: 

(1)Verify that the billings data used in the allocation ratio are accurate and appropri
ate. Be alert for modifications of the Eichleay formula as discussed in 12-805.2. If the 
contractor uses an allocation base other than contract billings to develop an allocation ratio 
(see Step 1, 12-804.1) e.g., contract labor/total labor, compare this ratio with the Eichleay 
formula’s billings allocation ratio. 

(2) Recompute the proposed Eichleay formula using the billings ratio unless the 
impact of a different measurement allocation base is immaterial, or unless the contractor 
can demonstrate that the established Eichleay allocation ratio would lead to inequitable 
results. Show the computations in the audit report and explain how the contractor’s alloca
tion base is materially different and results in an inequitable recovery of damages. 

(3) Evaluate the contractor’s method for recognizing revenue (billings). Determine if 
it results in an inequitable allocation of unabsorbed overhead. When the percentage-of
completion method is used, consider the acceptability of the assumptions used to measure 
the extent of progress towards completion. Overstatement of the percentage of completion 
of the delayed contract (contract billings) or understating the percentage of completion of 
the other contracts (total billings for the contract period) in the Eichleay formula (refer to 
Step 1, 12-804.1) can result in overrecovery of unabsorbed overhead. If the allocation ratio 
(contract billings/total billings) is overstated, the computation overstates fixed overhead 
allocated to the delayed contract. The delayed/suspended contract and total billings may 
also be overstated by including deleted or terminated work or unexercised options pertain
ing to other work in the total billings denominator of Step 1. The delayed contract and 
total billings may be understated by excluding settled claims and reasonable estimates of 
undefinitized work and modifications. 

b. Total Fixed Overhead Incurred During Contract Performance Period. Examine the 
overhead costs in the contractor’s Eichleay computation and remove all variable cost items 
in Step 1 of the Eichleay formula (R. G. Beer Corp, ENGBCA No. 4885, 86-3 BCA 
19,012) (see 12-804.1) using the following audit procedures. 

(1) For construction contracts, the fixed overhead costs included in the Eichleay 
formula are home office overhead costs for the entire contract performance period. Site 
indirect costs are not included. For manufacturing/supply contracts, analyze the overhead 
accounts comprising the total overhead incurred during the contract performance period 
including general and administrative and other indirect overhead costs. Overhead accounts 
identified as containing potentially variable costs may initially be selected based on the 
nomenclature or account description. However, such a basis for selection is often insuffi
cient to make a final determination. The auditor should examine the costs in the account 
and supporting invoices as necessary to determine their variability in relation to some op
erations activity or measure of production, such as direct labor or direct materials. Also 
consider the “behavior” of the cost items over the selected relevant range of operations 
activities (refer to 12-804.3). The auditor may consider the use of graphic analyses and 
computational techniques to gain insight into the behavior of costs as fixed, semi-variable, 
or variable. Techniques of graphic and computational analyses are discussed in the Graph-
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ic & Regression Analysis Guidebook. The audit report should explain the basis for proper 
classification. 

(2) The following are examples of manufacturing/supply contractor overhead ac
counts selected on a nomenclature basis as potentially variable, along with comments on 
what to evaluate to ensure that the costs are correctly determined to be either fixed or vari
able. The audit report should include a discussion of the categories of overhead costs de
termined to be variable and the basis for that determination. 

Account Title Comments 
Payroll taxes, vacation and 
holiday pay 

Determine the amount allocable to variable 
labor. 

401 K pension plans and group 
insurance 

Determine the amount allocable to variable 
labor. Administrative fees would be considered 
fixed costs. 

Equipment rental The costs would be fixed if rental agreements 
are long term. For short-term leases, determine 
type and use of equipment as related to efforts 
of variable labor. 

Uniforms Determine if the costs are related to variable 
labor. Uniforms for maintenance workers or 
security guards are usually fixed. 

Vehicles For vehicles used by variable labor, gas and oil 
are operating costs that would be classified as 
variable costs. To the extent that gas and oil are 
used for work that is of a fixed nature, they are 
fixed costs. Maintenance and repairs are nor
mally semi-variable. If the vehicles were 
leased, long-term leases would be fixed. 

Shop supplies and welding 
supplies 

Determine the types of costs in the accounts. 
Usually these costs are variable because usage 
depends on variable labor. The fact that there 
are stock-up purchases does not detract from 
variability. 

(3) Ensure that unallowable costs per FAR 31are removed from the fixed overhead 
pool as required by applicable contract provisions. Refer to CAM Appendix A. 

c. Performance Days. Ensure that the entire performance period is used in the Eichleay 
formula, including the original performance days, previous time extension modifications, 
and extended performance days. See 12-804.1 for further discussion. 

d. Delay Days. Determine how the contractor computed the “delay days” used in its 
Eichleay formula computation. All proposed or claimed “delay days” must be attributa
ble to Government-caused suspension and not include any contractor-caused delay days. 
Request technical assistance to determine the appropriate delay days. The existence and 
the impact of issues such as contract modifications, contractor-caused delays and early 
completion on the appropriate delay days can be complex and therefore require tech
nical expertise. To assist the CO in addressing entitlement issues, include any evidence 
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relevant to the appropriate delay days in the audit report notes on the audit of the Eich
leay formula. See 12-804.4 for further guidance. 

e. Recompute the Eichleay Formula. Recompute the Eichleay formula using the re
sults of a. – d. Question the difference between the contractor’s computation and the 
results of audit. Provide the contractor’s computations and the audit computations of the 
Eichleay formula in the audit report with explanations for the questioned costs. 

12-805.2 Contractors’ Modifications to the Basic Formula 

a. Modifications to Eichleay Formula. Identify contractor modifications to the compo
nents of the basic Eichleay formula (refer to the results of the audit of the formula in 12
804.1). Often these modifications result in excessive recovery of unabsorbed overhead and 
duplicate recovery of the claimed costs or contract performance costs included in the orig
inal contract price. Modification of the Eichleay formula does not conform to the court-
established formula (Satellite Electric Co. vs. Dalton, 105 F.3d 1418 (Fed Cir. 1997)) (see 
12-804.1). The auditor should determine if the modification results in significant excess 
costs over that computed using the basic Eichleay formula. Be aware that a contractor may 
use a modified Eichleay formula in a proposal or claim but fail to label it as “modified.” 

b. Common Modifications. Some of the most common modifications encountered in
clude: 
•	 Use of original contract price as opposed to actual contract billings (revenues) in 

the numerator of Step 1 of the basic Eichleay formula (see 12-804.1). 
•	 Original (or planned) days of performance as opposed to complete performance pe

riod in the denominator of Step 2 (see 12-804.1). Other formula components, total 
billings and fixed overhead should also be for the complete time interval (see 12
804.1). 

•	 Actual delay or suspension days rather than extension days beyond the original or 
revised completion date (see 12-804.4). 

c. Effects of Modifications. Modifications to the components of the formula as dis
cussed in b. distort the premises underlying the basic Eichleay formula. For example, sub
stituting original contract price in place of contract billings, or original performance peri
ods in place of the entire period of performance, prevent the formula’s basic logic of 
allocation to performance and delay periods from operating properly (see 12-805.1a). 

12-805.3 Credits to Eichleay Results 

Adjust the Eichleay formula computed damages when the contractor has been re
imbursed for or has proposed or claimed fixed overhead applied to proposed or 
claimed direct costs or any change order work or out-of-sequence work on the de
layed/suspended contract performed during the same period (suspension and exten
sion periods) covered in the Eichleay formula (R. G. Beer Corporation, ENGBCA No. 
4885, 86-3 BCA 19,012 and Excavation Construction Inc., ENGBCA No. 3851, 84-3) 
(see 12-805.4 for additional guidance on additional change order or out-of-sequence 
work on the delayed contract). Otherwise, there would be duplicative recovery of the 
same fixed overhead. Credit the Eichleay formula results for any fixed overhead that 
the prime contractor applied to a subcontractor’s proposed or claimed unabsorbed 
overhead. 
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12-805.4 Assess the Impact of Replacement Contract(s) or Other Substitute Work 

a. Replacement or Substituted Work. Examine the contractor’s records to determine if 
the contractor performed any replacement contract(s) or other substitute work during the 
period from the start of the alleged delay/suspension period through to the end of the ex
tension period. In Melka Marine v. U.S., 187 F.3d 1370 (Fed. Cir. 1999), the court held 
that if replacement work absorbed the same amount of overhead as the delayed/suspended 
contract would have absorbed had there been no delay, all Eichleay damages would be 
precluded. Nonetheless, the auditor should compute the impact of the replacement contract 
as discussed below. If the replacement work did not fully absorb all of the overhead that 
the delayed/suspended contract would have absorbed had there been no delay, Eichleay 
damages would be limited to that amount of overhead not absorbed by the replacement 
contract. Therefore, assess the amount of overhead actually allocated to any replacement 
contract(s) or other substituted work (accelerated work on other contracts) performed and 
adjust the results of the Eichleay formula damages. Evidence of the contractor’s efforts to 
reduce or eliminate delay/suspension damages can assist the contracting officer in address
ing whether it was practicable for the contractor to take on any replacement work during 
the delay/suspension period and rebutting the contractor’s entitlement to Eichleay damag
es (see 12-804b). 

The argument is sometimes made that the Eichleay formula already reflects the impact 
of replacement contract work in the results of the formula computations because it is in
cluded in the denominator of the billings ratio (see 12-804.1a). This contention, however, 
is generally not correct. The Eichleay formula recognizes only a fractional portion of most 
types of replacement work or other substitute work that would absorb a portion or all of 
the fixed overhead normally allocated to the delayed contract labor or other costs. For 
example, if the contractor replaced all of the delayed work, the Eichleay formula (if com
puted) would still show unabsorbed overhead even though the replacement work was in
cluded in the denominator (total billings) of the allocation ratio (see Step 1, 12-804.1). 
This is because the numerator of the allocation ratio (contract billings) does not decrease, 
regardless of the size of the replacement contract or substituted work. The numerator 
would have to decrease to zero for 100 percent replacement to be adequately reflected in 
the Eichleay formula. The replacement work or other substitute work included in the de
nominator of the allocation ratio (total contract billings) only fractionally affects the for
mula results. 

b. Replacement Contract. If a contractor is able to obtain a replacement contract(s), such 
work absorbs a portion of the fixed overhead that otherwise would have been allocated to the 
delayed work. Replacement contracts (Government and commercial) are contracts with work 
that would not have been obtained and performed had there been no delay. In Melka Marine, 
Inc. v. U.S., 187 F.3d 1370 (Fed Cir. 1999), the court described a replacement contract as 
work different in either size, duration, or type from the delayed/suspended contract. For ex
ample, a construction contractor may obtain a replacement contract for performing repairs 
(different type) in contrast with the delayed/suspended construction contracts. Also a con
tractor may obtain a replacement contract for a smaller scope of work than the de
layed/suspended contract. All contracts obtained and performed during the delay/suspension 
and/or extension periods should be evaluated as potential replacement contracts. Replace
ment contracts should be specifically identified in the audit report. This identification should 
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include the date of award, contract number, performance period, amount of the contract, the 
type of effort, duration or size (contrasted with that of the delay/suspended contract), and 
location. Information on all contracts performed during the delay/suspension and extension 
periods should be available, as part of the contractor’s evidence for showing that it was im
practical to obtain replacement work. 

c. Other Substitute Work. Other substituted work includes significant work performed 
out-of-sequence on the delayed contract (All Seasons Construction & Roofing, Inc., 
ASBCA No. 45583, 98-2 BCA ¶30,061), substantial additional or change order work on 
the delayed contract (Safeco Credit and Fraley Associates v. U.S., 44 Fed. Cl. 406 (Fed. 
Cl. 1999)); or acceleration of other contract work (manufacturing/supply contracts) (Libby 
Corporation, ASBCA Nos. 40765 and 42553, 96-1 BCA ¶28255, affirmed without opinion 
CAFC 96-1351 (1997)). Evidence of other substituted work should be specifically identi
fied in the audit report. The discussion of out-of-sequence work performed on the delayed 
contract should include the percentage of the out-of-sequence work to the total dollar 
amount of work, a performance schedule of out-of sequence tasks as planned, a schedule 
of the tasks as actually performed, and a general description of the work performed. The 
discussion of additional or change order work on the delayed contract should include the 
date and number of the change order/ modification, the type of work performed, the dollar 
amount of the work, and the date(s) that the work was performed. The discussion of accel
erated work should include the date of award, contract number, a schedule of work as 
planned, a schedule of work as actually performed, total amount of the contract, and the 
type of accelerated work. 

d. Indications of Replacement or Other Substitute Work. Several indicators can suggest 
the possibility of replacement contract(s) or other substituted work. The auditor may observe 
from analyzing labor registers that personnel from the delayed/suspended contract were as
signed to other contracts during the delay/suspension period. An analysis of fixed overhead 
rates during the delay/suspension and extended performance period may show that these 
rates decreased, or were unchanged. New contracts for work not normally performed by the 
contractor might be added during the delay/suspension and extension periods. Also, a con
struction contractor may perform a significant number of tasks out-of-sequence from the 
performance schedule as planned. A review of the work schedule as planned or the critical 
path schedule may provide evidence of such changes. 

In such circumstances, the auditor should ascertain whether this work would still have 
been performed had the delay/suspension not taken place. For a manufacturing concern, 
plantwide production schedules from time periods preceding the delay can be compared 
with actual production schedules. If the other work is not on the earlier production sched
ule, the auditor should examine the circumstances under which such work was obtained, 
and whether the acquisition or acceleration of the work preceded the delay. Correspond
ence files of the other work may indicate a cause-and-effect relationship between its ac
quisition or performance, and the delay/suspension on the subject contract. In a manufac
turing environment, the auditor can also meet with production personnel, and examine 
production floor notes and records to obtain a better understanding of the other work and 
the circumstances under which it was acquired. Technical assistance may be required to 
ensure correct interpretation of the work schedule data. 

e. Assess the Impact. When there is evidence of replacement contracts or accelerated 
work on other contracts, out-of-sequence and/or additional work on the delayed contract, 
the Eichleay formula damages must be adjusted. For additional work or out-of-sequence 
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work on the delayed contract, perform Steps (1) – (3) as shown below and adjust the re
sults of the audited Eichleay formula per 12-805.3. For replacement contracts and/or ac
celerated work on other contracts perform Steps 1-9 as shown below to assess the impact. 

The following is an example for assessing the impact of a replacement contract: 
Home office (fixed) overhead costs were approximately $600,000 per annum for XYZ 

Construction Inc. Contract A with a $500,000 fixed cost allocation base including site over
head was scheduled to be performed from 1/1/1997 through 12/31/1997. However, the Gov
ernment delayed the contract for 365 days (delay period 1/1/1997 – 12/31/1997). The con
tractor was able to start working on the contract on 1/1/1998 and completed the work on 
12/31/1998 (extended performance period). Other contracts scheduled to be performed dur
ing the period included: 

Contract B with a $450,000 cost allocation base (including job site overhead) was 
scheduled to be performed 1/1-12/31/98. However, because of the delay in the perfor
mance of Contract A, Contract B could not be started until 1/1/1999. Contract C with an 
allocation base of $550,000 (including job site overhead) was performed as scheduled 
7/1/97 – 6/30/98. Contract D with an allocation base of $80,000 (including job site over
head) was a replacement contract for Contract A and was performed 11/1/97 – 1/15/98. 
All contracts were firm-fixed-priced. 

Perform the following steps: 

(1) Determine the contractor’s actual fiscal year fixed cost allocation base(s) for the 
entire performance period of the delayed contract including the period when the replace
ment work or other substituted work was performed (the applicable delay/suspension 
and/or extension periods). Also, determine the fixed cost allocation base of the replace
ment contract(s) or other substituted work. 

Actual 1/1/1997 – 12/31/98 
Contract A Contract B Contract C Contract D Total 

Actual Fixed 
Cost Overhead 
Allocation Base $500,000 $0 $550,000 $80,000 $1,130,000 

(2) Compute the actual fixed overhead costs allocated to the fiscal year fixed cost 
allocation base(s) for the entire performance period of the delayed contract including the 
period when the replacement contract(s) or other substituted work was performed. 

The fixed overhead costs are computed as follows: 

Actual 
1997 1998 

Contract A Allocation Base $0 $500,000 
Contract B Allocation Base $0 $0 
Contract C Allocation Base $275,000 $275,000 
Contract D Allocation Base (Replacement 
Contract) 

$64,000 $16,000 
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Total (a) $339,000 $791,000 
Total Fixed Overhead (b) $600,000 $600,000 
Actual Fixed Overhead Rates (b)/(a) 176.99% 75.85% 

Contract fixed overhead per fiscal year = Base x fiscal year fixed overhead rate. 

Actual 
1997 1998 Total 

Contract A Fixed Overhead $0 $379,250 $379,250 
Contract B Fixed Overhead $0 $0 $0 
Contract C Fixed Overhead $486,723 $208,588 $695,311 
Contract D Fixed Overhead (Replacement 
Contract) $113,274 $12,136 $125,410 
Total Fixed overhead (b) $599,997 $599,974 $1,199,971* 

*Difference due to rounding. 

(3) Determine the amount of actual fixed overhead applicable to the replacement 
contract(s) or other substituted work. 

Actual Fixed Overhead Allocated to the Replacement Contract D = $125,410 

(4) Use the audited Eichleay formula damages (see 12-805.1). 

The following represents the audited Eichleay formula based on the example discussed 
above. 

Eichleay Formula Computations 
Step 1. (Fixed) Overhead Allocable to the Contract: 

$ 967,175/$2,563,000* = 38% x $1,200,000 = $456,000 
Step 2. Daily Contract (Fixed) Overhead Rate: 

$456,000/730 days** = $625 
Step 3. Unabsorbed Overhead 

$625 x 365 days*** = $228,125 

*Contract A billings: $500,000 Overhead Allocation Base + $379,250 Fixed Overhead + 
$87,925 10% profit = $967,175 

Total billings: $1,130,000 total overhead cost allocation base + $1,200,000 fixed overhead 
+$233,000 10% profit = $2,563,000 

** Total Performance Days of Contract A= 730 
*** Period of extended performance beyond the original completion date of 12/31/97, 

1/1/98 – 12/31/98 = 365 days. 
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(5) Determine the billings of the replacement work from the total billings element of 
Step (4). 

Actual 
Replacement Contract D Billings 1997 1998 Total 
Fixed Cost Allocation Base $64,000 $16,000 $80,000 
Allocated Fixed Overhead (Step 2) $113,274 $12,136 $125,410 
Subtotal $177,274 $28,136 $205,410 
Profit @ 10% (Step 4) $17,727 $2,814 $20,541 
Billings $195,001 $30,950 $225,951 

(6) Remove the replacement contract billings from the total contract billings element 
of the Eichleay formula and recompute the formula damages. 

Eichleay Formula Computation without Replacement Contract 
Step 1. (Fixed) Overhead Allocable to the Contract: 

$ 967,175/$2,337,049* = 41% x $1,200,000 = $492,000 
Step 2. Daily Contract (Fixed) Overhead Rate: 

$492,000/730 days** = $674 
Step 3. Unabsorbed Overhead 

$674 x 365 days*** = $246,010 

*Contract A billings: $500,000 Overhead Allocation Base + $379,250 Fixed Overhead + 
$87,925 10% profit = $967,175 

Total billings: $1,130,000 total overhead cost allocation base + $1,200,000 fixed overhead 
+$233,000 10% profit = $2,563,000 less replacement contract D billings $225,951 
(Step 5) = $2,337,049 

** Total Performance Days of Contract A= 730 
*** Period of extended performance beyond the original completion date of 12/31/97, 

1/1/98 – 12/31/98 = 365 days. 

(7) Compute the impact of the replacement work on Eichleay formula damages. 

Eichleay formula computed without replacement work (Step 6) $246,010 
Eichleay formula damages (as audited) (Step 4) -$228,125 
Impact of replacement work reflected in the Eichleay formula 

computed damages $17,885 

(8) Compare the actual fixed overhead allocated to the replacement contract or other 
substituted work (Step 3) to the impact of replacement work reflected in the Eichleay for
mula computed damages (Step (7). Question any significant differences between the Eich
leay formula damages and the amount of the fixed overhead applicable to the replacement 
contract(s) and other substituted work. 
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Comparison: 

Actual fixed overhead allocated to the replacement contract (Step 3) $125,410 
Impact of replacement work reflected in the Eichleay formula computed 

damages (Step 7) -$17,885 
Impact of replacement work not reflected in the Eichleay formula 

damages $107,525 

(9) Question the impact of replacement work or other substituted work not reflected 
in the Eichleay formula damages. 

Eichleay formula damages as audited (Step 4) $228,125 
Questioned costs: Impact of replacement work not reflected in the 

Eichleay formula damages (Step (8) $107,525 
Difference $120,600 

12-806 Presenting the Results of Audit of the Eichleay Computations 

The audit report presentation of the results of audit of the Eichleay formula should 
include the contractor’s computations, the audit computations and a discussion of the basis 
for the differences by each element of the formula. In addition, the report should include 
an assessment of the delay damages that separately analyzes the net impact of replacement 
work or other substituted work. 

The following is a suggested format for showing the results of audit of the contractor’s 
Eichleay formula computations, the determination of credits and replacement work. 

Questioned Costs Notes 
Contractor’s proposed Eichleay damages $XXXX 
Audit computed Eichleay damages (after ad
justing for formula errors) (12-805.1 - 2) XXXX 
Questioned costs due to errors in contractor’s 
computation of Eichleay damages $XXX 
Credit for fixed overhead on proposed or 
claimed direct costs or additional work (12
805.3) 

X 

Net impact of the replacement contract(s) not 
reflected in the Eichleay formula computed 
damages (12-805.4) 

XX 

Total questioned costs $XXX 

The notes should show all computations and the rationale for the adjustment to the 
contractor’s price adjustment proposal or claim. 
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12-807 Total Cost Method for Pricing Equitable Adjustments 

a. The total cost method is sometimes used by contractors as a basis for determining 
the cost of an equitable adjustment. Under the total cost method, a price adjustment 
represents the difference between the total cost upon which the contract price was based 
and the costs actually incurred in contract performance. This method does not consider 
that the bid may have been too low or that the additional costs may have been for rea
sons which are the responsibility of the contractor. To use this method, the contractor 
should prove that (1) the nature of the delay/disruption makes it impossible or highly 
impracticable to directly determine actual delay costs with a reasonable degree of accu
racy, (2) the bid was realistic, (3) the actual incurred costs were reasonable, and (4) the 
Government was responsible for the differences between bid and incurred costs. 

b. Total cost method calculations are often modified to eliminate some of the inher
ent inaccuracies found in the total cost method. This is the modified total cost method. 
The contractor may adjust the original bid and the actual performance costs to remove 
inaccurate bid costs or add in costs explicitly excluded in the original bid. Also, costs 
that are the responsibility of the contractor (contractor-caused delays) or are not the 
responsibility of the Government are removed from the actual costs. However, there is a 
risk that the contractor did not eliminate all costs that are not the responsibility of the 
Government. Most of the objections of the total cost method remain. See 12-704 for 
further guidance on the audit of the total cost method or the modified total cost method. 

12-808 Loss of Efficiency 

a. A contractor's request for damages for loss of efficiency or productivity relates to 
additional direct costs for material, equipment usage, and labor productivity and the asso
ciated indirect costs caused by actions or inactions of the Government. The loss of effi
ciency can be caused by acceleration of work, the addition of unscheduled work, or the 
disruption or delay of contract performance as scheduled. When there is a loss of efficien
cy caused by a delay in completion of the contract, the entitlement and quantum for the 
loss of efficiency are a separate element from the additional direct costs and unabsorbed 
overhead delay damages. However, auditors should be alert to any duplication of recovery 
of the same costs for loss of efficiency and delay damages. 

b. The following are some of the causes of loss of efficiency that relate mainly to con
struction contracts but which may also relate to production contracts: 
• Adverse weather conditions 
• Adverse job site conditions 
• Restricted access to a jobsite 
• Excessive safety inspections 
• Excessive change orders 
• Overtime on an extended basis 
• Out of sequence work 
• Out of scope work 

When a contractor is forced to perform work incompatible with adverse weather condi
tions due to Government actions or inactions (for example, performing welding tasks out-
of-doors during winter weather), the contractor's costs for loss of labor efficiency may be 
recoverable. Also, adverse job site conditions such as unexpected water seepage on a con-
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struction site, may cause loss of labor and equipment efficiency in performing certain op
erations. Assessment of the contractor's asserted damages under these circumstances and 
others will require a technical evaluation. Auditors should review the contractor's insur
ance policies for possible coverage of the damages to preclude duplicate recovery. 

c. The contract clauses generally used as the basis of the equitable adjustment include 
the Changes Clause (FAR 52.243-1), Changed Conditions (FAR 52.243-5), Suspension of 
Work (FAR 52.242-14), and Differing Site Conditions (FAR 52.236-2). Review the con
tract to determine whether it contains a clause that denies the contractor any right to re
cover damages because of a hindrance or delay in the progress of the contract work. 

d. Methods of computing the quantum basis of recovery include: 
• Total cost or modified cost (see 12-704) 
• Factors applied to direct labor, materials or equipment 
• Should cost analysis compared to actual costs 

Contractors may compute their damages by applying factors based on industry-wide stud
ies or standards, expert opinions, or should cost analysis compared to direct labor hours, 
material quantities or equipment usage that require technical evaluation. When the pro
posal or claim consists exclusively of damages for loss of efficiency, the auditor should 
propose to the contracting officer that the engagement be conducted as an agreed-upon 
procedures evaluation. For example, under an agreed-upon procedures evaluation, the 
auditor can verify the direct labor rates applied to additional labor hours estimated using a 
factor(s) that is evaluated by a technical specialist. Any adjustments (potential offsets) to 
the proposed or claimed amounts that are based on the procedures applied should be 
shown in the audit report (refer to 10-1101b). 
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12-900 Section 9 --- Claims for Extraordinary Relief 

This section discusses claims seeking extraordinary relief under 50 U.S.C. 1431
1435 (Public Law 85-804, as amended). 

a. The provisions of 50 U.S.C. 1431-1435 give the President power to authorize 
Government departments and agencies to enter into, amend, or modify contracts, 
without regard to other laws related to making, performing, amending, or modifying 
contracts, whenever such action would facilitate the national defense. 

b. Executive Order 10789, November 14, 1958, authorizes Government departments 
and agencies to exercise the contracting authority given by 50 U.S.C. 1431-1435. 

c. FAR Part 50 sets forth the policies and procedures for contract adjustments under 
50 U.S.C. 1431-1435. 

d. Examples of contract adjustments previously made under 50 U.S.C. 1431-1435 
include: 

(1) When loss under a contract impairs the contractor's ability to perform or act as a 
source of supply under a contract that is essential to the national defense, there may be an 
amendment without consideration. 

(2) Amendment or modification to correct or mitigate a mistake. 
(3) Amendment to formalize informal commitments to a person who took action 

without a formal contract. 
e. In addition to the specific cost information required for individual submissions, 

consider the following for use in the audit and/or report, particularly for claims brought 
under 50 U.S.C. 1431-1435: 

(1) The contractor's financial position based on the most current information availa
ble, and the potential effect on that position if contract performance continued to comple
tion. 

(2) Net working capital changes and changes in financial position since starting the 
contract. 

(3) A comparative statement of costs experienced under the contract and other simi
lar production. 

(4) The estimated costs to complete the contract. 
(5) The compensation paid to the contractor's key personnel. 
(6) The extent of financial assistance furnished by the Government (such as V-loans, 

advances, progress payments, and facilities). 
(7) Segregation of the profit-and-loss statement between commercial and Govern

ment business. 
(8) Any legal proceedings pending against the contractor. 
(9) Any unusual factors which may impair the contractor's ability (financial or other) 

to perform the contract. 
(10) Contract inventories and their value in case of default. 
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CHAPTER 13

13-000 Audits at Educational Institutions, Nonprofit Organizations, and Federally
Funded Research and Development Centers (FFRDCs)

13-001 Scope of Chapter

This chapter provides auditors with an overview of their audit and reporting re-
sponsibilities at educational institutions, nonprofit organizations, and Federally Fund-
ed Research and Development Centers (FFRDCs). Sections 1 through 7 provide an
overview of Office of Management and Budget (OMB) Circular No. A-133, "Audits
of States, Local Governments, and Nonprofit Organizations." Section 8 provides
guidance for audits at nonprofit organizations. Section 9 provides guidance for audits
at DoD sponsored FFRDCs. Auditors may electronically access and/or download sec-
tions of the OMB Circulars from the OMB web site at
http://www.whitehouse.gov/omb/circulars/ or through DCAA’s Intranet under Refer-
ence Materials, Useful Audit Links.

13-100 Section 1 --- Cognizance of Cost Negotiation and Audit at Educational
Institutions and Nonprofit Organizations

13-101 Introduction

a. This section describes how cost negotiation and audit cognizance at educational
institutions and nonprofit organizations is assigned to federal agencies under 2 CFR Part
220; 2 CFR Part 230; and OMB Circular A-133.

b. This section also explains the effects of the Single Audit Act of 1984 and the Sin-
gle Audit Act Amendments of 1996 on audit responsibilities and audit cognizance.

13-102 Assignment of Cognizance to Federal Agencies

a. The Office of Management and Budget (OMB), in the Executive Office of the Presi-
dent, controls interagency arrangements for cognizant agency assignments at educational
institutions and nonprofit organizations.

b. The criteria for determining cost negotiation cognizance at an educational institu-
tion are contained in 2 CFR Part 220; similar criteria for a nonprofit organization are
contained in 2 CFR Part 230. The criteria for determining audit cognizance at both edu-
cational institutions and nonprofit organizations are contained in OMB Circular A-133.

13-102.1 Cost Negotiation Cognizance at Educational Institutions

a. See 2 CFR, Part 220, Appendix A, Section G.11. Cost negotiation cognizance is
assigned either to the Department of Health and Human Services (DHHS) or to DoD,
normally depending on which department (Agency) provides more funds to the education-
al institution. If neither DHHS nor DoD provides funds (i.e., another federal agency is
providing the funding), assignment will default to DHHS. Other arrangements for cogni-
zance may be made based on mutual agreement between DHHS and DoD. The cognizant

http://www.whitehouse.gov/omb/circulars/
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agency assignment period is five years. At five year intervals the funding pattern from
federal agencies will be revisited, and if appropriate, cognizant agency reassignments will
be made.

b. The federal agency assigned cost negotiation cognizance is responsible for negotiat-
ing and approving facilities and administrative (F&A) rates at an educational institution on
behalf of all federal agencies. (At educational institutions the term “F&A rates” is used in
place of “indirect cost rates.” F&A is used in 2 CFR Part 220 to more accurately describe
the type of cost pools that exist at educational institutions). The responsibilities of the
cognizant agency also include: resolving questioned costs; overseeing changes needed to
correct contractor system deficiencies; and addressing concerns of other federal agencies.

c. Within DoD, the Office of Naval Research (ONR) is responsible for cost negotiation
at educational institutions. ONR furnishes results of negotiations to other federal organiza-
tions which have awarded grants or contracts to the institutions for which ONR has cogni-
zance.

13-102.2 Cost Negotiation Cognizance at Nonprofit Organizations

See 2 CFR, Part 230, Appendix A, Section E. As with educational institutions, the
cognizant agency for negotiations at nonprofit organizations is the federal agency which
provides the most funding. However, cognizance is not limited to DHHS and DoD, and
there is no requirement to revisit the cognizant agency assignment at five year intervals.
Cognizance over a nonprofit organization will not be changed unless there is a major shift
in the dollar volume of the federal awards to the nonprofit organization. The responsibili-
ties of the cognizant agency at nonprofit organizations are similar to those at educational
institutions.

13-102.3 Audit Cognizance at Educational Institutions and Nonprofit Organizations

a. See OMB Circular A-133, Subpart D. OMB will assign a single federal agency as the
cognizant agency for audit to each entity receiving federal awards totaling more than $50
million a year. The cognizant agency for audit is ordinarily the Inspector General (IG). A
determination of the cognizant agency for audit is made every five years.

b. Entities to which OMB has not assigned a cognizant agency will be under the general
oversight of the federal awarding agency providing the predominant amount of direct fund-
ing. When there is no direct funding, the federal agency with the predominant indirect
funding shall assume the oversight responsibilities.

c. The responsibilities of the cognizant agency for audit include:
(1) ensuring that audits are timely and otherwise in accordance with the require-

ments of OMB Circular A-133;
(2) providing technical audit advice and liaison to auditees and auditors;
(3) conducting quality control evaluations of selected non-federal audits;
(4) advising the non-federal auditor and/or auditee of any audit findings;
(5) ensuring resolution of audit findings and recommendations that affect agency

programs; and
(6) coordinating resolution of findings that affect more than one federal agency.

d. The responsibilities for audit cognizance and indirect cost negotiation are different;
therefore, the same federal agency may not be cognizant for both. While OMB expects
that the federal agency responsible for audit cognizance and cost negotiation cognizance
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will be the same in many instances, when they are different, the federal agencies involved
are expected to coordinate their efforts to avoid duplication and disruption to the auditee.

13-102.4 Special Audit Procedures When DoD is Not the Cognizant Agency for Audit

a. See 1-300 for guidance related to federal audit cognizance. When a non-DoD agency
has federal audit cognizance over an auditee subject to OMB Circular A-133 audits,
DCAA generally has no audit role at that auditee, unless cross-servicing arrangements
(15-100) have been made with the non-DoD agency.

b. OMB Circular A-133 Audit Services for NASA. As part of providing OMB Circular
A-133 audit services to NASA, DCAA will furnish the NASA Office of Inspector General
staff access to Agency working papers at all locations where NASA is the cognizant audit
or oversight agency as determined by Section .400(a) of OMB Circular A-133. As part of
its responsibilities as the cognizant audit or oversight agency, the NASA IG staff will co-
ordinate with DCAA on any draft desk review or quality control evaluation recommenda-
tions impacting DCAA, prior to communicating the results to the auditee. Issues pertain-
ing to contract audit policy identified by NASA will be forwarded to the DoDIG for
consideration in carrying out its overall responsibilities of overseeing DCAA’s audit work.

c. Other Audit Services for Non-DoD Organizations. If HHS or other non-DoD agency
declines or is unable to provide the audit services DoD requires, DCAA can provide the
services if:

 A DoD contracting officer specifically requests DCAA audit services in writing,
and

 The cognizant HHS office or other non-DoD audit office provides written approval
of DCAA performance of the requested audit services.

Ordinarily, DCAA audit services in such instances will be limited to audits of price pro-
posals, public vouchers, or specific DoD program costs. When performing these services,
the auditor should coordinate with cognizant federal auditors and the auditee's independent
public accountant to the maximum extent possible.
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13-200 Section 2 --- Title 2, Code of Federal Regulations (CFR), Subtitle A, Chapter
II, Office of Management and Budget (OMB) Circulars and Other Federal

Regulations Applicable to Educational Institutions, Nonprofit Organizations, and
Federally Funded Research and Development Centers (FFRDCs)

13-201 Introduction

This section (i) describes the common types of federal awards and (ii) introduces the
principal Office of Management and Budget (OMB) Circulars and other regulations appli-
cable to educational institutions, nonprofit organizations, and FFRDCs.

13-202 Types of Federal Awards

a. “Federal awards” as defined by OMB Circular A-133 means (i) federal financial
assistance and (ii) federal cost-reimbursement contracts that auditees receive directly from
federal awarding agencies or indirectly from pass-through entities. A pass-through entity
is a non-federal entity that provides federal awards to a subrecipient to carry out a federal
program. Federal financial assistance is assistance that auditees receive in the form of
cooperative agreements, grants, loans, loan guarantees, property (including donated sur-
plus property), interest subsidies, food commodities and other assistance.

b. The federal awarding agency typically uses a grant or cooperative agreement when
the principal purpose of the transaction is to stimulate or support research and develop-
ment for a public purpose. Contracts are typically used when the principal purpose of the
instrument is to acquire property or services for the direct benefit or use of the Federal
Government.

c. Coordination and correspondence for requested and self-initiated audits at educa-
tional and nonprofit organizations are critical for the effective use of audit resources. See
4-103 for guidance.

13-203 Title 2 CFR Part 220 (formerly OMB Circular A-21) - “Cost Principles for
Educational Institutions”

Title 2 CFR Part 220 establishes principles for determining allowable costs of grants,
contracts, and other agreements with educational institutions. The 2 CFR Part 220 cost
principles are incorporated by reference at FAR Subpart 31.3, and the allowability of costs
on contracts for which FAR Subpart 31.3 is applicable will be determined by 2 CFR Part
220. DCAA audit reports and correspondence covering non-DoD awards should cite the
cost principles provided for in the agreement as the authoritative regulation.

13-204 Title 2 CFR Part 215 (formerly OMB Circular A-110) - “Uniform
Requirements for Grants and Agreements with Institutions of Higher Education,
Hospitals, and Other Nonprofit Organizations”

a. Title 2 CFR Part 215 establishes, among other pertinent financial management re-
quirements guidelines for the uniform administration of grants and other agreements
awarded to educational institutions, hospitals, and other nonprofit organizations. 2 CFR
Part 215 does not apply to the administration of contracts, which is covered by the FAR.
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b. Auditors shall consider the applicable administrative requirements of 2 CFR Part
215 in single audits conducted in accordance with OMB Circular A-133 (see 13-207).
Examples of 2 CFR Part 215 administrative requirements include:

(1) cost sharing (2 CFR Part 215.23) - this section provides standards for the audi-
tee to satisfy when requirements related to cost sharing or matching and level of effort are
contained in grants and other agreements; and

(2) property standards (2 CFR Part 215.30) - this section provides standards gov-
erning management and disposition of Government property.

13-205 Title 2 CFR Part 230 (formerly OMB Circular A-122) - “Cost Principles for
Nonprofit Organizations”

Title 2 CFR Part 230 establishes principles for determining allowable costs of grants,
contracts and other agreements with nonprofit organizations as defined by the circular (see
13-800). The 2 CFR Part 230 cost principles are incorporated by reference at FAR Subpart
31.7, and the allowability of costs under contracts to which FAR Subpart 31.7 applies will
be determined by 2 CFR Part 230. Appendix C of 2 CFR Part 230 contains a list of non-
profit organizations that are not subject to 2 CFR Part 230.

13-206 Title 2 CFR Part 225 (formerly OMB Circular A-87) - “Cost Principles for
State, Local, and Indian Tribal Governments”

Title 2 CFR Part 225 establishes principles and standards for determining costs for Fed-
eral awards carried out through grants, cost reimbursement contracts, and other agreements
with state and local governments and federally-recognized Indian tribal governments (gov-
ernmental units).

13-207 OMB Circular A-133 - “Audits of States, Local Governments, and Nonprofit
Organizations”

OMB Circular A-133 sets forth standards for obtaining consistency and uniformity
among Federal agencies for the audit of states, local governments, and non-profit organi-
zations expending Federal awards. OMB Circular A-133 defines the term “nonprofit or-
ganizations” to include educational institutions and hospitals. Indian tribes are included
within the definition of “State” under OMB Circular A-133. The circular applies to
FFRDCs, but excludes contracts to operate Government-owned, contractor operated facili-
ties (GOCOs).

13-207.1 Effective Date and Audit Threshold

a. OMB Circular A-133 dated June 24, 1997 implements the Single Audit Act
Amendments of 1996), supersedes the prior versions of OMB Circular A-133 dated March
1990 and April 1996, and rescinds OMB Circular A-128. The 1997 version is effective for
audits of fiscal years beginning after June 30, 1996.

b. OMB Circular A-133 requires auditees that expend $500,000 or more in federal
awards in a year to have a single or program-specific audit. Section 105 of OMB Circular
A-133 defines “single audit” as an audit which includes both the entity’s financial state-
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ments and the federal awards. Section 105 also defines “program-specific audit” as an
audit of one federal program as provided for in sections .200(c) and .235. A program-
specific audit cannot be performed as part of the A-133 audit unless certain conditions are
satisfied (Subpart B, section .200(c)).

13-207.2 Audit Reporting and Due Dates

a. OMB Circular A-133 requires auditors to issue reports on three parts of an auditee’s
operation:

(1) financial statements,
(2) internal control, and
(3) compliance with laws and regulations.

b. The auditee must submit a “reporting package” to a designated federal clearing-
house. The due date for submitting the reporting package is nine months after the end of
the period audited. However, the nine month reporting requirement is not effective until
audits of fiscal years beginning after June 30, 1998. This allows entities to continue to
submit their reporting package under the previous requirement i.e., 13 months after the
end of the period to be audited. It is imperative that FAOs work with the cognizant agency
for audit (see 13-102.3) to ensure DCAA receives timely submissions.

13-208 OMB Circular A-133 Compliance Supplement

a. The Compliance Supplement to OMB Circular A-133 identifies federal require-
ments and suggests procedures for auditing internal control and testing compliance with
laws and regulations. The compliance supplement is published annually. Auditors
should use the supplement in effect for the recipient’s fiscal year being audited. To en-
sure the supplement keeps pace with changing federal requirements, federal agencies
are required to inform OMB annually of any updates that are needed to the supplement.
As the compliance supplement is updated and reissued by OMB, Headquarters (PPD)
will disseminate the document to the field, typically in the spring of each year. Howev-
er, auditors may also electronically access and/or download sections of the compliance
supplement from the following address: http://www.whitehouse.gov/OMB.

b. The supplement identifies compliance requirements that the Federal Government
expects to be considered as part of an audit in accordance with OMB Circular A-133.
The supplement provides the auditor with audit objectives and procedures for the Feder-
al programs listed in the supplement. Auditors are required to follow the provisions of
OMB Circular A-133, and shall consider the compliance supplement, and the various
laws and regulations impacting auditees, in determining the compliance requirements
that could have a direct and material impact on the Federal programs subject to audit
(see 13-706).

c. In developing audit procedures to test compliance with the requirements of Federal
programs, the auditor should refer to Part 2 of the supplement, “Matrix of Compliance
Requirements,” to identify which of the 14 types of compliance requirements described in
Part 3 of the supplement, “Compliance Requirements,” are applicable. For the audit of
programs not included in the supplement, auditors should refer to Part 7 of the supplement
for guidance.

d. When planning the audit, OMB Circular A-133 requires the auditor to apply the
concept of materiality to each major program rather than to all the major programs com-
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bined. Once the applicable compliance requirements are identified, the auditor must then
determine which compliance requirements will be tested and reported on. Using profes-
sional judgment, the auditor will determine which compliance requirements have a direct
and material effect on each major Federal program to be tested. Also, the auditor must
consider the possibility that an auditee may not have any activity subject to a specific type
of compliance requirement.

e. Part 3 of the supplement lists and describes the 14 types of compliance requirements
and the related audit objectives that the auditor should consider in every OMB Circular A-
133 audit. The suggested audit procedures in the supplement are broadly written to apply
to many different Federal programs administered by many different auditees. Auditor
judgment is necessary to determine whether the generally stated audit procedures are suf-
ficient to achieve the audit objectives of a particular audit assignment or whether addition-
al or alternative audit procedures are necessary for that assignment.

13-209 Cost Accounting Standards at Educational Institutions

The CAS Board’s rules, regulations, and standards at 48 CFR 9905 apply to education-
al institutions receiving a negotiated federal contract or subcontract award in excess of
$650,000. 48 CFR 9905 does not apply to contracts awarded for the operation of Federally
Funded Research and Development Centers (FFRDCs), since they are already subject to
the standards at 48 CFR 9904.

13-209.1 Applicable Cost Accounting Standards at Educational Institutions

a. 48 CFR 9905 contains the following four standards that apply to educational institu-
tions receiving negotiated contracts in excess of $650,000 (These standards contain essen-
tially the same requirements prescribed in CAS 401, 402, 405, and 406):

(1) CAS 501, Consistency in estimating, accumulating and reporting costs
(2) CAS 502, Consistency in allocating costs incurred for the same purpose
(3) CAS 505, Accounting for unallowable costs
(4) CAS 506, Cost accounting period

b. CAS 501, 502, and 505 are applicable upon receipt of a CAS-covered contract. CAS
506 is applicable beginning with the first full fiscal year after receipt of a covered contract.

13-209.2 Disclosure Statement - Basic Requirements at Educational Institutions

a. A Disclosure Statement Form CASB DS-2 must be submitted before contract award,
if the institution receives:

(1) A single CAS-covered award of $25 million or more, or
(2) $25 million in CAS-covered net awards during the most recent cost accounting

period, provided that at least one award exceeded $1 million, or
(3) A CAS-covered award in excess of $650,000 if the institution is one of the top

99 recipients of federal awards listed in Exhibit A of 2 CFR, Part 220 Appendix A; and in
its most recently completed year received $25 million or more in federal contract and fi-
nancial assistance awards (i.e., contracts, grants, and cooperative agreements)

b. FFRDC CAS-covered contracts are not included when determining the educational
institution's prior year awards (see 48 CFR 9903.201-2(c)(4)).
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13-209.3 CAS Clause for Educational Institutions

The CAS clause at 48 CFR 9903.201-4(e) applies to all negotiated contracts in excess of
$650,000 with educational institutions. FFRDCs operated by educational institutions are not
subject to 48 CFR 9903.201-4(e). The clause requires institutions to comply with the CAS in
48 CFR Part 9905, and file a Disclosure Statement, if required by 48 CFR 9903.202-1(f).
The clause also provides for equitable adjustments to contracts when an accounting principle
amendment mandated under 2 CFR Part 220 requires that the institution change its estab-
lished accounting practices.

13-209.4 CAS Administration for Educational Institutions

The CAS administration provisions for educational institutions are contained in 48
CFR 9903.201-7 & 9903.202-6:

a. To the maximum extent possible, the cognizant federal agency shall take the lead
role in administrating the CAS requirements. The cognizant federal agency is usually the
federal agency responsible for negotiating indirect cost rates on behalf of the Government.
Administration of the CAS requirements on a contract-by-contract basis by individual
contracting officers is discouraged.

b. Agencies acting as the cognizant federal agency are required to prescribe regulations
establishing responsibility for making adequacy determinations on submitted Disclosure
Statements.

13-209.5 CAS Audits at Educational Institutions with Predetermined Fixed Indirect
Rates

At DoD cognizant educational institutions with predetermined fixed indirect cost rates
(see 13-605), the auditor will not self-initiate any CAS compliance or disclosure statement
adequacy audits. In those infrequent instances when the contracting officer specifically
requests DCAA audit services, the auditor will build upon the independent public ac-
countant’s single audit work to preclude any duplicate audit effort and will perform no
audit work other than that specifically requested.

13-210 Regulations at Educational Institutions

a. DFARS 231.3 applies the limitation on allowable compensation at DFARS 231.205-
6(a)(2)(i) and (ii) to contracts with educational institutions. Although 2 CFR Part 220 ap-
plies a 26 percent limitation on administrative costs, DFARS 231.1 prohibits its applica-
tion to DoD contracts awarded on or after November 30, 1993. However, the cognizant
administrative contracting officer may waive this prohibition if the educational institution
requests the waiver in order to simplify its overall management of cost reimbursements
under DoD contracts.

b. FAR Part 35/DFARS Part 235 contain information and procurement procedures of
special application to federal and DoD research and development contracts. FAR
35.003(b) implements the provisions of 2 CFR Part 215 on cost sharing for both profit and
nonprofit DoD auditees. DFARS 235.015-70 provides guidance on special use allowances
for research facilities acquired by educational institutions which constitute an exception
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under limited and rare circumstances to FAR 31.3. FAR 35.014 provides for the transfer
of title to equipment to nonprofit educational or research organizations. Title to equipment
purchased with scientific research funds shall be vested in the auditee (or DoD grantee
organization per DoD Directive 3210.2) in accordance with the guidelines contained in
FAR 35.014. The regulations allow the auditee to automatically acquire and retain title to
equipment costing less than $5,000 (or a lesser amount established by agency regulation)
when the auditee has the advance approval of the contracting officer. When title to equip-
ment is vested in it, the auditee must agree, as a condition to taking title, that no charge
will be made to the Government for any depreciation, amortization, or use charge with
respect to such equipment under any existing or future Government grant or contract. FAR
Subpart 45.5/DFARS Subpart 245.5 provides guidance for the management of Govern-
ment property in the possession of nonprofit organizations.

c. FAR 42.705-3(b)(6) allows for the use of multi-year predetermined indirect cost
rates for DoD awards with educational institutions. The multi-year rate can be used for a
period of not more than four years. See 13-605.b for additional guidance on advising the
contracting officer regarding the suitability of an institution for multi-year predetermined
fixed rates.
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13-300 Section 3 --- General Concepts for Audit of Costs at Educational Institutions

13-301 Introduction

This section presents general concepts in the audit of costs and the evaluation of
related managerial policies, procedures, and practices at universities which influence
and control the level of costs.

13-302 Audit Objective

The audit objective in the DCAA audit of an educational institution is to ascertain
that costs included in claims and financial reports under Government agreements are
reasonable, fairly presented, appropriately charged or allocated, and determined in ac-
cordance with the terms of the agreements and applicable regulations.

13-303 Educational Institution Accounting Systems

a. A major difference between the accounting systems of industrial organizations
and educational institutions is the emphasis in the latter on fund accountability and on
maintenance of identity of restricted vs. general operating funds. Nevertheless, the
auditor should expect to find modern accounting techniques and management practic-
es being used by institutions in keeping with their responsibilities for recording the
costs of individual Government grants and contracts.

b. Institutional balance sheets are normally set up by basic fund groups. Income state-
ments reflect sources of income, such as tuition, gifts, investments, sponsored research,
dining, student housing, etc. Expense statements show costs of operations generally segre-
gated by academic departments, general and administrative, plant operations, auxiliary
services, and organized research. The latter grouping does not include unsponsored, non-
budgeted departmental research activities. These are not separately accounted for and are
treated as part of departmental instructional activities.

c. In addition to the general standards for selected items of cost in 2 CFR Part 220,
some agreements specify which types of expenditures may be treated as direct costs or
establish limitations on the allowable amount of certain direct cost items. The institutions
are responsible for the proper preparation of claims under contracts and reports of expend-
itures required under grants. Accounting systems and related administrative practices and
controls must be adequate so that the institution recognizes and complies with the provi-
sions on its various Government agreements.

d. The institution's accounting system must also be adequate to meet the requirement
for documentation of the institution's contributions under cost-sharing provisions of
grants.

13-304 Audit Planning Data – Educational Institutions

a. To plan the audit adequately, the auditor should:
(1) Become acquainted with the total volume of auditable agreements, the magni-

tude and type of various sponsored programs, and the extent to which various schools,
departments, or other cost centers of the institution are involved.
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(2) Solicit a list of the institution's open agreements indicating the type of contract
or grant, the amount, and the awarding agency.

(3) Arrange for the grantee to furnish, for each fiscal year, a statement of fund
transactions, a summary statement of costs incurred on grants by cost element or category
as reflected in the grantee's records, and a listing of grants in effect during the fiscal year.

b. Where a listing of contracts and grants would be voluminous or unduly time con-
suming for the institution to extract from its records, a summary would be sufficient. If
the institution does not agree to furnish the foregoing, the auditor should prepare the
data from the institution's records if this can be done with a minimum of audit effort.
Otherwise, in the case of grants, the auditor should promptly notify the cognizant re-
gional auditor to take appropriate action through DHHS channels to obtain the required
information.

c. Under AID contracts, if the contractor does not furnish the data, and more than
minimum effort is required to obtain it from the records, the auditor should promptly
notify the Office of Audit (AG/AUD), Washington, DC 20523, to take appropriate ac-
tion through AID channels to obtain the required information. In this instance, the audi-
tor will not attempt to perform the audit until the information is obtained from the con-
tractor.

d. As a minimum, the auditor should obtain some approximate estimate of the fore-
going information for planning an all-inclusive audit scope and for measuring materiali-
ty and to satisfy certain reporting requirements as discussed in 13-700. The auditor
would also use this information to ascertain the extent to which audit conclusions
reached on the adequacy of internal controls, reliability of the accounting system, etc.,
can be applied to the various areas of performance; for example, whether previous audit
opinions concerning an institution's centralized procurement system are applicable to a
laboratory with autonomous responsibility for purchasing extensive specialized research
materials or equipment, or whether additional audit steps should be provided in the pro-
gram.

13-305 Observation of Performance Areas

13-305.1 Areas of Research Performance

a. The auditor should visit the major areas of research performance accompanied by
a technical representative of the educational institution and a representative from the
Government technical office. By observation and inquiry the auditor should acquire an
understanding of the types of research performed and the schools involved, with the
view of establishing the relative percentages of space and facility utilization as between
instruction (including departmental research) and organized research. Space utilization
applicable to other institutional activities is usually readily determinable.

b. The knowledge so acquired will be a factor in the auditor's later audit of the relia-
bility of the organized research and instructional space utilization data used by the insti-
tution to support the allocation of (1) use charges and (2) plant operation and mainte-
nance costs. Where a previously prepared schedule of space utilization is available, the
reasonableness of the institution's determinations may be tested during the auditor's
physical inspection of the research facilities.
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c. The auditor's visit should be scheduled or repeated so that the observation takes
place when representative activities are in process. For example, do not visit the re-
search facility for this purpose during the summer vacation period, if the level of re-
search activity is not typical of the normal academic period.

13-305.2 Areas of Nonresearch Performance

a. Similar observations should be made at institutional locations where a significant
amount of work under nonresearch agreements is being performed.

b. Many on-campus costs will not apply to Government agreements performed off-
campus. This may also be true in the case of agreements performed in certain on-
campus or near-campus laboratories or research areas which are practically autonomous
in that their research activities are not supervised by deans or instructional department
heads, and they maintain their own administrative, purchasing, personnel, and account-
ing staffs.

13-306 Treatment of Costs Applicable to Instruction

It is implicit throughout the 2 CFR Part 220 cost principles dealing with identifica-
tion, apportionment and allocation of costs that instructional costs, including depart-
mental research, are to be differentiated from the costs of sponsored, organized re-
search. The auditor should treat instructional costs as not allowable under research
agreements, except as they may be specifically provided for by the terms of a research
agreement.

13-307 Audit Approach and Coordinated Audits at Educational Institutions

a. DCAA audits at educational institutions should be performed on a comprehensive
basis in the depth and scope required by the materiality of the total group of auditable
Government agreements. At many larger institutions, considerable audit complexity may
arise from diversity in the services procured or activities sponsored through the Govern-
ment agreements and differences in the types and provisions of the agreements them-
selves. Even in such circumstances, the best application of audit resources would normally
be:

(1) the evaluation of the reliability of the centralized administrative and financial
controls, including the accounting system, which affect the incurrence and recording of
costs, and

(2) the testing of selected transactions.
b. Various agreements may have different provisions requiring prior approval by the

awarding agency before the institution makes designated types of expenditures, or they
may set other limitations on certain transactions. It is not desirable for the audit program
to include an exhaustive audit of research grants to determine what special provisions ex-
ist. Instead, the focus should be on the adequacy of the institution's own procedures and
controls for ascertaining its obligations under any special provisions in the agreements and
for assuring compliance. This may be an appropriate auditable area for purposes of audit
planning (as discussed in the DCAA Management Information System).

c. The auditor should brief the contracts (3-300) and any other agreements where spe-
cific individual attention is required in other parts of this manual.
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13-308 Basic Audit Procedures

13-308.1 Use of Permanent Files

As a preliminary step in performing the audit, review the information contained in the
permanent file (see 4-405). Update this information as necessary on the basis of the cur-
rent audit and evaluation of the accounting and financial procedures for recording and
reporting costs and activities relating to agreements.

13-308.2 Comparison of Agreement Provisions with Institution Policies

a. To determine whether the institution's system provides for the proper recording of
costs, the auditor should review the agreements in effect and related policy statements and
policy manuals of the activity awarding the agreement. These policies, in most instances,
specify that direct costs will be allowed in accordance with the principles contained in 2
CFR Part 220. However, there may be some exceptions and, in addition, institutions may
incur costs which are not specifically covered by those provisions. Where the costs are not
specifically covered in the circular or in the manuals of the awarding activity, the auditor
should determine their allowability to the agreements being performed on the basis of the
general principles included in the circular.

b. While changes in an approved budget applicable to an agreement generally require
prior approval, the awarding activities' policy manual generally affords the institution
some latitude in rebudgeting expense items.

13-308.3 Evaluation of Cost Sharing and Matching Compliance

a. Direct audit effort in connection with cost-sharing provisions of research agree-
ments should be directed toward determining whether the institution's procedures pro-
vide for the identification and proper accountability of its cost-sharing obligations under
each agreement and that controls are established to assure that the institution contributes
its share of the costs of performance of the agreement (2 CFR Part 215). Test the effec-
tiveness of the accounting and internal controls established with respect to cost-sharing
by examining expenditures under selected grants.

b. The auditor should ascertain that the costs applicable to the grantee's contribution
are not charged directly or indirectly to other Government agreements. Costs which are
not allowable under cost principles applicable to the agreement may not be included in
the institution's cost contribution (FAR 35.003(b), DoDI 3210.2, and 2 CFR Part 215).

13-308.4 Use of Statistical Sampling

Statistical sampling techniques are particularly useful under the comprehensive ap-
proach. All agreements affected by the particular auditable area under evaluation should
generally be considered as a single universe for the purposes of sampling, whether con-
tract or grant, DoD or non-DoD. For developing appropriate audit recommendations and
follow-up actions, appraise the results of the tests carefully to determine whether the
deficiencies disclosed: (1) represent a specific procedural weakness which applies
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across the board to all agreements, including grants, or to particular categories of
agreements, (2) indicate that the institution's records cannot generally be considered
accurate or reliable, or (3) represent isolated errors applicable only to the individual
transactions tested or to the individual agreement(s) represented by the deficient trans-
actions.

13-309 Special Procedures Relating to Grants

a. Audit procedures relating to grants and other agreements with educational institu-
tions are the same and should be integrated where practical into a comprehensive audit
of the institution. Supplement audit coverage to the extent that specific audit emphasis
is requested or that special provisions are contained in the agreement or outlined in any
manuals on cost determination that grantors or contracting organizations might provide.

b. Issue reports on grants only on request or in accordance with the agreements with
other agencies. (13-700 contains guidance on special reporting procedures applicable to
grants.) There is an exception. A report will be issued when the auditor becomes aware,
during the performance of normal audit procedures, of deficiencies on the part of the
institution which have a significant effect on the cost of one or more grants even though
a request for audit has not been made. For example, while evaluating the accounting
system, the auditor may have encountered a deficient practice in the allocation of indi-
rect costs which tends to produce inequities in the costing of grants. Or, the auditor may
have noted erroneous charges to particular grants in a random sample of transactions
performed to test voucher distribution controls. In such cases, notify the grantor prompt-
ly of significant deficiencies or errors by a report which also includes an estimate of the
financial effect of the deficiencies on the grants and the amount of questionable costs on
particular grants, if this can be readily computed.

13-310 Procedures for AID Contracts

Agency for International Development (AID) contracts incorporate cost principles in
the FAR which should be used as the framework for determining contract costs, although
the services rendered may not always be in the nature of research. In AID contracts which
do not contain the CAS clause, special provisions may allow as direct costs certain items
normally included in indirect costs. Special cost determination procedures in AID con-
tracts are summarized as follows:

(1) For AID contracts, indirect costs are provisionally reimbursed at rates as pro-
vided in the contract. However, final adjustment to actual allowable indirect costs is based
on rates negotiated by the AID Office of Contract Management of the Bureau for Program
and Management Services after receiving the auditor's advisory comments on the contrac-
tor's proposed final rates for AID contracts. The rates negotiated by AID are the author-
ized new provisional rates for subsequent periods until new rates are negotiated.

(2) AID contracts may also provide for reimbursement of indirect costs through the
use of predetermined fixed rates.

(3) Since the basic audit data developed for the annual indirect cost report on DoD
contracts is used to determine costs applicable to AID work, the auditor should ascertain
that the contractor has made all adjustments required because of any special provisions of
AID contracts.
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13-400 Section 4 --- Audit of Direct Costs at Educational Institutions

13-401 Introduction

This section presents audit guidance for auditing direct costs distributed to organized
research, instruction, and other institutional activities.

13-402 Definition of Direct Costs

Direct costs are defined in 2 CFR, Part 220, Appendix A, Section D as those costs
that can be identified specifically with a particular sponsored project, an instructional
activity, or any other institutional activity, or that can be directly assigned to such activ-
ities relatively easily with a high degree of accuracy. Identifiable benefit to the spon-
sored work, rather than the nature of the goods and services involved, is the determining
factor in distinguishing direct from indirect costs of sponsored agreements.

13-403 Direct Costs by Agreement or by Group of Agreements

a. When a particular project is an individual Government agreement, accounting
complexity is at a minimum. The main audit considerations are adequacy of documenta-
tion, correct account coding, reasonableness of cost, and conformity with terms of the
agreement and provisions of applicable regulations.

b. Occasionally, an institution's accounting system may provide for cost objectives
which accumulate the direct costs of more than one related agreement. A further distri-
bution is made to the individual agreements as direct costs. Examples are special facility
or scientific discipline level project costs. These costs might include such items as sala-
ries and wages, common materials and supplies, etc., used in connection with a project
which is comprised of more than one agreement. Additional audit considerations, be-
sides those mentioned in the preceding paragraph, are the equity of the method of dis-
tributing the project costs to individual agreements; the consistency of the institution's
treating similar common costs by the same distribution methods; and the preservation of
the identity of any kinds of costs which are subject to limitation or exclusion by the
terms of the agreements.

13-404 Treatment of Certain Common Costs as Direct

a. Some types of expense which are traditionally regarded as indirect in nature can
be treated as direct costs when a benefit to individual Government agreements can be
specifically identified and an equitable method of charging the cost is followed consist-
ently. The cost of fringe benefits and pension plans is an example. These should be ap-
plied to direct costs as well as to the various indirect cost groupings to which salaries
and wages are charged. The portion applied to direct salaries and wages may also be
treated as direct costs.

b. Assure that any special distribution methods applied do not tend to produce a re-
covery of more than actual costs and that any limitations on indirect costs are not cir-
cumvented. Sabbatical leave costs may require special consideration (see 2 CFR, Part
220, Appendix A, Section J.40).



1316 March 26, 2015
13-405

DCAA Contract Audit Manual

13-405 Basic Tests of Direct Costs

Perform audit tests of direct costs in accordance with Chapter 6.
a. Test items of direct costs to ascertain whether the institution has complied with the

policy and principles set forth in the awarding activity's manuals and in the terms of the
agreements, with regard to the control, incurrence, and recording of these costs. If these
tests disclose instances of inadequate controls, incurrence of unallowable costs or inac-
curate recording, make further tests sufficient to reach a definitive conclusion as to the
nature and extent of the deficiencies.

b. The audit tests may indicate a lack of adequate supporting data if the auditor can-
not assure the validity or accuracy of the accounting records relating to a particular ele-
ment of cost under all agreements or specific categories of agreements. In such instanc-
es, obtain sufficient information to clearly show the nature and applicability of the
deficiencies and the action recommended to correct the conditions.

c. The results of the test, coupled with the use of statistical projection techniques,
may permit the auditor to determine a dollar amount or percentage disapproval which
can be applied to an element of cost incurred under all agreements generally, or under
agreements in a specific category. This is usually feasible where the cost disapproval is
related to a procedural weakness in the institution's accounting controls or system which
causes a definite pattern of unallowable costs to be recorded in a fairly uniform manner
to all agreements, or a particular category of agreements. An example of this type of
weakness would be the contractor's failure to credit material costs with purchase dis-
counts, either actually taken or reasonably available but not actually taken.

d. As a further possibility in some instances, the deficiencies disclosed may not be
related to a prevalent procedural weakness, but may occur in irregular fashion as isolat-
ed recording errors without any particular pattern being evident. In such a case, make
sufficient tests to conclude whether the unallowable costs disclosed by the tests relate
only to isolated agreements.

13-406 Compensation for Personal Services at Educational Institutions

13-406.1 Audit Objective

Generally, compensation for personal services, including fringe benefits and pension
plan costs, is a significant percentage of total costs. The basic audit objective is to de-
termine that the total compensation to individual employees, including fringe benefits
and pension plan costs, is reasonable for the services rendered, conforms to the estab-
lished policy of the institution, and is charged to Government agreements in an equita-
ble manner consistent with the provisions of 2 CFR, Part 220, Appendix A, Section
J.10.

13-406.2 Basic Audit Procedures

In accomplishing the audit objective, the auditor should be guided by the procedures
which are briefly described below:
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a. Lack of an acceptable written policy on personnel classification, qualification re-
quirements, promotions, salary scales, outside activities, vacation, and sick leave is a defi-
ciency which should be remedied promptly by the institution.

b. Amounts charged directly or indirectly to organized research for personal ser-
vices, except stipulated salary support, should be based on institutional payrolls which
have been approved and documented in accordance with institutional practices. Stipu-
lated salary support is a fixed or a stated dollar amount of the salary of professional or
other professional staff involved in the conduct of research which the Government
agency agrees in advance to reimburse an educational institution as a part of sponsored
research costs. The amounts stipulated for salary support will be treated as a direct cost.
The provision for stipulated salary support will not be used for educational service
agreements.

c. Determine that salary charges for work performed by faculty members on Govern-
ment sponsored agreements within the regular academic year do not exceed a proportion-
ate share of each individual faculty member's base salary. Similarly, for work performed
outside the academic year or during the regular academic year but in excess of the regular
departmental workload, salary charges for individual faculty members should be at rates
not in excess of their base salary rates, unless provided for by the agreement or by written
approval of the sponsoring agency. For example, if the academic year at an institution is
established as a nine-month period and a member of the faculty is authorized to work on
sponsored agreements on a full-time basis for two of the three summer months, the month-
ly salary charge should not exceed one-ninth of the base salary for the academic year.

d. In the case of those personnel covered by stipulated salary support, the auditors
are no longer required to verify the precise accuracy of time or effort devoted to re-
search projects. Rather, the audits should include steps to determine on a sample basis
that an institution is not reimbursed for more than 100 percent of each faculty member's
salary and that the amount charged to Government-sponsored research is reasonable in
view of his or her university workload and other commitments. The stipulated salary
method may also be agreed upon for that portion of a professional's salary that repre-
sents cost sharing by the institution.

e. Solicit the assistance of cognizant Government technical representatives where ap-
propriate in making evaluations of reasonableness. Guidance on requesting and using the
work of technical specialists is in Appendix D.
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13-500 Section 5 --- Audit of Indirect Costs at Educational Institutions

13-501 Introduction

This section presents audit guidance for audit of indirect costs distributed to organized
research, instruction, and other institutional activities.

13-502 Audit Objective

The basic objective is to ascertain whether indirect costs are reasonably incurred, relia-
bly recorded, and thereafter assembled in appropriate cost groupings for equitable distribu-
tion to benefiting Government agreements.

13-503 Basic Provisions

a. Title 2 CFR, Part 220, Appendix A, Section E.1. defines indirect costs as those that
have been incurred for common or joint objectives and therefore cannot be identified spe-
cifically with a particular sponsored project, instructional activity, or other institutional
activity. At educational institutions, such costs normally are classified under the following
indirect cost categories: general administration and general expenses, sponsored projects
administration expenses, operation and maintenance expenses, library expenses, depart-
mental administration expenses, depreciation and use allowances, and student administra-
tion and services.

b. Title 2 CFR, Part 220, Appendix A, Section E.2. prescribes the criteria for appor-
tionment and allocation of indirect costs to organized research and instruction.

c. DFARS 242.770-2 requires contractors, which include educational institutions, with
DoD agreements to certify proposals for billing rates or final indirect cost rates unless a
waiver has been obtained from the Secretary of Defense or the Secretary of the Military
Department concerned.

d. On June 29, 1995, the Office of Management and Budget issued Memorandum
Number M-95-14, Subject: Equipment Capitalization Threshold Waivers under OMB
Cost Principles Circulars for Universities and Nonprofit Organizations. The memorandum
authorizes Federal agencies with cost negotiation cognizance to increase the equipment
cost threshold for capitalization from $500 to $5,000 under 2 CFR Part 220 and 2 CFR
Part 230. The waiver authority DOES NOT extend to nonprofit organizations subject to 2
CFR Part 230 that are also subject to Cost Accounting Standards 9904.404 and 9904.409.
OMB plans to incorporate this increased threshold in the next circular revisions.

13-504 Reconciliation and Account Analysis

a. If the educational institution is required to certify its overhead proposals (see FAR
42.703-2), the auditor should follow the audit guidance in 6-700 pertaining to such certifi-
cation.

b. Because of the multitude of income, expense, and fund accounts maintained by edu-
cational institutions, an institution's proposal for an indirect cost rate should be reconciled
with its financial books of account and published annual statement. Bases for allocations
should be reconciled as well as indirect cost account groupings. The auditor should assure
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that all incurred costs, income, and credit items relevant to the Government agreements
have been reflected appropriately in the institution's indirect cost.

c. Analyze the individual accounts to the extent deemed necessary to determine their
allocability, reasonableness and allowability. The auditor should be guided by the auditing
concepts and techniques set forth throughout this manual and the special audit considera-
tions discussed in this chapter.

13-505 Treatment of Off-Campus Locations

The auditor's evaluation of performance areas (see 13-300) may disclose that certain
agreements are performed off-campus at locations considerably removed from the insti-
tution. Such agreements may not involve the use of the institution's plant facility or the
incurrence of costs for operation and maintenance of plant, use charges for building and
equipment, library and possibly indirect departmental expenses. In such instances, the
auditor should recommend that the institution compute an appropriate off-campus indi-
rect cost rate which will reflect the elimination of costs not applicable to off-campus
work. The institution's records should show the agreements to which the off-campus
rate applies.

13-506 Treatment of Educational Institution Hospitals

13-506.1 Relationship of Hospital Operations to Institutional Activities

a. Many educational institutions operate hospitals as an adjunct to their medical
schools and as a public service to their communities. This may introduce complexities in
indirect cost allocations. The relationship of the hospital to the institution must be careful-
ly understood. Experience has indicated that, except for certain general administration and
general expenses, such hospitals are generally operated as autonomous subdivisions.

b. Cross-servicing activities between the hospital and other segments of the institution
are usually conducted on a reimbursable basis so as to permit the proper determination of
hospital patient care costs. Typical examples are the operation of utility and power facili-
ties by the institution and the laundry by the hospital. The auditor should audit such cross-
servicing costs to assure that the reimbursement rates are equitable.

c. With respect to general administration and general expenses, the hospital organiza-
tion may itself perform some of these functions, the costs of which are included in their
own accounts. Examples of such functions are purchasing, accounts payable, patient bill-
ing, cost accounting, etc.

13-506.2 Allocating Institution General Expenses to the Hospital

a. The most frequently used base for apportioning the institution's general administra-
tion and general expenses is total expenditures. Because the hospital performs many gen-
eral expense functions for its own account and the total expenditure base for the hospital is
relatively large in relation to the institution's other activities, the apportionment of the
institution's general administration and general expenses on a total expenditure base,
which includes the hospital, may not be equitable.
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b. In such instances the following alternative methods for distributing general admin-
istration and general expenses are suggested in order of preference:

(1) The institution's general administration and general expenses should be careful-
ly audited to determine whether any are directly applicable only to hospital operations.
Any such amounts should be included as part of the hospital costs and deducted from the
pool of general administration and general expenses to be apportioned to organized re-
search, instruction and other institutional activities on the basis of total expenditures.

(2) The apportionment can be accomplished in two stages by separating the items in
this indirect cost category into two groups: one representing those items applicable to or-
ganized research, instruction and other institutional activities, and a second group repre-
senting common service functions applicable to the hospital as well as the other activities
mentioned above. Dependent upon the extent of the hospital's autonomy, this second
group may thus include such items as the president's office, data processing department,
board of trustees, etc. The apportionment of the total acceptable cost of each group would
be accomplished by relating each group total to the total expenditure base applicable to the
activities serviced by the group.

(3) If neither of the above methods is practical, all general administration and
general expenses incurred by the hospital and the institution can be combined and
apportioned on a total expenditure basis to organized research, instruction and other
institutional activities and to the hospital. This procedure, however, is theoretically
incorrect because, while general expenses of the institution are applicable in part to the
hospital, it is rarely true that hospital general expenses are properly apportionable to the
institution. This method should, therefore, be used only if no other approach is practical.

13-507 Work Study Grants

a. At many institutions, part-time students receive Federal support through student
work study program grants. When any students who are covered by the program work
directly on research agreements, their total salaries for such work, whether fully or partial-
ly funded by Federal grants, should be included in the research labor base for determining
and allocating applicable indirect costs. The amount of their salaries which is covered by
the work study grants may not, however, be charged to Government agreements as an
allowable cost.

b. Where students are performing indirect functions, the portion of salary supported
under these work study grants is similarly not allowable as indirect costs of agreements.

13-508 Treatment of Dining Hall Gains and Losses

Title 2 CFR, Part 220, Appendix A, Section B.1.d. states that dining halls will be
treated as "other institutional activities." However, in some institutions where the dining
halls are open to and patronized by students, faculty, and research employees, an appropri-
ate share of reasonable losses from the operation of such dining halls may be accepted as
an employee morale and welfare expense (2 CFR, Part 220, Appendix A, Section J.14).
Conversely, a share of any gains from the operation of such dining halls should be credit-
ed to the cost of sponsored agreements.
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13-509 Treatment of Fringe Benefit Costs Including Pension Plans

13-509.1 Base or Pool Treatment of Fringe Benefit Costs

a. An institution should treat fringe benefits (including pension plan) as a loading fac-
tor to be added to salaries and wages of the particular cost objectives (e.g., organized re-
search, library, etc.) for which they were incurred rather than as an indirect cost to be dis-
tributed in total, as part of general administration and general expenses. They would be
considered as part of the direct salaries and wages applicable to each cost objective.
Therefore, when direct salaries and wages of organized research, instruction, and other
institutional activities are used as an allocation base to distribute in direct costs, the base
amounts should include applicable fringe benefits.

b. However, if the institution's submission does not include fringe benefits as part of
the allocation base, this method may be accepted if the auditor determines that substantial-
ly the same results are achieved.

13-509.2 State-Wide Benefits for University Employees

a. Special audit attention may be necessary with respect to State universities for which
fringe benefit costs are paid and administered by the respective State governments. If the
allowability of these costs can be substantiated through the audit of other documentation
provided by the institution, the costs should not be questioned solely on the basis of not
being paid by the university or recorded on its books.

b. If the institution substantiates fringe benefit costs and includes them in the allocation
base for contracts and grants, the auditor should ascertain that a similar adjustment is
made to all other salaries and wages included in bases for allocating indirect costs and in
indirect expense pools. Accordingly, the auditor should obtain from the institution all in-
formation necessary to make these adjustments.

c. Determine the need for such adjustments early in the audit, after review of pertinent
files available at the institution, and obtain the necessary information promptly in order to
avoid delay in completing the audit. The auditor should urge the university to include the
necessary adjustments in future indirect cost submissions.

13-510 Treatment of Other Costs and Functions

13-510.1 Student Health Services

All student health services, including hospitals, should be treated as "other institu-
tional activities" for the purpose of apportioning indirect costs. However, where the
health services are made available to students and all employees, an appropriate share of
the cost of the operation of the activity may, in accordance with 2 CFR, Part 220, Ap-
pendix A, Section J.14, be distributed to sponsored agreements on a basis equitable un-
der the circumstances. Population may provide such a basis where services are made
available to the same extent to all categories.
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13-510.2 Television and Radio Stations

Such activities owned and/or operated by an educational institution should be treated
as "other institutional activities" for the purpose of apportioning indirect costs.

13-510.3 Planning and Development for the Institution

The auditor should ascertain that all preliminary planning and development costs
pertaining to contemplated new construction are being deferred for future incorporation
in the cost of the new construction. General institution planning and development ex-
pense may be accepted for distribution to all activities of the institution, including spon-
sored agreements.

13-510.4 Scholarships and Student Aid Costs

Any remission of tuition to students for research work performed is allocable as a
cost of the research and should be included in the base for allocation of indirect costs in
the same manner as compensation of regular employees engaged in organized research.
The costs of scholarships, fellowships, and other forms of student aid apply only to in-
struction. The costs of administering scholarships and student aid may be allocable in
part to research in cases where the students perform services under research agreements.
(See 2 CFR, Part 220, Appendix A, Section J.41).

13-510.5 Grant Support for Computer Facilities

The National Science Foundation (NSF) awards certain grants to educational institu-
tions for the purpose of defraying part of the cost of acquiring or operating computer facil-
ities. Such grants are for the purpose of supporting educational usage and nonsponsored
research. No part of the grant is intended to be used to reduce the cost of sponsored re-
search, whether sponsored by the Government or by others. NSF grants will clearly indi-
cate if it is intended that the benefits of the grant be restricted in any way. Where the grant
does not specify such an intention, the auditor may properly apply the grant funds to re-
duce the overall cost of acquiring or operating the computer facility for the purpose of
determining sponsored research costs.

13-511 Cost Distribution Bases

13-511.1 Base Period and General Criteria for Distribution

Because educational institutions generally close their books of account annually, the
base period for distribution of indirect costs should be the fiscal year. As in the case of any
apportionment and allocation, the overall objective should be to select the method for each
indirect cost category which will distribute the costs to all of the benefiting activities of
the educational institution. Each indirect cost category should be apportioned and allocat-
ed separately using the most appropriate base for distribution (see 2 CFR, Part 220, Ap-
pendix A, Section E.2). Actual conditions must be taken into account in selecting the
method or base to be used in distributing individual cost groupings to applicable cost ob-
jectives.
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13-511.2 University "Cross Allocation" Method

Prior to apportionment, there normally should be added to allowable expenses ap-
propriate shares of employee fringe benefit expenses applicable to salaries and wages. 2
CFR, Part 220, Appendix A, Section E.2.e. lists an order of allocation for indirect cost
categories. However, a cross allocation of costs between two or more indirect cost cate-
gories may be used if such allocation will result in a more equitable allocation of costs
in which case the specified order of allocation would not apply. The distribution of a
portion of one indirect cost category to another does not change the nature of the item,
as defined, although its initial identity may be lost in the distribution process. Figure 13-
5-1 illustrates this process.

13-511.3 Methods of Selecting Bases

a. Cost analysis studies may be used when they result in more accurate and equitable
distribution of costs. Such studies may more appropriately consider weighting factors,
population, or space occupied.

b. The essential consideration in selecting the distribution base in each instance is
that it be the one best suited for assigning the pool of costs to cost objectives in accord-
ance with the relative benefits derived; a traceable cause-and-effect relationship; or log-
ic and reason, where neither benefit nor cause-and-effect relationship is determinable.
The following paragraphs explain the bases more commonly used.

13-511.4 Total Expenditures Base

a. This term means the sum of all expenditures for a given cost objective, such as for
the institution as a whole, instruction, organized research, other institutional activities, etc.
When used to denote a base for distribution of indirect costs, the term "total expenditures"
should be exclusive of the indirect costs to be apportioned and/or allocated.

b. Any expenditures included in the general administration and general expenses
pool that are applicable solely to functions or activities which are properly categorized
as "other institutional activities" (see 2 CFR, Part 220, Appendix A, Section B.1.),
should be reclassified from such pool to the total expenditures base. This reclassifica-
tion is necessary in order to apportion to such functions and activities their proper share
of general administration and general expenses.

c. The expenses for operation and maintenance of the library, exclusive of any por-
tion of such expenses that are applicable to general administration and general expenses,
should be included in the total expenditures base.

d. When total expenditures is used as a base for distributing indirect costs, total ex-
penditures should be exclusive of capital expenditures.

13-511.5 Direct Salaries and Wages Base

When used, this base should include all salaries and wages and their equivalents
(e.g., tuition remissions) applicable to instruction, including departmental research, and
to organized research. The auditor should ascertain that the base includes all salaries
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incurred under grants and cost-reimbursement and fixed-price contracts and subcon-
tracts. See 13-509 for discussion of application of fringe benefit costs to base.

13-511.6 Space Utilization Base

Whenever space utilization is used as a base for apportionment and allocation of
indirect expenses to a cost objective, it should be supported by detailed records. The
period used to develop the space utilization base should be representative of the usage
during the entire period (see 13-512.3). Whenever appropriate, the services of Govern-
ment technical personnel should be solicited to assist the auditor. Guidance on request-
ing and using the work of technical specialists is in Appendix D.

13-511.7 Population Served Base

Whenever population served is used as a base, the auditor should ascertain that all
personnel served, including evening, summer, extension, and part-time students as well
as the general public, are represented in the total and are appropriately weighted.

13-511.8 Modified Total Cost Base

Modified total costs consist of salaries and wages, fringe benefits, materials and
supplies, services, travel, and subgrants and subcontracts up to $25,000 each. This is an
alternative base for allocating some indirect cost categories to serviced or benefited
functions. This base shall be used to distribute indirect cost pools to applicable spon-
sored agreements unless it can be demonstrated that another base would produce more
equitable results (see 2 CFR, Part 220, Appendix A, Section G.2.)

13-512 Cost Classification

The following guidance is furnished for use in the audit of indirect cost functional
categories.

13-512.1 General Administration and General Expenses

a. General administration and general expenses are defined in 2 CFR, Part 220, Ap-
pendix A, Section F.3. Expenses in the general administration and general expense pool
should be excluded when comparable expenses are authorized as direct costs to spon-
sored agreements.

b. The most commonly used base for apportioning general administration and gen-
eral expenses to instruction (including departmental research), organized research, and
other institutional activities, is total expenditures. However, purchases of disproportion-
ately large amounts of direct material for Government sponsored contracts, or other
similar significant factors may cause the use of a total expenditure base to be inequita-
ble. In such cases a different base which will eliminate the inequity should be used (see
2 CFR, Part 220, Appendix A, Section E.2.).
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13-512.2 Sponsored Projects Administration Expenses

a. These expenses are defined in 2 CFR, Part 220, Appendix A, Section F.5. They
represent costs allocable to the major functions of the institution under which the spon-
sored projects are conducted. Most institutions, particularly those that do not maintain a
separate research office, do not provide separate accounting classification for this type of
expense, but include these items in departmental administration or general administration
and general expenses. Unless there is sufficient justification for doing so, the auditor
should not attempt to segregate and establish a separate expense pool for these items.

b. Sponsored projects administration expenses are generally limited to those incurred by
the separate organization(s) (see 2 CFR, Part 220, Appendix A, Section F.5.a.) Pursuant to
2 CFR, Part 220, Appendix A, Section F.5.c., where sponsored projects are separately ad-
ministered, it may be necessary to exclude a portion of the normal institutional general ad-
ministration expenses from allocation to sponsored agreements; e.g., purchasing or receiv-
ing, in order to avoid duplication.

13-512.3 Plant Operation and Maintenance Expenses

a. Usually, plant operation and maintenance expenses (see 2 CFR, Part 220, Appendix
A, Section F.2.) fall into three main categories; i.e., (1) utility services, (2) custodial ser-
vices, and (3) ordinary or normal repairs and maintenance. If the institution distributes
these costs separately, the auditor should evaluate the basis of such distribution to all ap-
plicable cost objectives. Custodial services and utility services may properly be related to
space utilization. On the other hand, where a work order system is in effect, the infor-
mation ascertainable from the work orders is the most accurate method of determining the
proper cost objective of repair and maintenance costs. If a work order system is not in
effect, space utilization or other base which will provide the most equitable distribution of
the costs may be used.

b. Some institutions charge operation and maintenance expenses initially to other insti-
tutional activities, buildings, groups of buildings, departments or subdivisions. Such
charges should be evaluated to determine whether they reflect fairly the services involved.

c. Some institutions use weighting factors in distributing plant operation and mainte-
nance costs which result in a larger cost per foot for space used for organized research
than for other uses. Such use of weighting factors should be supported by a well docu-
mented comprehensive study. The auditor should evaluate the justification and ascertain
whether the results are equitable.

d. The apportionment and allocation to their proper cost objectives of plant operation
and maintenance costs and use and/or depreciation charges applicable to buildings and
equipment, should ordinarily be on the basis of space utilization. Emphasis should be
placed on assuring an equitable distribution to other institutional activities, classrooms,
auditoriums, laboratories, and other instruction areas where organized research is not con-
ducted. Some of the space may be applicable entirely to organized research or jointly to
instruction and organized research. Commonality to both instruction and organized re-
search results principally from graduate students who perform basic research under Gov-
ernment agreements aimed at obtaining advanced degrees.

e. Some institutions treat plant operation and maintenance costs and use allowance
and/or depreciation applicable to buildings and equipment for organized research and in-
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struction as a combined amount which is allocated to research and instruction on the basis
of respective salaries and wages. Such allocation is unacceptable as it fails to provide for
student usage of space and facilities. To be acceptable the total cost being allocated should
be reduced in an amount sufficient to cover student space usage of classrooms, auditori-
ums, laboratories, etc.

13-512.4 Library Expenses

a. These expenses (see 2 CFR, Part 220, Appendix A, Section F.6.) relate to the opera-
tion of a single central facility and individual specialized facilities located in various
schools, departments, and laboratories which provide a variety of services to the entire
institution. The facilities utilizing floor space, light, heat, furniture, carpeting, book
shelves, tables, periodicals, books, microfilming and storage, technical reports, personnel,
etc., are available to the total population for the institution. Consequently, the proper base
for expense allocation is total population. In developing a population base, all users of the
library ordinarily should be included and properly weighted. This would include evening,
summer, extension, and other part-time students as well as the general public to the extent
that such usage can be determined or reasonably estimated. The basis proposed by the
institution must be supported by data developed periodically on actual experience for rep-
resentative periods.

b. Where the institution has a more complex library system, the auditor should deter-
mine whether a more refined process of allocation is required. For example, if several
autonomous, specialized libraries exist, or if there is more than one centralized facility,
and if the relative benefits derived from the libraries by the Government agreements vary,
a distribution such as in a. above should be made for each of the libraries. The extent of
audit analysis warranted depends upon the materiality of the share of the library costs
which is allocable to the Government agreements and the degree of difference among the
libraries in benefits received on Government sponsored work vs. other institution func-
tions and activities.

c. The cost of books, periodicals, and materials should be reviewed for reasonableness.
The cost of large and unusual purchases of books which in effect constitute an expansion
of the library, should be reviewed for applicability to the period under audit. Consideration
should be given to spreading the cost of unusually large purchases of books over a period
of several years. Rare book purchases should be examined for reasonableness and alloca-
bility to research agreements. Costs incurred in the purchase of rare books (museum type)
with no value to sponsored agreements should not be allocated to them (2 CFR, Part 220,
Appendix A, Section F.6.a.).

13-512.5 Departmental Administration Expenses

a. Departmental administration expenses are expenses incurred for administrative and
supporting services that benefit common or joint departmental activities or objectives in
academic deans' offices, academic departments and divisions, and organized research units
(2 CFR, Part 220, Appendix A, Section F.4.). Acceptance of these expenses must be
based upon a determination that the department is engaged in organized research, and the
departmental administrative personnel perform functions benefiting organized research.
Functions benefiting organized research include programming, recruiting personnel, su-
pervising sponsored research, reviewing work progress, and engaging in the administra-
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tion of sponsored agreements. Where organized research is performed in a separate facility
with its own administrative organization, evaluate the allocation of departmental admin-
istration expenses to such organized research to determine if it is equitable based on the
benefits derived.

b. Give particular attention to any allocation of a portion of the salaries of the institu-
tion's department heads and faculty to academic administration expenses. Such alloca-
tion is limited to amounts attributable to administrative duties. However, section
F.4.a.(2)(a) of 2 CFR Part 220 allows recovery of salaries and fringe benefits for the
administrative work of certain professionals at a rate of 3.6% of modified total direct
costs. (Section G.2 of the 2 CFR Part 220 defines modified total direct costs.) Expenses
covered by the allowance are to be excluded from the departmental administration indi-
rect cost pool. No documentation is required to support this allowance. This section is
sufficiently vague as to invite misinterpretations which may result in significant excess
cost allocations to the Government. Accordingly, carefully evaluate forward pricing and
incurred cost proposals to determine whether the allowance, if claimed, is questionable.
Question the allowance if it results in unjustified or inequitable cost allocations (e.g., if
it is proposed or claimed for departments not incurring expenses covered by the allow-
ance or which charge such expenses as a direct cost).

c. Exclude expenses treated as departmental administration expenses when similar
expenses are charged as direct costs to organized research and to instruction. Most de-
partment heads, divisional heads, and deans, may spend some portion of their time teach-
ing. When, for example, a department head devotes one-fifth of the time to teaching and
the remainder to departmental administration, his or her salary should be distributed ac-
cordingly. The 20% charged to instruction should be included in the instruction direct
salary base. The remaining 80% should be charged to the departmental administration
expense pool and ultimately allocated to both organized research and instruction.

d. Title 2 CFR, Part 220, Appendix A, Section F.4.b. provides that these expenses
should be distributed through bases applied to cost groupings in accordance with 2 CFR,
Part 220, Appendix A, Section E.2. In many cases the total cost of direct salaries and
wages of organized research and instruction will be an appropriate base for the allocation
of departmental administration expenses to organized research. Because organized re-
search may not be conducted in all departments and schools within an educational institu-
tion, it would be inequitable to allocate departmental administration expenses on the basis
of a composite rate. In such cases, the expenses of offices of the deans of the schools
should first be allocated to the departmental administration offices within the school. Then
the expenses of each departmental administration office can be allocated to organized
research and instruction. Adoption of this procedure will result in an equitable allocation
of the expenses of offices of deans and departmental administration expenses to organized
research.

13-512.6 Depreciation and Use Allowances

a. Depreciation or use allowances (2 CFR, Part 220, Appendix A, Section F.1.) com-
pensate an educational institution for the loss of useful value of buildings, capital im-
provements, and equipment resulting from their use in the performance of sponsored
agreements. It should be remembered that a combination of the two methods may not be
used in connection with a single class of fixed assets.
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b. The following procedures should be used in the audit of depreciation and use allow-
ances:

(1) Ascertain that the institution's proposal does not include the cost of land and
that the cost of buildings and equipment purchased or donated by the Government have
been excluded.

(2) Review the institution's records and determine that the value placed on build-
ings and equipment represents actual or reasonable estimate of acquisition cost and not
replacement cost.

(3) Ascertain that the equipment for which depreciation or use allowances is pro-
posed is being used on sponsored agreements.

(4) When depreciation is proposed, the service lives placed on the properties by the
institution must be evaluated. If needed, assistance from the cognizant Government tech-
nical personnel should be sought (see Appendix D). The institution's replacement policy
may be an important factor in establishing proper service lives.

(5) The allocation and apportionment of depreciation or use allowances for build-
ings and equipment to their proper cost objectives should ordinarily be on the basis of
space utilization. The audit guidance contained in 13-512.3 is helpful in the audit of
depreciation and use charges.
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Figure 13-5-1
Format for Allocation of Indirect Costs
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13-600 Section 6 --- Establishing Indirect Cost Rates at Educational Institutions

13-601 Introduction

This section describes the various methods by which Government agencies predeter-
mine, and/or retroactively settle, the indirect cost rates to be used for costing grants and
contracts with an educational institution, along with the contract audit responsibilities
involved in this process.

13-602 Rates for Sponsored Agreements

Unless significant inequities would result, a single uniform rate should be used to dis-
tribute to individual sponsored agreements the indirect expenses apportioned to organized
research. 2 CFR, Part 220, Appendix A, Section G.1.b. discusses conditions under which
use of a single rate would not be appropriate. Dependent upon the conditions, offsite rates
or separate rates for different segments of the institution may be appropriate.

13-603 Rates for Educational Service Agreements

Educational service agreements may be performed as part of general instructional
activities. If these agreements require the determination of actual indirect cost rates
(some grants contain administrative ceilings on these rates), additional analysis would
be required. Not all the expenses associated with the general instructional activities
would be allocable to particular services being performed under these agreements under
the cost principles of 2 CFR Part 220, and the policies of the agencies concerned. Many
instructional expenses may be related to the education of the general student body and
may be unrelated to specialized educational services rendered under Government
agreements.

13-604 Simplified Procedure for Small Institutions

Where the total direct cost of Federal work does not exceed $10 million in a fiscal
year, 2 CFR, Part 220, Appendix A, Section H. provides a simplified method for compu-
ting indirect cost rates which the institutions may elect to use. The auditor should encour-
age the use of this method where appropriate, since audit scope could be reduced and re-
sources conserved. However, the auditor may find, from prior experience or from a
cursory review of the institution's financial reports and supporting information, that the
results would not be equitable, or that the accounting information required for use of the
abbreviated procedure is not available. If so, notify the institution and recommend to the
Government administrative activity that the institution should be required to use the regu-
lar procedure.

13-605 Predetermined Fixed Rates

a. Title 2 CFR, Part 220, Appendix A, Section G.4. cites the authority for the negotia-
tion of predetermined fixed indirect cost rates for cost reimbursement type contracts for
research and development. A further provision of FAR 42.705-3(b), is that a predeter-
mined rate should be used only if the same basis is used on all Government contracts with
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the institution. Depending upon the circumstance, a rate may be negotiated at the begin-
ning of a fiscal year for application in ensuing contracts performed during the year, or, it
may be established during the pricing negotiations of an individual contract.

b. FAR 42.705-3(b)(6) allows for the use of multi-year predetermined indirect cost
rates for DoD contracts with educational institutions. The multi-year rate can be used for a
period of not more than four years. The pertinent factors that the auditor should consider
when providing advice on the use of multi-year rates include:

(1) the stability of the indirect cost rates from year to year,
(2) the accuracy of the estimating system to forecast indirect cost rates (compare

forecasted rates to actual rates for the last 3-5 years),
(3) the adequacy of the internal control systems---especially the university's internal

controls for identifying and segregating unallowable costs and for ensuring that intermedi-
ate and final cost allocations are equitable, and

(4) the amount of questioned costs reported in the last 2-3 annual audits of the uni-
versity's incurred cost and forward pricing proposals.

c. The auditor will evaluate an institution's proposals for predetermined rates when
requested to do so by the cognizant administrative agency. The same attention should be
given to the equity and propriety of the methods for allocating and applying indirect costs
used in these proposals for the evaluation of historical indirect costs discussed earlier in
this chapter.

d. Where predetermined indirect cost rates are negotiated, the auditor will apply the
rates in subsequent audit determinations where indirect costs of the same period are in-
cludable. However, if the auditor finds that the predetermined rates are not applied con-
sistently to all the contracts affected, for example, as to uniform treatment of the institu-
tion's direct and indirect cost classifications, inform the interested contracting officers
promptly and recommend appropriate changes.

e. DoDIG Audit Policy Memorandum 95-1, dated August 25, 1995, generally prohibits
the DCAA auditor from participating in the single audit for any fiscal year that an educa-
tional institution has predetermined fixed rates. Because the audit risk at educational insti-
tutions with both predetermined fixed rates and less than $50 million of indirect costs
charged to Federal research and development awards is considered low, the independent
public accountant will perform the entire single audit. DCAA will not perform any audit
effort at these locations unless specifically requested by the contracting officer (see 13-
209.7). DCAA will continue to perform limited audit work at DoD cognizant educational
institutions with predetermined fixed rates and $50 million or more charged to Federal
research and development awards.

13-606 Negotiated Fixed Rates

a. As explained in 2 CFR, Part 220, Appendix A, Section G.5., when fixed rates are
negotiated in advance for a certain time period, the over (or under) recovery may be in-
cluded as an adjustment to the indirect cost for the next rate period. When the rate is nego-
tiated before the carry-forward adjustment is determined due to delay in audit, the carry-
forward may be applied to the next rate negotiation.

b. Unrecovered amounts under lump-sum agreements or cost-sharing provisions of
prior years shall not be carried forward for consideration in the new rate negotiation.
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c. The carry-forward procedure does not apply to cost-type research agreements cover-
ing work performed in wholly or partially Government-owned facilities.

13-607 Indirect Rates for Training and Other Non-Research Agreements

a. Increasingly, educational institutions are being awarded contracts and grants for
conducting training and other programs not of a research and development nature. The
types of services rendered under these agreements may vary greatly. Some of these pro-
grams may utilize the institution's instructional and other related facilities, while others
may be completely separate from all campus activities and facilities. These differences
may necessitate a careful consideration of the institution's activities and related indirect
costing structure. In rate determinations, the auditor should maintain a balance between
the undesirable effects of inequitable distributions of particular indirect cost items on
the one hand, and fragmentation or proliferation of indirect cost rates on the other. The
auditor must evaluate the circumstances at each institution in terms of the relationship
of cost benefits for the programs involved and the materiality of the items.

b. In some cases, indirect cost rates developed primarily for research and develop-
ment agreements have been incorporated as provisional rates in contracts for training or
other programs. If the auditor believes the provisional rates are inappropriate and are
contributing to a significant inequity in accordance with the preceding paragraph, the
auditor should notify the contracting officer setting forth the reasons and recommended
rates.
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13-700 Section 7 --- OMB Circular A-133 Audits and Reports

13-701 Introduction

This section provides guidance on planning the audit including:
(1) the evaluation of internal control over compliance,
(2) the evaluation of compliance related to federal programs, and
(3) the preparation and distribution of audit reports to meet the regulatory re-

quirements of OMB Circular A-133, “Audits of States, Local Governments, and Non-
Profit Organizations.”
The audit report guidance supplements that presented in Chapter 10, and applies to
DCAA audits of all organizations covered by OMB Circular A-133. This includes non-
profit organizations such as educational institutions and Federally Funded Research and
Development Centers (FFRDCs).

13-702 OMB Circular A-133

13-702.1 General

a. OMB Circular A-133 (see 13-207) establishes audit and reporting requirements for
states, local governments, educational institutions, and other nonprofit organizations, and
defines federal responsibilities for implementing and monitoring these requirements.

b. OMB Circular A-133 requires auditors to issue reports on three parts of an auditee’s
operation:

(1) financial statements,
(2) internal control, and
(3) compliance with laws and regulations.

Pro forma audit reports developed by DCAA to meet the Circular’s requirements for re-
porting on an auditee’s internal control and program compliance are available through
contacting either your regional representative cognizant of A-133 audits or Headquarters
(PPD).

c. Related supplemental guidance for preparing DCAA audit reports is presented in
the following sections of Chapter 10:

(1) Section 2 -- Audit Report Format and Contents (General),
(2) Section 4 -- Audit Reports on Operations and Internal Control (System Audits),

and
(3) Section 5 -- Audit Reports on Annual Incurred Costs

13-702.2 Frequency of Audits

a. OMB Circular A-133 audits shall be performed annually, except that biennial audits
are permitted under limited circumstances. These conditions are presented in Subpart B
section .220 of the Circular. DCAA’s A-133 audit efforts are almost always performed
annually.

b. When planning DCAA’s part of the A-133 audit, the auditor needs to contact the
auditee or cognizant agency for audit (see 13-102.3) to determine if a biennial audit has
been approved, and if so, consider using a multi-year audit approach (see 6-603.6).
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13-702.3 Audit Report Due Dates

a. OMB Circular A-133 requires the auditee to submit its complete reporting package
within 30 days after receiving all the audit reports or within 9 months after the end of the
period audited, whichever comes first. However, the April 1997 version of OMB Circular
A-133 Subpart C section .320 (a) allows for a two year transition period (this provision is
effective for the fiscal years beginning after June 30, 1998) allowing entities to continue
submitting their reporting package under the previous requirement i.e., 13 months after the
end of the period audited. DCAA audit reports must be available to the auditee in time for
the auditee to meet its reporting due dates.

b. OMB Circular A-133 (Subpart D) authorizes the cognizant agency for audit or the
oversight agency for audit (see 13-102.3) to grant auditee requests for extensions to the
report due date.

c. The single audit is a key tool used to drive accountability for Federal awards under
American Recovery and Reinvestment Act (ARRA). Due to the importance of single au-
dits and the reliance of Federal agencies on the audit results to monitor accountability for
all Federal programs, OMB has advised Federal agencies in Updated Guidance on the
ARRA, dated March 22, 2010 (M-10-14), that they should not grant any extension re-
quests to grantees for fiscal years 2009 through 2011. Federal agencies have either already
adopted or are in the process of adopting this policy.

13-702.4 Major Program Determination Using the Risk Based Approach

a. The Circular does not require auditors to test all federal programs; it requires the
auditor to use a risk-based approach established by OMB in selecting major programs for
testing. OMB Circular A-133 extends compliance testing to all programs having internal
controls tested as part of the 50 percent coverage rule (see 13-702.4c(4) below). The risk-
based approach allows testing to be reduced to 25 percent if the auditee is considered low-
risk (see A-133 section .520(f)).

b. For the auditor to determine which major programs are to be tested for compliance
using the risk-based approach, the auditee must provide a schedule of expenditures of
federal awards (see 13-706.4). Using the risk-based approach, the auditor will determine
which federal programs are major programs taking into consideration:

(1) current and prior audit experience,
(2) the extent of oversight provided by federal agencies and pass-through entities,

and
(3) inherent risk of the federal program.

c. A four step process for determining major programs using the risk-based approach
is presented in OMB Circular A-133 at Subpart E sections .520 and .525. A summary of
the four step process follows:

(1) Designate programs as either type A (larger) or type B (smaller) based on total
expenditures by the auditee during the audit period. Thresholds will vary by the size of the
auditee’s total federal expenditures and the criteria at A-133 section .520(b).

(2) Determine which of the type A programs are low-risk. Generally, a type A pro-
gram is low-risk if it has been audited as a major program in at least one of the two most
recent audit periods and, in the most recent audit period, had no significant deficien-
cies/material weaknesses in internal control or reported material noncompliance with fed-
eral programs.
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(3) Identify type B programs that are high risk. Using professional judgment and
the criteria presented in 13-702.4b, evaluate risk. Only type B programs that meet
OMB’s size thresholds must be evaluated.

(4) Identify major programs for testing based on the results of the first three steps.
Major programs will include all type A programs (except see A-133 section .520(e)); and
additional programs as necessary so that the programs audited as major programs encom-
pass at least 50 percent of the auditee’s total federal expenditures. The additional major
programs selected to satisfy the percentage of coverage rule is based on the auditor’s
judgment.

d. When determining nature, timing, and extent of transaction testing of an auditee’s
compliance with laws and regulations, the auditor should consider audit risk and materiali-
ty related to each major program rather than the financial statements (see A-133 Subpart E
section .510). Since materiality is evaluated at the program level rather than at the finan-
cial statement level, this will result in lower thresholds for judging materiality.

13-702.5 Major Program Determination – First Year Audit Exemption

Section .520(i) permits the auditor to use a dollar threshold rather than the risk based
approach (13-702.4) in a first year audit. This exemption applies to the first year an audi-
tee has an audit in accordance with the Circular dated June 1997, or the first year of a
change in the auditee’s independent public accountant. Under either condition, the auditor
may elect to determine major programs as all Type A programs plus any Type B programs
necessary to satisfy the percentage of coverage rule (see 13-702.4a above). The auditee
may not use this exemption more than once in every three years. This is to ensure that
constant change of independent auditors would not preclude the audit of high-risk Type B
programs.

13-702.6 Compliance Supplement

The auditor should refer to the OMB Circular A-133 Compliance Supplement (see 13-
208) to determine the principal compliance requirements for major programs. The docu-
ment serves to identify the compliance requirements which the Federal Government ex-
pects to be considered as part of an audit. The Compliance Supplement provides a single
source of information for auditors to understand the federal program’s objectives, proce-
dures, and compliance requirements relevant to the audit objectives as well as audit objec-
tives and suggested audit procedures for determining compliance with these requirements.
For programs not in the Compliance Supplement, the auditor should first review the feder-
al award and applicable regulations and then determine if a program-specific guide is
available from the Office of the Inspector General of the federal awarding agency.

13-702.7 Program Specific Audit

a. A program specific audit is an audit of one federal program, rather than a single
audit of the auditee’s financial statements and federal programs. Section .200(c) of
OMB Circular A-133 states that when an auditee expends federal awards under only one
federal program (excluding Research and Development (R&D)) and the federal pro-
gram’s laws, regulations, or grant agreements do not require a financial statement audit
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of the auditee, the auditee may elect to have a program-specific audit conducted in ac-
cordance with section .235 of the Circular. Program-specific audits are not permitted
when an auditee is required to have a financial statement audit. An example of a pro-
gram-specific audit that is not permitted is an award to an educational institution under
the Student Financial Aid (SFA) program cluster. A program-specific audit is not per-
mitted because the U.S. Department of Education regulations (Higher Education Act of
1965 as amended) require educational institutions with SFA to obtain an annual audit of
financial statements.

b. A program-specific audit may not be elected for R&D program cluster unless:
(1) All of the federal awards expended were received from the same federal

agency, or the same federal agency and the same pass-through entity, and
(2) That federal agency or pass-through entity (in the case of a subrecipient) ap-

proves in advance a program-specific audit.
Although DCAA’s audit covers the R&D program, DCAA generally issues single audit
reports because the auditee typically receives federal awards from more than one federal
agency or it is required to obtain a financial statement audit.

c. Before performing a program-specific audit, the auditor should determine whether
the auditee satisfied the requirements identified above. Program-specific audit guides
that provide guidance on internal control and compliance requirements, may be obtained
by contacting the Office of the Inspector General of the awarding agency. For guidance
on how to identify the applicable compliance requirements for program-specific audits
when a program-specific guide is not available see section .235(b) of the Circular and
Part 7 of the Compliance Supplement.

13-702.8 Monitoring Subrecipients

a. Pass-through entities (see OMB Circular A-133 section .100) are required to
monitor the activities of subrecipients. Monitoring a subrecipient includes on-site visits,
review of documentation supporting request for reimbursement, and limited scope au-
dits. The Single Audit Act Amendments of 1996 (see 13-103) prohibit a pass-through
auditee from charging its federal awards the cost of an A-133 audit of a subrecipient
when the amount of federal awards expended by the subrecipient is less than $500,000
per year. However, OMB Circular A-133 section .230(b)(2) does permit limited scope
audits which includes agreed-upon procedures. The agreed-upon procedures may only
address one or more of the following compliance requirements: activities allowed or
disallowed; allowable costs/cost principles; eligibility; matching, level of effort, ear-
marking; and reporting.

b. For subrecipients that expend less than $500,000 in federal awards annually, the
costs of any audits other than limited scope audits described above, are not allowable
costs and therefore, cannot be charged to any federal award.

c. Auditors should consider various risk factors regarding subrecipient monitoring,
such as the relative size and complexity of awards administered by the subrecipient,
prior experience with the subrecipient, and the cost-effectiveness of the various moni-
toring procedures identified above.
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13-703 Coordinated Audit Approach

13-703.1 General

a. Under the conditions for receiving federal awards presented in OMB Circular A-
133, Subpart C, auditees agree to comply with applicable laws, regulations, and provisions
of the awards, and to maintain internal control which reasonably ensures compliance with
these requirements. Subpart E describes the auditor’s responsibility for establishing the
audit scope and reporting the results of audit. Under OMB Circular A-133, audits are to be
made by independent auditors in accordance with Government Auditing Standards. Sec-
tion .105 of the Circular defines the term “auditor” to include federal, local, and state audi-
tors, and the recipient's independent public accountant (IPA). The term “auditor” does not
include the auditee’s internal auditors. Section .305(c) of the Circular contains a provision
permitting DCAA (federal) auditors to perform all or part of the work required under the
Circular while operating within his/her federally mandated mission (see Chapter 1).

b. As provided for in OMB Circular A-133, the auditee may elect to implement a coor-
dinated audit approach. The objective of a coordinated audit is to avoid duplication of
effort and build upon each other’s work, but not to limit audit scope. As a result, the econ-
omies gained through mutual reliance will be achieved, and tests and procedures will not
be duplicated.

c. DCAA’s participation in a OMB Circular A-133 audit will normally be on a coordi-
nated basis; that is, there will be multiple organizations involved in the OMB Circular A-
133 audit process. The participants in a coordinated audit may include the auditee, its IPA
and internal auditor, DCAA, the ACO, and the cognizant agency.

d. The coordinated audit participants should discuss and compare their individual
audit/review requirements and identify areas of duplication. Participants should then
agree on (and document) a coordinated audit matrix, the audit/review responsibilities of
each party, which independent auditor will be responsible for reporting on the auditee’s
compliance with the applicable OMB Circular A-133 compliance requirement(s), and
finally, which independent auditor will be responsible for completing the applicable
portions of the data collection form (see 13-706.7).

e. Because ACOs and internal auditors do not meet the definition of “auditor” as
used by OMB Circular A-133 (see section .105), their reports do not conform to the
audit reporting requirements of A-133 (see section .505). Therefore, either DCAA or the
auditee’s independent auditor must perform steps necessary to place reliance upon the
ACO’s and/or internal auditor’s work and issue a comprehensive report in accordance
with the Circular. When relying on the work of non-auditors, auditors should perform
procedures that provide a sufficient basis for using that work. Auditors should obtain
evidence concerning the non-auditor qualifications and should determine whether the
scope, quality, and timing of the work performed by the non-auditor is adequate for
reliance in the context of the current audit objectives. Procedures that auditors may per-
form in making this determination include reviewing the non-auditors’ report, plan, or
documentation, and/or performing tests of the non- auditors’ work. The nature and ex-
tent of evidence needed will depend on the significance of the non-auditors’ work to the
current audit objectives and the extent to which the auditors will use that work. Auditors
should document the specific objectives that were relied on and the basis for that reli-
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ance in the working papers (See 4-1000 for guidance when relying upon the work of
others).

f. The DCAA auditor should endeavor to participate as a team member in ACO busi-
ness system reviews (for example, a purchasing system). The auditor should ensure that
the audit is sufficient in scope to be responsive to both the needs of the contract admin-
istration organization and adequate to satisfy the requirements of OMB Circular A-133.
This can best be accomplished by ensuring that the ACO participates in the initial coordi-
nated audit meeting. When preparing the OMB Circular A-133 reports, the auditor should
make maximum use of any reports issued by the ACO or its designee.

13-703.2 Coordinated Audit Matrix

a. In a coordinated audit, the participants will identify and document their respective au-
dit/review responsibilities. The documentation of each participant’s responsibilities in a co-
ordinated audit is accomplished by completing a Coordinated Audit Matrix (or a similar
form). The form will ensure that all applicable compliance requirements are appropriately
covered in the A-133 audit, and reported on accordingly. Typically, DCAA will report on
internal control related to the administration of federal awards and compliance with applica-
ble laws and regulations (see 13-706.1).

b. The implementation of the coordinated audit approach will generally proceed along
the following line:

(1) An initial coordination meeting is held where the participants will identify and
compare their individual audit/review requirements and identify areas of duplication. Out of
this meeting will come a coordinated audit matrix identifying the OMB Circular A-133
compliance requirements and other audits to be performed by the audit organizations. The
matrix will also delineate the required audit coverage and estimated report dates. The matrix
ensures that all applicable compliance requirements are appropriately covered in the A-133
audit and that duplication of audit effort between the audit entities will be eliminated to the
maximum extent feasible. See Figure 13-7-1 for an example of a coordinated audit matrix.

(2) With regard to the compliance requirements, the auditor should refer to Part 2
of the OMB Circular A-133 Compliance Supplement, to identify which of the 14 types
of compliance requirements have a direct and material effect on each major program
subject to audit. Because DoD’s awards to A-133 covered auditees are typically R&D
related, DCAA’s audit responsibilities are generally in the R&D program area (see A-
133 section .105). The scope of DCAA’s portion of the typical A-133 audit will general-
ly be limited to the requirements on the matrix for which DCAA is noted as the respon-
sible audit organization.

(3) As part of the coordinated audit planning process, the participants in the co-
ordinated audit should discuss, agree, and document on the coordinated matrix which
independent auditors will be responsible for completing the applicable portions of the
data collection form (see 13-706.8). The DCAA auditor should meet with the auditee
and its independent auditors in an effort to persuade the auditee’s IPA to complete Parts
I (Item 7) and III of the data collection form. The DCAA auditor should use materiality
as the persuading criterion for determining which audit organization will sign the data
collection form. When the materiality of the financial statements audited by the audi-
tee’s IPA is compared to the materiality of the federal programs audited by DCAA, usu-
ally the auditee’s IPA will have performed the major portion of the OMB Circular A-
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133 audit work. For additional guidance on completion of the data collection form see
13-706.8.

(4) Following the development and acceptance of the matrix, the audits/ reviews
will be performed by the respective coordinated audit participants.

(5) Auditors will make arrangements to obtain access to audit programs, working
papers, and reports for the work being relied upon.

(6) Audits under OMB Circular A-133 are to be completed and reports submitted to
the auditee so that the auditee may submit its A-133 reporting package no later than 9
months (see 13-702.3) after the end of the institution’s fiscal year. Participation in a coor-
dinated audit approach requires ongoing audit planning and progress conferences to ensure
that the individual audit plans will result in effective audits with minimal duplication.

13-703.3 Document Audit Scope Limitations

a. Situations that may constitute a limitation on the scope of DCAA’s Circular A-133
audit and thereby warrant the issuance of a qualified audit opinion or disclaimer of opinion
include:

(1) An auditee received a significant amount in federal awards from a non-DoD
agency, and the non-DoD agency is unwilling to reimburse DCAA for its portion of
DCAA’s Circular A-133 audit services, or

(2) A significant amount of auditee expenditures for the period is excluded from the
scope of DCAA’s audit. For example, the DCAA auditors (including Field Detachment
auditors) may not have access to certain restricted or classified information.

b. In those cases where there is both DoD and non-DoD business, and the non-DoD
agency officially notifies DCAA that it will not reimburse DCAA or require DCAA
audit services, the FAO should advise the non-DoD agency that its awards will not be
included in DCAA’s audit.

c. As part of the coordinated audit planning process, notify the auditee, its IPA, and the
cognizant agency for audit that the non-DoD agency’s federal awards will not be included
in DCAA’s audit. The participants in the coordinated audit should revise the coordinated
audit matrix to reflect any change in audit responsibility for the non-DoD awards from
DCAA to the IPA (or other independent auditor). OMB Circular A-133 Subpart E. 500(a)
requires that an A-133 audit cover the entire operations of the auditee. Therefore, if
DCAA does not cover a particular federal program, the IPA or another federal auditor
must cover the program.

d. When the FAO and the Field Detachment have joint audit responsibilities, the objec-
tive should be to achieve a comprehensive, coordinated, and integrated audit of the recipi-
ent’s federal expenditures. Annual coordination meetings should be held between the
FAOs to determine the responsibilities of each FAO (see 6-405.4a).

e. In planning the audit, the regional FAO should assure that the auditee fulfills its
reporting obligations under OMB Circular A-133, which requires that the auditee prepare
and submit to DCAA the schedule of expenditures of federal awards (A-133 section
.310(b)). Upon receipt of this schedule, the regional FAO should verify that it is complete
and determine if audit assistance is required. This may be accomplished by knowledge
gained from prior audit experience with the auditee and through discussions with the audi-
tee at the entrance conference. When it is determined that the regional FAO does not have
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access to federal awards because they are classified, audit assistance from the cognizant
Field Detachment FAO should be requested.

f. There may be situations where audits of the classified awards are performed by
another Government audit organization similar to the Field Detachment. In all cases
where classified work is involved, the regional FAO should request assistance from the
Field Detachment. If necessary, the Field Detachment will then coordinate audit matters
with the other Government audit organization, and will perform procedures necessary
for relying upon the work of other auditors (see 4-1006.2). The Field Detachment FAO
will communicate the results of audit in an assist audit report to the regional field audit
office.

g. When appropriate, the DCAA FAOs will rely on the work performed by other
Government audit organizations. If the work performed by the other auditor is material
to the DCAA FAO’s opinion being expressed, and the DCAA FAO is unable to rely
upon the work performed by the other Government audit organization, the FAO’s audit
report will exclude those awards audited by the other Government audit organization,
contain a limitation on scope paragraph, and not make mention of the classified nature
of the awards.

h. DCAA FAOs will rely on the work of other DCAA offices (including Field De-
tachment) without making reference to the work performed by that office in the audit
report (refer to 4-1006.2b). The regional FAO must fully coordinate with the cogni-
zant Field Detachment FAO regarding the manner in which any Field Detachment
assist audit findings may be presented in the regional FAO’s A-133 audit report. Con-
sideration must be given to security concerns and the probable need to present the
audit finding without reference to the classified nature of the awards, and without
reference to the Field Detachment. Therefore, the information in the assist audit re-
port should not be attached to the A-133 audit report.

13-703.4 Relation to Other Audit Requirements

a. Whether or not an FAO participates in a coordinated audit, audit planning and exe-
cution should consider the extent to which reliance can be placed on the work performed
by the auditee’s independent auditors. (See 4-1000 for guidance when relying upon the
work of others).

b. An audit made in accordance with OMB Circular A-133 is to be in lieu of any
financial audit required under individual federal awards. Accordingly, to the extent that
an A-133 audit provides an FAO with the information and assurances needed to carry
out its overall responsibilities, the FAO is to rely upon and use such information. FAOs
can make additional audits if needed to carry out their responsibilities under federal law
and regulation. Such additional audits, however, must be planned and executed so that
they build upon the work already performed under the A-133 audit.

c. The Circular does not limit the authority of DCAA to conduct audits and evaluations
of federal awards, nor does it authorize any institution or subrecipient thereof to constrain
DCAA, in any manner, from carrying out additional audits or evaluations.
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13-704 Audit of Internal Control

13-704.1 General - Internal Control

OMB Circular A-133 requires the auditor to determine and report on whether the audi-
tee’s system of internal control provides reasonable assurance that the auditee is properly
managing its federal programs.

13-704.2 Scope of Audit - Internal Control

a. OMB Circular A-133 requires auditors to obtain an understanding of the auditee’s
internal control over federal programs, assess control risk, and perform appropriate testing
of the internal control over major federal programs. The auditor relies on his/her under-
standing of the internal control to plan the compliance audit. Auditors should not rely on
tests of controls performed in prior audits as support for the basis of opinion as part of
this compliance audit (see AU 318 Section .40).

b. OMB Circular A-133 does not require testing of the internal control in situations
where the auditee’s system of internal control is likely to be ineffective in preventing or
detecting noncompliances. These situations are always considered significant deficien-
cies/material weaknesses. If the auditor limits his/her consideration of the internal controls
for any reason, the circumstance should be disclosed in the audit report.

c. AU 316, Consideration of Fraud in Financial Statement Audits requires that, in
planning and performing the examination, the auditor should consider the fraud risk fac-
tors specific to the audit and should plan and perform the audit to obtain reasonable assur-
ance that material misstatements or noncompliances are detected, whether caused by error
or fraud. As required by auditing standards, if specific information comes to the auditors
attention that provides evidence concerning the existence of possible illegal acts that could
have a material effect on the subject matter of audit, the auditor should apply procedures
specifically directed to addressing the specific risks disclosed.( GAGAS 4.11 & 4.28) See
CAM 2-305 and 2-306.

The audit team (e.g., RAM, Manager, Supervisor, Auditors) should obtain the infor-
mation needed to identify and assess risks of material misstatement due to fraud in accord-
ance with AU 316, Consideration of Fraud in Financial Statement Audits by, at a mini-
mum:

(1) Inquiring of management and others within the entity to determine if they have
knowledge of any fraud or suspected fraud affecting the entity.

(2) Considering the results of the analytical procedures performed in planning the
audit.

(3) Considering fraud risk factors (see AU 316.85, Appendix, "Examples of Fraud
Risk Factors").

The audit team should use the information gathered to identify the risks that may result
in a material misstatement due to fraud and assess the identified risk by evaluating the
entity’s programs and controls that address identified risks of material misstatement due to
fraud and assess the risks taking into account this evaluation. Based on the assessment of
material misstatement due to fraud, auditors should design and perform audit procedure in
response to the identified fraud and fraud risks to meet the audit objectives. Auditors
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should assess the risk of material misstatement due to fraud and communicate among en-
gagement personnel throughout the audit.

Upon encountering or receiving information which raises a reasonable suspicion of
fraud, corruption, or unlawful activities relating to a Government contract, promptly pre-
pares a DCAA Suspected Irregularity Referral Form (DCAAF 2000). (See CAM 4-700).
Report known fraud affecting a Federal award as audit findings in a schedule of findings
and questioned costs (OMB Circular A-133, section .510(a)(6).

d. During the audit, the auditor may become aware of deficiencies in the design or
operation of the internal control. These deficiencies may also be considered material
weaknesses. Paragraph 5.11 of the Government Auditing Standards describes significant
deficiencies and material weaknesses.

e. If a significant deficiency is considered to be of such magnitude as to preclude man-
agement from asserting that the entity has effective internal control, it would be reported
separately as a material weakness. The auditor should coordinate in advance with regional
management and the auditee’s independent public accountant before issuing an audit re-
port citing the auditee for a material weakness.

13-704.3 Reporting - Internal Control

The report on the system of internal control will describe the scope of testing the inter-
nal control and the results of the tests. Generally, the auditor does not express an opinion
on the overall internal control system because the procedures necessary to express an
opinion are not performed, but rather the auditor describes the extent of work performed.

13-705 Audit of Compliance

13-705.1 General - Compliance

OMB Circular A-133 requires the auditor to determine and express an opinion on
whether:

(1) the auditee has complied with applicable laws and regulations, and
(2) any noncompliances found would have a material impact on major program(s)

determined in accordance with the risk-based approach described in Subpart E of the Cir-
cular.

13-705.2 Scope of Audit - Compliance

a. The Circular states that compliance testing should include tests of transactions and
such other auditing procedures necessary to provide the auditor sufficient evidence to sup-
port an opinion on compliance. When performing compliance tests the auditor is to:

(1) use the risk-based approach (see 13-702.4), to determine the major programs
that are to be tested;

(2) identify the applicable compliance requirements using the compliance supple-
ment and professional judgment (see 13-702.6);

(3) consider the auditee’s internal control over compliance and risk for fraud (see
13-704);

(4) perform compliance testing of transactions to obtain sufficient evidence to sup-
port an opinion on compliance for each major program; and
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(5) perform follow-up procedures on previously reported findings (13-706.1c).
b. The principal compliance requirements applicable to most federal programs are

included in the compliance supplement. The supplement also contains the audit objec-
tives for each type of compliance requirement and suggested audit procedures to be
used by the auditor in developing an audit program for testing compliance. For those
federal programs not covered in the compliance supplement, the auditor should audit
provisions of the contracts and grant agreements, and use the types of compliance
requirements contained in the compliance supplement as guidance for identifying the
types of compliance requirements to test.

13-705.3 Reporting – Compliance

DCAA’s pro forma audit report requires an opinion on the auditee’s compliance with
laws and regulations. It also calls for (i) an opinion on the auditee’s schedule of federal
expenditures, and (ii) a statement of concurrence/nonconcurrence regarding the auditee’s
summary schedule of prior audit findings.

13-706 Preparation and Distribution of Audit Reports and the Data Collection Form

This section discusses the overall reporting requirements of OMB Circular A-133
and DCAA requirements governing audit report content and completion of the data col-
lection form. OMB Circular A-133 requires the auditee to prepare the financial state-
ments, schedules (schedule of expenditures of federal awards, summary schedule of
prior audit findings) and corrective action plan. The preparation of audit reports and
schedule of findings and questioned costs are the responsibility of the independent audi-
tor. The financial statements, schedules, corrective action plan and audit reports make-
up the A-133 reporting package. OMB Circular A-133 also requires the auditee and
auditor(s) to complete and sign applicable portions of the data collection form.

13-706.1 Three Parts of Auditees’ A-133 Reporting Package

a. The required OMB Circular A-133 reports covering a particular fiscal year are pack-
aged together by the auditee into a OMB Circular A-133 audit “reporting package.” This
reporting package, when complete, is forwarded by the auditee to a federal clearinghouse.
The reporting package can include audit reports from a federal audit organization, as well
as reports from the auditee’s independent public accountant in a coordinated audit ap-
proach. To satisfy the Circular’s reporting requirements, auditor(s) will normally issue the
following reports:

(1) Report(s) on Financial Statements & Schedule of Expenditures of Federal
Awards. This report calls for an opinion on whether the financial statements are presented
fairly in all material respects in conformity with GAAP, and an opinion on whether the
auditee’s schedule of expenditures of federal awards is presented fairly in relation to the
financial statements taken as a whole. These opinions may be expressed in a single or two
separate reports. Audit reports on financial statements are always the responsibility of the
IPA. The “Results of Audit” section in DCAA’s Circular A-133 audit report includes an
opinion on the auditee’s schedule of expenditures of federal awards. (See 13-706.4)
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(2) Report(s) on internal control and compliance over financial reporting based
on an audit of the financial statements in accordance with the Government Auditing
Standards. This is a report on the auditor’s understanding of the auditee’s system of
internal control which includes a description of the scope for testing of internal control
and the results of the tests. This report is the responsibility of the IPA.

(3) Report(s) on internal control and compliance with requirements applicable to
each major program in accordance with OMB Circular A-133. This report provides the
auditor’s opinion on whether the auditee complied with applicable laws, regulations and
provisions of its federal awards. Depending on the coordination between the independent
auditors, the report(s) on internal control and compliance can be the responsibility of
DCAA, or both DCAA and the IPA.

b. Subpart E section .505 of the Circular permits the three parts of an A-133 reporting
package (financial, internal control, and compliance) to be combined or presented as sepa-
rate reports.

c. In addition to the three parts of a OMB Circular A-133 report, the auditee must also
submit the following as part of its A-133 reporting package:

(1) Schedule of Findings and Questioned Costs -- Subpart E section .505(a)(4) re-
quires a summary of the audit findings and questioned costs. This is a summary of the results
of audit. (See 13-706.5)

(2) Summary Schedule of Prior Audit Findings -- Subpart C section .315(b) re-
quires the auditee to report on the status of all audit findings included in the prior audits.
OMB Circular A-133 requires the auditor to follow-up on corrective actions taken by the
auditee related to prior audit findings. Corrective action in OMB Circular A-133 means
action taken by the auditee that: (i) corrects identified deficiencies, (ii) produces recom-
mended improvements, or (iii) demonstrates that the audit findings are either invalid or do
not warrant auditee action. The auditor assesses the reasonableness of the auditee’s asser-
tions regarding the status of previously reported findings. After completing the assess-
ment, the auditor then reports as a current year audit finding, assertions prepared by the
auditee that materially misrepresent the status of any prior audit finding. (See 13-706.6)

(3) Corrective Action Plan -- Subpart C section .315(c) requires the auditee to pre-
pare a corrective action plan to address each audit finding. The plan should include a point
of contact, corrective action to be taken, and anticipated completion date. The DCAA au-
ditor will consider the auditee’s corrective action plan when presenting the audit finding.

(4) Data Collection Form – Although not part of the auditee’s reporting package,
Subpart C section .320(b) requires the auditee and auditor(s) to prepare a data collection
form at the completion of the audit and submit it to a federal clearinghouse designated by
OMB along with the reporting package. (See 13-706.8)

13-706.2 Report Format and Content

a. Prepare the OMB Circular A-133 report using the pro forma report for internal con-
trol and compliance (13-702.1). Address the report to the cognizant agency for audit and
provide concurrent copies to the auditee for inclusion in its reporting package to be sub-
mitted to the federal clearinghouse.

b. The audit findings (e.g., internal control deficiencies and noncompliance find-
ings) should be presented in sufficient detail for the auditee to prepare a corrective
action plan and allow resolution of the finding. As noted in section .510(b) of the Cir-
cular, at a minimum, the elements of an audit finding will include:
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(1) Condition - facts relied on that indicate that a noncompliance occurred;
(2) Criteria - including regulatory, statutory, or other citation; information to pro-

vide proper perspective for judging the prevalence and consequences of the audit find-
ings; and where appropriate, instances of noncompliance shall be related to the universe
and the number of cases examined;

(3) Recommendation - corrective action to prevent future occurrences of the defi-
ciency;

(4) Auditee reaction - pertinent views of responsible officials of the audited enti-
ty;

(5) Auditor’s response - if viewed as appropriate; and
(6) Reference number - each audit finding is to include a reference number to

allow for easy referencing by the auditee in preparing both the current year corrective
action plan, and the summary schedule of status of prior audit findings. To avoid con-
fusion, the DCAA auditor should coordinate with the IPA and agree on each audit
organization using a different audit reference numbering scheme.

c. For A-133 reporting purposes, the auditor is required to report as audit findings in
the schedule of findings and questioned costs:

(1) questioned cost greater than $10,000 for a type of compliance requirement for a
major program (A-133.510(a)(3)), and

(2) questioned costs greater than $10,000 for a federal program which is not audited
as a major program (A-133.510(a)(4)).
The auditor is not prohibited from reporting as an audit finding questioned costs that are
less than the above thresholds. The auditor will exercise judgment and report each audit
finding considered to be material under the given circumstances.

13-706.3 Limitation of Audit Scope

a. Restrictions on the scope of the DCAA field audit office’s work on compliance
may require the auditor to express a qualified opinion or disclaim an opinion (see 13-
703.3). For example, the circumstances may be that DCAA’s portion of the coordinated
audit of federal programs does not include the entirety of the auditee’s federal awards,
the excluded awards are significant, and the exclusions impact the auditee’s ability to
form an overall opinion on compliance over the federal program(s). These circumstanc-
es may occur when a non-DoD agency does not have the funds to reimburse DCAA for
audit services, or when the Field Detachment is precluded from applying all the proce-
dures considered necessary to rely on the work of another Government audit organiza-
tion. In such cases DCAA’s audit report will be revised as follows:

(1) The non-DoD awards will not be identified in DCAA’s audit report and the
other documents accompanying DCAA’s Circular A-133 audit report;

(2) The circumstances should be identified in a separate paragraph of DCAA’s
Circular A-133 audit report(s), however, no mention will be made that any awards are
classified;

(3) Both the Scope and Results of Audit paragraphs in the audit report should
specifically refer to this limitation on scope, and the audit opinion will refer only to
those awards listed in DCAA’s audit report.

b. In those situations where it is not clear whether or not the regular DCAA office
should report audit findings that may also affect classified work because of security
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concerns, the matter should be elevated to management for resolution. In all circum-
stances, the auditee should be made aware of audit findings that affect classified awards.

13-706.4 Reporting on Schedule of Expenditures of Federal Awards

a. There are over 1,000 individual grant programs and several types of federal
awards. Many of the major programs are identified by their catalog of federal domes-
tic assistance number (CFDA number, see A-133, Subpart 105). OMB Circular A-
133, section .310 requires the auditee to prepare a schedule of expenditures of federal
awards along with notes that describe significant accounting policies used in prepar-
ing the schedule. For the R&D program, total federal awards expended shall be shown
either by individual award or by federal agency and major subdivision within the fed-
eral agency.

b. The purpose of reporting on the schedule is to present a summary of the auditee’s
total expenditures by major program, non-major program, and non-cash assistance (i.e.,
programs involving commodities received, loan guarantees, loans, or insurance). A-133
section .505(a) requires the auditor to express an opinion on whether the schedule of
federal awards is presented fairly in all material respects in relation to the financial
statements. Typically, DCAA will comment on the research and development program.
DCAA’s pro forma Circular A-133 report will satisfy this requirement.

13-706.5 Schedule of Findings and Questioned Costs

a. OMB Circular A-133, section .505(d) requires that each audit organization’s audit
report include a schedule of findings and questioned costs. This schedule is required even
if there are no current year audit findings. Figure 13-7-2 is an example of a completed
schedule for a typical DCAA A-133 coordinated audit. OMB Circular A-133, section
.510(a) gives examples of audit findings the auditor should report in a schedule of findings
and questioned costs;

(i) Significant deficiencies in internal control over major programs.
(ii) Material noncompliance with the provisions of laws, regulations, con-

tracts, or grant agreements related to a major program.
(iii) Known questioned costs which are greater than $10,000 for a type of

compliance requirement for a major program,
(iv) Known questioned costs which are greater than $10,000 for a Federal

program which is not audited as a major program,
(v) The circumstances concerning why the auditor's report on compliance for

major programs is other than an unqualified opinion;
(vi) Known fraud affecting a Federal award, unless such fraud is otherwise

reported as an audit finding in the schedule of findings and questioned costs for Federal
awards;

(vii) Instances where the results of audit follow-up procedures disclosed that
the summary schedule of prior audit findings prepared by the auditee materially misrepre-
sents the status of any prior audit findings.

b. If the IPA’s participation in the A-133 coordinated audit results in the IPA serving
as the principal auditor by accepting responsibility for DCAA’s work insofar as that work
relates to the IPA’s expression of an opinion, there will normally be a single schedule.
This schedule will appear in the IPA’s audit report. The participants in the coordinated
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audit should discuss, agree, and document how their respective audit findings will be pre-
sented in this schedule.

c. In all A-133 audits, the DCAA field audit office will complete the schedule and in-
clude at a minimum, the information relative to the scope of the DCAA auditor’s work.
When the following two conditions are met, the information in DCAA’s schedule of find-
ings and questioned costs will be incorporated in the schedule that the auditee’s IPA pre-
pares:

(1) the IPA’s participation in the A-133 coordinated audit results in the IPA serving
as the principal auditor, and

(2) the IPA assumes responsibility for the work of DCAA insofar as that work re-
lates to the IPA’s expression of an opinion.

d. The schedule is prepared by the auditor(s) and is comprised of the following three
sections: Section 1, Summary of Auditor’s Results; Section 2, Findings Related to the
Financial Statements; and Section 3, Findings Related to Federal Awards.

(1) Section 1 -- Summary of Auditor’s Results (OMB Circular A-133 section
.505(d)(1)). This section of the schedule includes information relative to both the audits
of the financial statements and the federal awards. The IPA should include information
relating to the financial statement in their schedule, since this area is beyond DCAA’s
audit mission. However, audit findings that relate to both the financial statements and
federal awards should also be included in Sections 2 and 3 of the schedule. For exam-
ple, a significant deficiency that is a material weakness in the auditee’s internal control
may affect the auditee’s financial statements and federal awards. With respect to
DCAA’s reporting responsibilities, the auditor should coordinate each finding with the
IPA. If DCAA’s audit procedures result in an audit finding (as defined in A-133 section
.510(a)), the DCAA auditor will disclose in Section 1 that an audit finding exists and
report the finding in detail in the federal awards part of Section 3 of the DCAA prepared
schedule. If appropriate, the IPA may note a finding exists in Section 1A and summarize
the audit finding in the financial statement part of Section 2 of the IPA prepared sched-
ule. The IPA should cross reference to the detailed audit finding number contained in
DCAA’s audit report. OMB Circular A-133 section .505(c) requires that each audit
finding include a reference number (see 13-706.2b(6)). A suggested format is to precede
the note number with the last two digits of the auditee fiscal year reported, for example
fiscal year 1998 notes may read, 98-1, 98-2 and so on.

The information required by the Circular to be included in Section 1 of the schedule
and the parties responsible for this information are presented in the following table:
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Section 1. – Summary of Auditor’s Results IPA DCAA
PART A. The type of report issued on the financial statements of the
auditee (i.e., unqualified opinion, qualified opinion, adverse opinion,
or disclaimer of opinion.) (See OMB Circular A-133 §_.505(d)(1)
(i).)

X

When applicable, a statement that significant deficiencies in internal
control were disclosed by the audit of the financial statements and
whether any such conditions were material weaknesses (see OMB
Circular A-133 §_.505(d)(1) (ii)).

X

A statement on whether the audit disclosed any noncompliances that
are material to the financial statements (see OMB Circular A-133
§_.505(d)(1) (iii)).

X

PART B.1. When applicable, a statement that significant deficien-
cies in internal control over major programs were disclosed by the
audit and whether any such conditions were material weaknesses
(see OMB Circular A-133 §_.505(d)(1) (iv)).

X X

PART B.2. The type of report the auditor issued on compliance for
major programs (i.e., unqualified opinion, qualified opinion, adverse
opinion, or disclaimer of opinion), (see OMB Circular A-133
§_.505(d)(1) (v)).

X X

PART B.3. A statement on whether the audit disclosed any audit
findings that the auditor is required to report under section .510(a),
(see OMB Circular A-133 §_.505(d)(1) (vi)).

X X

PART B.4. Identification of major programs (see OMB Circular A-
133 §_.505(d)(1) (vii)).

X X

PART B.5. The dollar threshold used to distinguish between type A
and B programs as described in section .520(b) of the Circular), (see
OMB Circular A-133 §_.505(d)(1) (viii)).

X X

PART B.6. Statement as to whether the auditee qualified as low risk
under section .530 of the Circular, (see OMB Circular A-133
§_.505(d)(1) (ix)).

X X

(2) Section 2, Findings Related to Financial Statements (OMB Circular A-133
section .505(d)(2)). As noted above, audit findings that relate to the financial state-
ments are the responsibility of the IPA. DCAA’s schedule will refer the reader to the
IPA’s audit report(s).

(3) Section 3, Findings Related to Federal Awards (OMB Circular A-133
section .505(d)(3)). Information in Section 3 of the schedule provides the detail
findings of compliance. This section is somewhat similar to the format used in
DCAA’s annual incurred cost audit report exhibit(s) and supporting schedules. See
13-706.2 for the audit finding details to be included in this section.

13-706.6 Summary Schedule of Prior Audit Findings

a. The auditee is required to prepare and submit a “summary schedule of prior audit
findings” (see 13-706.1c(2)) presenting the status of corrective action taken on all audit
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findings included in the prior audit report. In addition, at the completion of the current
year’s audit and prior to issuance of the final audit report(s), the auditee is required to:

(1) evaluate the current year audit findings;
(2) determine proper actions in response to these findings; and
(3) prepare a written response on each finding, referred to as a “corrective action

plan.”
b. The auditor is required to comment on the accuracy of the auditee’s required

statements, responding to both the corrective action taken by the auditee on prior and
current year findings. The summary schedule of prior audit findings and the corrective
action plan for the current year are requirements of OMB Circular A-133. Because they
contain material necessary for the reader to obtain a full understanding of the circum-
stances, both the schedule and action plan should be included as appendixes to DCAA’s
audit report.

13-706.7 Report Restrictive Markings and Distribution

a. The auditor with the appropriate authority must issue DCAA’s Circular A-133 audit
reports in Portable Document Format (PDF) with digitally secured signatures to protect
the integrity of our audit reports. Once the reports are digitally signed, secured, and issued,
all parts of the report cannot be extracted or altered by others.

b. DCAA’s Circular A-133 audit reports on internal control and compliance are ad-
dressed to the cognizant agency for audit, with the auditee listed on the distribution list.
There is no need to distribute the audit report to other federal agencies since this is the
responsibility of the federal clearinghouse and auditee. See section .320(d), (f), and (h) of
OMB Circular A-133 and 10-207 for additional guidance.

c. The auditor will issue DCAA’s Circular A-133 audit reports including the For Official
Use Only (FOUO) markings to comply with DoD FOIA regulations. The “restrictions” lan-
guage defines FOUO markings, and authorizes the auditee to release the audit report to the
public at its direction.

d. DCAA’s reports are largely based on procedures from the Compliance Supplement.
Audit reports include language stating that the audit report is a restricted-use report, and
should not be used by anyone other than the intended parties specified in the audit report.
The Audit Report Distribution and Restrictions page includes language to comply with
Statement on Auditing Standards (SAS) No. 87, Restricting the Use of An Auditor’s Re-
port. A restricted-use report is one that is intended only for specified parties.

e. The auditee submits its complete audit report package to a federal clearinghouse
designated by OMB. The federal clearinghouse is responsible for retaining a copy of the
report package for records, distributing the report package to federal funding agencies and
pass-through entities, and maintaining a database with information on each auditee.

13-706.8 Data Collection Form

a. Both the auditee and auditor(s) complete and sign applicable sections of the data
collection form (Form No. SF-SAC) at the completion of the audit, regardless of wheth-
er findings and questioned costs were noted. The data collection form provides sum-
mary information about the auditee, its federal programs, and the results of audit. Using
information on the data collection form, the federal clearinghouse maintains a database
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of A-133 audit results, which is used to followup with auditees who have not submitted
the required data collection form and reporting package. The clearinghouse also distrib-
utes the reporting packages to those federal awarding agencies for which an audit find-
ing is included in the package's schedule of findings and questioned costs.

b. The types of information required by the data collection form and the parties respon-
sible for this information are presented in the following table:

Part No./
Title Part Description Auditee IPA DCAA
I. General
Info

Identifies affected fiscal year, type of audit,
employer identification number, and federal
cognizant or oversight agency.

X

I. Item 6 -
Auditee
Info

Provides organizational information about
the auditee. Auditee signs a certification of
completeness and accuracy.

X

I. Item 7 –
Auditor
Info

Provides organizational information about
the IPA. Auditor(s) sign(s) a statement on
completeness.

X X

II. Finan-
cial State-
State-
ments

Provides information on the type of audit
and reported results. (Generally, the IPA
will be responsible for completing this part,
since this area is beyond DCAA’s audit
mission.)

X (X)

III. Feder-
al Pro-
grams

Information on the type of audited federal
program, information on the audit and audit
results, identification of federal agencies
required to receive audit reporting packag-
es, and a summary of audit results by pro-
gram.

X X

c. The auditor is required to complete Parts I (Item 7), II, and III. Part I (Item 7) is a
statement signed by the auditor. The signed statement indicates: the auditor’s responsi-
bility for the information on the form, the form is not a substitute for the A-133 audit
reports, the data elements and information on the form are limited to those prescribed by
OMB, and no additional audit procedures were performed since the date of the audit re-
ports. Part II provides information about the financial statements, and Part III provides
information about the results of audit as they pertain to federal programs. Auditors
may not create their own electronic version of the form.

d. Since DCAA’s participation in a Circular A-133 audit will normally be on a coor-
dinated audit basis (see 13-703), there will be multiple audit organizations involved in
providing information needed to complete the data collection form. DCAA auditors are
to coordinate completion of the form with the IPA. This is best accomplished at the
inception of the coordinated audit planning process. The DCAA auditor’s responsibility
regarding completion of the data collection form should generally be limited to entering
the results of his or her audit into Part III, federal programs. To accomplish this the
DCAA auditor should meet with the auditee’s IPA to persuade the IPA to be the “lead
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or coordinating auditor,” and accept responsibility for completing Parts I (Item 7), II,
and III of the data collection form. The DCAA auditor should use materiality as the
criterion for determining which audit organization will be the “lead or coordinating au-
ditor” which signs the data collection form. Comparing the materiality of the financial
statements (and federal programs if applicable) audited by the IPA to the materiality of
the federal programs audited by DCAA, typically the IPA will have performed the ma-
jor portion of the OMB Circular A-133 audit work. If the IPA concludes that DCAA
should be the “lead or coordinating auditor,” the DCAA auditor should coordinate this
matter with his or her field audit office (FAO) manager before accepting the responsi-
bilities.

e. Completing Part I. If the IPA’s participation in the A-133 coordinated audit results
in the IPA serving as the principal auditor, and the IPA assumes responsibility for the
work of DCAA insofar as that work relates to the IPA’s expression of an opinion, the IPA
should be designated as the lead auditor for purposes of completing the data collection
form. The IPA should complete Parts I (Item 7), II, and III of the data collection form. In
all cases, the DCAA auditor should attach a sheet to the data collection form with the
same type of information provided by the IPA for Part I Item 7. In addition, if agreed as
part of the coordinated audit planning process, the FAO manager may also sign the auditor
statement in Item 7.

f. The IPA and DCAA may decide that a clear division in audit and reporting responsi-
bility exists. If the IPA decides not to serve as the lead auditor, the DCAA auditor may
agree to serve as the lead auditor and the FAO manager will complete and sign Item 7.
However, to indicate the division of responsibility, the IPA must agree to also sign Part I
and attach a sheet to the data collection form with the same information provided by
DCAA. The sheet should identify the division of audit and reporting responsibility.

g. Completing Part II. The information for completing Part II is obtained from the
audit reporting on the financial statements only. Generally, the IPA will be responsible
for completing Part II, since this area is beyond DCAA’s audit mission. However, if the
DCAA auditor agrees to serve as the lead or coordinating auditor, then the DCAA audi-
tor working with the IPA may complete this section of the form.

h. Completing Part III. In all coordinated audits, the FAO will either complete or, when
requested, assist the IPA in completing Part III of the form for those programs audited by
DCAA. Auditors are not permitted to include a photocopy of the auditee’s Schedule of
Expenditures of Federal Awards as a substitute for completing this section of the data
collection form. If additional pages are needed to complete this part, photocopy page 3 of
the data collection form, attach the additional pages to the form, and enter the total for all
pages in the “Total Federal Awards Expended” block on the last page.

i. The data collection form instructions for Part III, Item 6 (a) and (b) require the
auditor(s) to enter the number assigned to the federal program in the Catalog of Federal
Domestic Assistance (CFDA). Since the research and development cluster program does
not have a CFDA number, the auditor(s) enter the federal agency’s two-digit prefix,
followed by a period and the letters “RD.” For example, a DoD research and develop-
ment program would be entered as “12.RD” under column (a). For other programs that
do not have a CFDA number, auditors should enter only the federal agency’s two-digit
prefix. For a list of federal agency two-digit prefix numbers, see the Appendix to the
instructions for completing the data collection form. Also, auditors are to enter the
amount of expenditures (Part III, Item 6(c)) from the auditee’s Schedule of Expendi-
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tures of Federal Awards for each federal program. For guidance on the Schedule see
OMB Circular A-133 §._310(b) and 13-704. The CFDA catalog is compiled and pub-
lished annually by the General Services Administration and may be accessed electroni-
cally at the site: http://www.gsa.gov/fdac/.

j. Item 7 requires the auditor to enter information regarding audit findings and ques-
tioned costs. This information is taken from the Schedule of Findings and Questioned
Costs, prepared by the auditor as part of the audit report. Using the two-digit prefix dis-
cussed above the auditor must identify audit findings for each federal agency within the
R&D cluster program. To assist DCAA auditors, a matrix (see Figure 13-7-3), summa-
rizes the information in the audit report to facilitate completion of Part III, Item 7 of the
data collection form. The matrix accumulates questioned costs by compliance require-
ment for each federal program to be entered onto the data collection form. The matrix
also serves as a tool to assist federal departments to resolve audit findings and recom-
mendations affecting their awards. The matrix at Figure 13-7-3 is a suggested format
that should clarify the relationship between the explanatory notes in the audit report and
the audit reference numbers in the data collection form. The matrix or a similar docu-
ment is to be included as the last page to DCAA’s Schedule of Findings and Questioned
Costs in DCAA’s Circular A-133 audit report.

k. Instructions and the data collection form may be obtained from:
(1) OMB’s fax information line, (202) 395-9068, document no. 1330;
(2) OMB’s web site located at:

http://www.whitehouse.gov/WH/EOP/OMB/Grants/sfac.pdf;
(3) Federal audit clearinghouse: phone no. (888) 222-9907, document no. SF-SAC;
(4) Federal audit clearinghouse web site: http:harvester.census.gov/sac. This site

has an electronic template (Microsoft Word) containing four documents that may be
downloaded. This approach permits the auditor to complete the form using a computer.

http://www.gsa.gov/fdac/
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Figure 13-7-1
Example Of Circular A-133 Coordinated Audit Matrix Identifying Compliance

Requirements of ABC Nonprofit Organization
CFY 19XX

Date Completed

Program Types of
R&D Compliance
Requirements (Re-
fer to Compliance
Supplement, Parts

2&3)

Compliance Re-
quirement that is
Applicable, and

May have a Materi-
al Effect on Major
Program (Y,N, or

N/A)

Organization Accepting Responsibility
for Providing Audit and Auditor Accept-
ing Responsibility for Providing Report-

ing Coverage (Internal Control and/or
Compliance Audit)

Addtl.
Comments

Independent
Public
Accountant DCAA

Other
(Identify
organiza-
tion)

A. Activities Al-
lowed or Unallowed
B. Allowable
Costs/Cost Princi-
ples
C. Cash Manage-
ment
D. Davis-Bacon Act
E. Eligibility
F. Equipment and
Real Property Man-
agement
G. Matching, Level
of Effort, Earmark-
ing
H. Period of Avail-
ability of Federal
Funds
I. Procurement and
Suspension and
Debarment
J. Program Income
K. Real Property
Acquisition and
Relocation Assis-
tance
L. Reporting
M. Subrecpient
Monitoring
N. Special Tests &
Provisions
Other (list as appli-
cable)
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Y: denotes requirement is applicable and will be included in audit scope.
N: denotes requirement is applicable, however, it may not have a direct and material effect
of the major program.
N/A: denotes requirement is/is not applicable and will not be included within current year
audit because (provide explanation in Additional Comments – for example, the specific
requirement does not have a direct and material impact on the R&D program, see working
paper XXX for documentation supporting assessment).

Point of Contact:
Auditee______________________________________________________________
Independent Public Accountant___________________________________________
DCAA ______________________________________________________________
Other _______________________________________________________________
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Figure 13-7-2
Illustration

Schedule Of Findings And Questioned Costs

ABC NONPROFIT ORGANIZATION
Fiscal Year Ended September 30, 1998

SECTION 1: -- SUMMARY OF AUDITOR’S RESULTS

A. Financial Statements:

Information pertaining to the financial statements can be found in the independent public
accountant’s audit report.

B. Federal Awards:

1. Internal control over major programs:
YES NONE REPORTED

Material weaknesses were identified. X
Significant deficiencies identified not
considered to be a material weakness.

X

2. Type of auditor’s report issued on compliance for major programs:
Type of Audit Opinion
Unqualified X
Qualified
Adverse
Disclaimer

3. Any audit findings disclosed that are required to be reported in accordance with
OMB Circular A-133, Section .510(a):

Yes X
No

4. Identification of Major Programs:
CFDA Number Program
N/A Research and Development

5. Dollar threshold used to distinguish between low and high-risk pools.
$ 385,000

6. Auditee classified as a low-risk auditee under OMB Circular A-133, Section .530.
Yes
No X
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SECTION 2: -- FINDINGS RELATED TO FINANCIAL STATEMENTS
Information pertaining to the financial statements can be found in the independent public
accountant’s audit report.

SECTION 3: -- FINDINGS RELATED TO FEDERAL AWARDS

ILLUSTRATION
SCHEDULE OF FINDINGS AND QUESTIONED COSTS

ABC NONPROFIT ORGANIZATION
Fiscal Year Ended September 30, 1998

OVERHEAD EXPENSES AND RATE

Questioned Costs (Note 98-X)
Cost Element Proposed Total Concurred Non-concurred Notes Page
Rent & Occu-
pancy Costs $ XXXX $XXXX $XXX $ 98-X X
Employee
Morale XXXX XXX XX XXX
Subtotal $XXXXX $XXXXX $XXX $XXX
Less:

Voluntary
Deletions (XXX)

Totals $XXXXXX $XXXXX $XXXX $XXX

Allocation Base (Total Direct Labor Dollars):
Proposed and
Accepted: $XXXXX

Research Overhead Expense Rate:
Proposed 70.02%
Questioned 3.28%

Audit Recommended 66.74%

Concurred 2.79%

Nonconcurred .49%

Explanatory Notes:
98-X. Rent and Occupancy Costs

a. Condition:
b. Criteria:
c. Recommendation:
d. ABC’s Reaction:
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[The above example provides one note explaining the questioned costs in the schedule of
findings and questioned costs. The details of the explanatory notes are excluded from this
illustration.]
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Figure 13-7-3
Illustration

Matrix Reconciling Audit Findings From DCAA’s Audit Report to the
OMB Data Collection Form (Form No. SF-SAC) part III, Item 7

Questioned Costs by Federal Program
(1)

Type of Compliance
Requirement

(2)
DCAA
Audit
Report

Ex-
plana-
tory
Note
No.

(3)

Cumula-
tive

Ques-
tioned
Costs

(4)

Govt
Partici-

pation in
Ques-
tioned
Costs

(5)

DoD
R&D

12.R&D

(6)

HHS
R&D

93.R&D

(7)

DoT
20.205

(8)

DoI
15.605

A Activities al-
lowed or unal-
lowed

B Allowable
costs/cost prin-
ciples

98-1,
98-2,
98-4,
98-7,
98-8,
98-9 $70,227 $42,136 $19,382 $9,691 $11,798 $1,265

C Cash manage-
ment

D Davis-Bacon
Act

E Eligibility
F Equipment and

real property
management 98-3 4,000 2,400 1,104 552 672 72

G Matching, level
of effort, ear-
marking 98-5 3,250 1,950 898 448 546 58

H Period of avail-
ability of funds

I Procurement
J Program In-

come
K Real property

acquisition and
relocation assis-
tance

L Reporting
M Subrecipient

monitoring
N Special tests

and provisions 98-6 20,000 20,000 20,000
TOTAL $97,477 $66,486 $21,384 $30,691 $13,016 $1,395
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This matrix is a reconciliation of the questioned costs in the audit report to the related
questioned costs in the Data Collection Form. The questioned costs from the audit
report’s schedule of findings and questioned costs are grouped by type of noncompli-
ance with a specific compliance requirement in column (1). The cumulative ques-
tioned costs in column (3) are shown as they relate to each impacted federal program
by compliance requirement and then factored for the Government participation in
column (4). These individual program impacts in column (4) are then entered on the
Data Collection Form Part III, Item 7(e).

The cumulative questioned costs in column (3) are factored down for the Government
participation, as shown in column (4). In this example, the overall Government partic-
ipation in indirect costs for federal financial assistance and federal reimbursement
contracts is 60%. The amounts in column 4 is factored further for each federal pro-
gram. In this example the estimated federal program participation in the indirect costs
by compliance requirement column (4), are DoD R&D 46% column (5); Health and
Human Services (HHS) R&D 23% column (6); Dept. of Transportation (DOT) 28%
column (7); and Department of Interior (DOI) 3% column (8). The noncompliances
with the Special tests and provisions” compliance requirements row N is applicable
only to HHS as a direct cost noncompliance. Supporting detailed computations are to
be maintained in the auditor’s working papers.
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13-800 Section 8 --- Title 2 CFR Part 230"Cost Principles for Nonprofit
Organizations," and Related Areas for Audit Consideration

13-801 Introduction

a. This subsection introduces 2 CFR Part 230 "Cost Principles for Nonprofit Organiza-
tions." For guidance on audits at educational institutions see 13-100 through 13-700.

b. The cost principles described in this chapter and contained in 2 CFR Part 230
should be used in conjunction with the guidance contained in other sections of this
manual for reviewing specific areas of cost at applicable nonprofit organizations. A
current copy of 2 CFR Part 230 should be available at each field audit office (FAO).
The most recent version is dated June 1, 1998, and is a recompilation of the original
and all subsequent amendments. FAOs which do not have a current and complete
copy should contact the regional office. When planning the audit, the auditor must
ascertain the implementation dates for the specific revised 2 CFR Part 230 provisions
and adjust the scope accordingly.

13-802 Definition

Section 4 of 2 CFR Part 230 defines “nonprofit organization” as any corporation, trust,
association, cooperative, or other organization which:

a. is operated primarily for scientific, educational, service, charitable, or similar
purposes in the public interest;

b.is not organized primarily for profit; and
c. uses its net proceeds to maintain, improve, and/or expand its operations.

Excluded from this definition are:
(1) colleges and universities;
(2) hospitals;
(3) state, local and federally-recognized Indian tribal governments; and
(4) other nonprofit organizations which because of their size and the nature of

their operations are considered similar to commercial concerns.

13-803 Cost Principles

a. Title 2 CFR Part 230. This Circular establishes principles for determining costs of
grants, contracts and other agreements with nonprofit organizations as defined by the Cir-
cular (see 13-802). The principles do not apply to awards under which an organization is
not required to account to the Government for actual costs incurred. Provision for fee or
other increment is not addressed by 2 CFR Part 230.

b. FAR Subpart 31.2. Those nonprofit organizations covered by 13-802(4) above are
subject to Federal cost principles applicable to commercial concerns, i.e., FAR Subpart
31.2. Attachment C of 2 CFR Part 230 contains a listing of these nonprofit organizations,
although other organizations may be added from time to time. Contracts and grants which
refer to FAR Subpart 31.7 for determining allowable costs will have the allowability of
costs determined by 2 CFR Part 230.

c. Cost reimbursable subawards (i.e., subgrants, subcontracts, etc.) are subject to the
Federal cost principles applicable to the organization to which they were awarded. Thus,
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for subawards to nonprofit organizations, 2 CFR Part 230 applies; for subawards to com-
mercial organizations, the cost principles applicable to commercial concerns apply; for
subawards to colleges or universities, 2 CFR Part 220 applies; and for subawards to State,
local or federally recognized Indian tribal governments, 2 CFR Part 225 applies.

13-804 Basic Audit Approach

a. The same basic audit approach described in the other chapters of this manual is to be
applied to nonprofit organizations. Audit problems specific to nonprofit organizations not
adequately covered in other sections of this manual may be referred to Headquarters,
DCAA (Attn: PPD).

b. Title 2 CFR, Part 230, Appendix A, Section A.2.e., requires the nonprofit organiza-
tion to compute allowable costs in accordance with Generally Accepted Accounting Prin-
ciples (GAAP). To be compliant with GAAP, a nonprofit's incurred cost proposal usually
has to be based on accrual accounting. GAAP allows the use of cash basis accounting only
if the nonprofit organization demonstrates that the results of the cash basis do not differ
significantly from the results of the accrual basis. It is the responsibility of the nonprofit
(not the auditor) to make this demonstration.

13-805 Indirect Cost Rates at Nonprofit Organizations

13-805.1 Types of Indirect Cost Rates

a. Title 2 CFR, Part 230, Appendix A, Section E, permits various types of indirect cost
rates at nonprofit organizations. The types of rates are:

(1) predetermined rates,
(2) fixed rates,
(3) final rates, and
(4) provisional rates.

b. Predetermined rates. A predetermined rate is an indirect cost rate fixed for an appli-
cable period and generally, once negotiated, it is not subject to audit adjustment. The use
of predetermined rates is appropriate when there is reasonable assurance, based on past
experience and reliable projection of the nonprofit’s costs, that the indirect rate is not like-
ly to exceed the nonprofit’s actual costs. Predetermined rates should not be used by those
nonprofit organizations experiencing significant fluctuations in their rates from year to
year.

c. Fixed rates. A fixed rate is similar to a predetermined rate, except that the difference
between the estimated costs and the actual costs of the period covered by the rate is carried
forward as an adjustment to the rate computation of a subsequent period. Fixed rates re-
quire two separate negotiation cycles; one to establish the fixed rate at the beginning of the
period, and one to determine the final rate after the end of the period. A negotiated fixed
rate should not be used when:

(1) all or most of the federal awards will expire before the carry-forward adjustment
can be made,

(2) the Government’s participation in indirect costs fluctuates greatly from year to
year,

(3) the business base fluctuates significantly from year to year, or
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(4) a carry forward adjustment may not be equitable because of significant changes
in accounting practices.

d. Provisional and final rates. A provisional rate is an indirect cost rate applicable to
the period which is used for funding and interim reimbursement pending the establishment
of a final rate for the period. The final rate is an indirect rate based on the actual costs of
the period. A provisional rate may be adjusted upward or downward during the fiscal year
in order to avoid overpayment or underpayment to the nonprofit. Provisional and final
rates shall be negotiated where neither predetermined or fixed rates are appropriate.

13-805.2 Facilities and Administration (F&A) Cost Categories

a. Effective with the June 1998 revision to 2 CFR Part 230 (2 CFR, Part 230, Appendix
A, subparagraph C.3), the Circular requires major nonprofit organizations (i.e., those non-
profit organizations with over $10 million in direct federal funding) to breakout “indirect
costs” into one of two components: “facilities” and “administration.” The identification of
indirect costs as F&A is required regardless of the allocation method selected to distribute
the costs (see 13-805.3). Appendix A, subparagraph C.3 of the 2 CFR Part 230, defines
“facilities” to include the following cost categories: depreciation and use allowances on
buildings; equipment and capital improvements; and operations and maintenance expens-
es. The “administration” cost groupings include general administration and general ex-
penses such as the director’s office, accounting, personnel, and library expenses.

b. An adequate indirect cost proposal will include supporting documentation for both
the development of the two broad categories “facilities” and “administration” (as de-
scribed in 2CFR, Part 230, Appendix A, subparagraph C.3) and the overall overhead
and/or G&A rate(s). Although major nonprofit organizations’ accounting records and indi-
rect cost rate proposals are to make distinctions between F&A costs, the allocations of the
nonprofit organizations’ indirect costs are to continue to be accomplished through applica-
tion of an overall overhead and/or G&A rates. The F&A categories are simply components
of the nonprofits’ overhead and/or G&A rate(s).

13-805.3 Indirect Cost Allocation Methods

a. Allocation Methods. Nonprofits have the flexibility to select one of the following
three methods for allocating indirect cost rates:

(1) Simplified allocation method (2 CFR, Part 230, Appendix A, subparagraph
D.2);

(2) Multiple allocation base (MAB) method (2 CFR, Part 230, Appendix A, subpar-
agraph D.3); or

(3) Direct allocation method (2 CFR, Part 230, Appendix A, subparagraph
D.4).

b. Simple Allocation Method. Where an organization’s major functions benefit from its
indirect costs to approximately the same degree, the allocation of indirect costs may be ac-
complished through an indirect cost rate. If an organization receives more than $10 million
in Federal direct costs, a breakout of the indirect cost component into “Facilities” and “Ad-
ministration” as discussed at 13-805.2, is required as part of the process in arriving at an
overall indirect cost rate.

c. Multiple Allocation Base (MAB) Method. OMB has modified the MAB method
effective June 1998 to be more consistent with 2 CFR Part 220 (see 13-203). The MAB is
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now a much more detailed method than in the prior 2 CFR Part 230. When a nonprofit
organization has several major functions (see 2 CFR, Part 230, Appendix A, subparagraph
D.1.c), which benefit from its indirect costs in varying degrees, the indirect costs are to be
accumulated into one of the four separate cost groupings listed below (2 CFR, Part 230,
Appendix A, subparagraph D.3.b). At major nonprofit organizations the cost groupings are
classified within the two broad categories, F&A (13-805.2). 2 CFR, Part 230, Appendix A,
subparagraph D.3.c lists an order of allocation for indirect cost groupings. However, a
cross allocation of costs between two or more indirect cost groupings may be used if such
allocation will result in a more equitable allocation of costs. Each cost group is then allo-
cated individually to benefiting functions. The four cost groupings are as follows:

(1) Depreciation and use allowances (2 CFR, Part 230, Appendix A, subparagraph
D.3.b(1));

(2) Interest (2 CFR, Part 230, Appendix A, subparagraph D.3.b(2));
(3) Operation and maintenance expenses (2 CFR, Part 230, Appendix A, subpara-

graph D.3.b(3)); and
(4) General administration and general expenses (2 CFR, Part 230, Appendix A,

subparagraph D.3.b(4)).
d. Direct Allocation Method. Some nonprofit organizations treat all costs as direct

costs except for general administration and general expenses. This method is acceptable
provided joint costs are distributed using a base which accurately measures the benefits
provided to each award or other activity.

e. The nonprofit organization’s selection of bases for allocation of indirect costs may
have a substantial effect on federal award costs. Therefore, the auditor should determine
that the allocation bases used by the nonprofit organization for allocation of indirect
costs are equitable and consistent with 2 CFR Part 230. It is likely that when a nonprofit
converts to MAB it will require substantial changes to the nonprofit organization’s ac-
counting system.

f. A change in allocation base is a change in accounting practice under 48 CFR
9903.302-2, Change to a cost accounting practice, for nonprofit organizations with
contracts subject to CAS. Accordingly, the nonprofit organization is required to revise
its Disclosure Statement. In addition, nonprofit organizations are required to comply
with the requirements of FAR 52.230-6, Administration of Cost Accounting Stand-
ards (see 8-500). Consequently, it is the responsibility of the nonprofit organization to
determine the materiality of the change in accounting practice. Where applicable, the
auditor should ensure the nonprofit organization has made the appropriate revisions to
the Disclosure Statement and that it complies with FAR 52.320-6.

13-806 Selected Areas of Cost

13-806.1 Capitalization of Equipment

The capitalization threshold for equipment is the lesser of the amount used for finan-
cial statement purposes or $5,000. 2 CFR, Part 230, Appendix B, paragraph 15 includes
guidance on accounting for the undepreciated portion of equipment cost as a result of
the nonprofit’s change in capitalization levels. The undepreciated portion of equipment
costs resulting from an nonprofit organization’s change in capitalization levels may be
recovered by continuing to claim the otherwise allowable use allowance or depreciation
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on the equipment, or amortizing the undepreciated amount over a period of years as
negotiated between the nonprofit organization and their cognizant agency for cost nego-
tiations.

13-806.2 Interest – Selected Areas of Cost

Title 2 CFR, Part 230, Appendix B, Paragraph 23.a. is intended to encourage non-
profit organizations to acquire, whether by lease or purchase, assets in the manner that
would be least expensive. Paragraph 23.a.(1) provides that interest on debt incurred to
acquire or replace capital assets (including renovations, alterations, equipment, land,
and capital assets acquired through capital leases) is allowable under certain circum-
stances. The allowability of interest is not retroactive, and only applies to debt to ac-
quire or replace capital assets after September 29, 1995.
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13-900 Section 9 --- Audits of Federally Funded Research and Development
Centers (FFRDCs)

13-901 Introduction

This section provides auditors with a basic understanding of FFRDCs, applicable
regulations, and guidance as to the auditor’s responsibilities related to the audit of man-
agement fees.

13-902 FFRDC Organizations

a. FFRDCs are organizations established to meet a special long-term research or
development need for the Federal Government which cannot be met effectively by ex-
isting federal or contractor resources. The federal agencies sponsoring FFRDCs include:
DoD, Department of Energy, the National Science Foundation, the Federal Aviation
Administration, the Internal Revenue Service, the National Institutes of Health, and the
National Aeronautics and Space Administration. The National Science Foundation
maintains a master list of FFRDCs and their Government agency sponsors.

b. Each FFRDC is operated by either a commercial organization, nonprofit organiza-
tion, or educational institution. FFRDCs are generally a separate operational unit within
the parent organization. With respect to DoD-sponsored FFRDCs, each is managed by
either an educational institution or nonprofit organization under a long term contract,
generally for 5 years.

13-903 Federal and DoD Regulations

a. FAR 6.302-3 implements 10 U.S.C. 2304(c)(3) which permits FFRDCs exemption
from the Competition in Contracting Act, allowing FFRDCs to receive sole-source con-
tracts.

b. FAR 35.017 prescribes Government-wide policies for the establishment, use, pe-
riodic audit, and termination of an FFRDC. The policies require agencies to rely on
existing Government research activities and private industry when practicable to satisfy
research and development requirements. DoD sponsors are required to conduct a com-
prehensive audit of the use and need for an FFRDC before renewing a contract or
agreement for the FFRDC. The detailed examination includes an assessment of the
FFRDC’s management controls (FAR 35.017-4(c)(4)).

c. The DoD FFRDC Management Plan issued by the Director, Defense Research and
Engineering, sets forth the Department’s policies and procedures for the management
and use of DoD-sponsored FFRDCs. It also provides guidelines and procedures for
awarding management fees and ensuring compliance with federal regulations. The pub-
lication is available from DCAA Headquarters, Policy Programs Division.

d. DFARS 215.404-75, provides guidance to the contracting officer to determine
whether payment of management fees to FFRDCs is appropriate.

e. Costs incurred by the FFRDC are generally subject to the cost principles applica-
ble to the type of entity operating the FFRDC. An FFRDC operated by a nonprofit or-
ganization is subject to FAR 31.7, except as noted in Paragraph 5 and Appendix C of 2
CFR Part 230 (see 13-803); an FFRDC operated by an educational institution is subject
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to FAR 31.3 (see 2 CFR Part 220 and 13-203); and an FFRDC operated by a commercial
organization is subject to the FAR 31.2 cost principles (see Appendix A-300).

f. All FFRDCs, including those operated by a nonprofit organization or educational
institution, are subject to the CASB rules, regulations, and standards for commercial
companies.

g. OMB Circular A-133, “Audits of States, Local Governments, and Nonprofit Or-
ganizations,” is applicable to an FFRDC operated by an educational institution or non-
profit organization (see 13-205).

13-904 Management Fees

a. Management fees are funds that can be provided to FFRDCs in addition to reim-
bursement of incurred costs. They are somewhat similar to profit earned by commercial
contractors.

b. Although FAR 35.017 sets forth federal policy for establishing, using, reviewing,
and terminating an FFRDC, there are no Government-wide regulations regarding the
development of management fees at FFRDCs. Within DoD, the guidelines for the de-
velopment of management fees at nonprofit organizations that are DoD sponsored
FFRDCs are addressed in: (1) DFARS 215.404-75, Fee requirements for FFRDCs and
(2) the DoD FFRDC Management Plan, section D.3, FFRDC Fee. The weighted guide-
lines method or an alternate approach shall not be used at DoD sponsored FFRDCs.

c. To arrive at a management fee amount in accordance with the preceding guide-
lines, the contracting officer may seek DCAA’s assistance. Although DCAA is not re-
sponsible for fee determination, the auditor may be requested to comment on whether
the FFRDC’s financial and cost data supporting the fee proposal are fairly stated. Since
the FFRDC will be recovering the proposed elements as fee and not elements of cost
charged to the contract, the auditor’s comments regarding fee will not include an audit
opinion. Auditors should not offer opinions on the proposed fees as if certified cost or
pricing data had been audited. Rather, the auditor discloses the results of the analysis for
consideration by the contracting officer. In any case, the auditor’s effort will be limited
to furnishing factual information.

d. To assist the contracting officer in determining whether any amount of fee is war-
ranted, Section D.3. of the DoD FFRDC Management Plan (see b. above) calls for the
FFRDC to submit an Application of Funds and Sources of Funds Statement to the con-
tracting officer. If determined to be warranted, the FFRDC will then submit a fee pro-
posal to the contracting officer to determine the fee amount. When auditing the
FFRDC’s Application of Funds and Sources of Funds Statement the auditor should:

(1) identify the types and amounts of proposed fee elements that are not con-
sistent with the criteria contained in the DoD FFRDC Management Plan, and

(2) prepare comments to the contracting officer on this identification. Section
D.3.a of the FFRDC Management Plan provides examples of what can be used by the
FFRDC to justify and support its proposed fee. These examples include the proportion
of the FFRDC’s retained earnings that relates to the DoD contracted effort, working
capital funding needs, facilities capital acquisition plans, and reimbursement of unreim-
bursable costs deemed “ordinary and necessary” to the FFRDC’s continued successful
operation. Examples of areas of concern to the auditor include:

(a) a fee proposal prepared inconsistently with the FFRDC’s accounting prac-
tices,
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(b) a fee proposal including items that are statutorily prohibited from being
reimbursed, for example charitable contributions or contract overruns (see 13-906);

(c) a fee proposal including items that should be charged as a cost to the con-
tract, for example sponsored research, IR&D or marketing expenses;

(d) a fee proposal including as elements of fee items that are also recovered as
costs charged to the federal award resulting in a duplicate recovery, for example depre-
ciation (see 13-906);

(e) the reliability of the FFRDC’s estimates when compared to last year’s pro-
posed estimates; and

(f) a fee proposal including items not reimbursable under the contract but con-
sidered “ordinary and necessary” to the successful operation of the FFRDC.

13-905 Ordinary and Necessary Costs

One of the criteria used by the contracting officer in determining a fee objective is
reimbursement through fee of unreimbursable costs deemed “ordinary and necessary” to
the successful operation of the FFRDC. Ordinary and necessary costs used to justify a
fee should not include statutorily prohibited costs, allowable (direct or indirect) costs
that can be charged to the contract, or costs that are not reimbursable under the
appropriate cost principles. If any of these costs are included in the fee proposal as
“ordinary and necessary,” the auditor shall advise the contracting officer. At the request
of the contracting officer, the FFRDC must demonstrate to the contracting officer’s
satisfaction that these costs are essential to the FFRDC’s successful operation.

13-906 Prohibition Against the Use of DoD Funds for Construction of New Buildings

a. Since FY 1995, every DoD Appropriations Act has included language prohibiting a
DoD-sponsored FFRDC from constructing a new building with its reserve funds or man-
agement fees (13-904), as long as those funds originate from DoD appropriated funds
received during those years while the restrictive language is in effect.

b. Section 8026(c) of the DoD Appropriation Act (PL 109-148) for FY 2006 provides:
“Notwithstanding any other provision of law, none of the funds available to the depart-
ment from any source during fiscal year 2006 may be used by a defense FFRDC, through
a fee or other payment mechanism for construction of new buildings, for payment of cost
sharing for projects funded by Government grants for absorption of contract overruns, or
for certain charitable contributions, not to include employee participation in community
service and/or development.” ("Other payment mechanism" refers to profit or award fee,
and not to costs that are generally allowable under the cost principles such as depreciation
or cost of money.)
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CHAPTER 14 

14-000 Other Contract Audit Assignments 

14-001 Scope of Chapter 

This chapter provides guidance for certain miscellaneous or special audit assignments 
related to the contract audit mission. It covers only those procedures that are special to 
accomplishing a particular assignment. Auditing concepts, policies, and procedures having 
general application, as covered in other chapters of this manual, also apply to assignments 
discussed in this chapter. 

14-100 Section 1 --- Postaward Audits of Contractor Certified Cost or Pricing Data 

14-101 Introduction 

This section describes postaward audits for defective pricing and provides specific 
audit guidelines and procedures related to this type of audit. General audit procedures 
that are equally applicable to these audits are in other chapters of this manual. 

14-102 The DCAA Postaward Audit Program 

a. Defective pricing occurs when a contractor does not submit or disclose to the Gov
ernment certified cost or pricing data that is accurate, complete, and current prior to reach
ing a price agreement. Generally, the auditor establishes the existence of defective pricing 
in a postaward audit by examining and analyzing the records and data available to the 
contractor as of the date of prime contract price agreement and comparing them with the 
submitted certified cost or pricing data. 

b. The objective of a postaward audit is to determine if the negotiated contract price was 
increased by a significant amount because the contractor did not submit or disclose accurate, 
complete, and current certified cost or pricing data. To show that defective pricing exists, the 
audit must establish each of the following five points: 

(1) The information in question fits the definition of certified cost or pricing data. 
(2) Accurate, complete, and current data existed and were reasonably available to 

the contractor before the agreement on price. 
(3) Accurate, complete, and current data were not submitted or disclosed to the 

contracting officer or one of the authorized representatives of the contracting officer and 
that these individuals did not have actual knowledge of such data or its significance to the 
proposal. 

(4) The Government relied on the defective data in negotiating with the contractor. 
(5) The Government's reliance on the defective data caused an increase in the con

tract price. 
Establishing these five points is a necessary prerequisite to support recommended price 

adjustments and provide the contracting officer with the information to achieve price re
ductions to contracts. 

c. Based on a 1965 GAO audit, the DoD developed policy designating DCAA to 
establish and conduct a program for performing regularly scheduled defective pricing 
(postaward) audits of selected contracts, modifications, subcontracts, and other eligible 
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pricing actions. Based on inter-agency agreements, this program includes contracts 
awarded by certain non-DoD agencies as well as DoD contracts. 

d. Each DCAA branch office, resident office, and suboffice performs postaward audits 
for defective pricing based on: 

(1) the annual requirements and selection plans issued by Headquarters and 
(2) specific requests received from contracting officers or other authorized persons 

or activities. 
Audit effort does not stop once the audit is completed and the report is issued. The auditor 
is also responsible for providing negotiation support to the contracting officer for timely 
settlement of defective pricing allegations. This audit responsibility continues until the 
Government achieves final resolution either by negotiation or litigation. 

e. Headquarters, PSP, will periodically issue guidance on program objectives. 

14-103 Truth in Negotiations Act (TINA) 

14-103.1 Purpose of TINA 

a. The purpose of the TINA (Truth in Negotiations Act) is to put the Government on 
equal footing with contractors when negotiating contracts requiring certified cost or pricing 
data. The TINA requires contractors to submit accurate, complete, and current certified cost 
or pricing data when negotiating contracts with the Government. It also provides the Gov
ernment with a price reduction remedy if a contractor fails to comply and includes provisions 
for interest and penalties. The price reduction remedy takes effect when the contractor does 
not submit accurate, complete, and current data for a contract and the Government relied on 
that defective data in determining the contract price. 

b. Section 2306a of Title 10, United States Code, contains the TINA as it applies to 
DoD, NASA, and the U.S. Coast Guard contracts entered into on or after February 15, 
1987. Before February 15, 1987, 10 U.S.C. 2306(f) contained the necessary provisions. 
Similar provisions for other executive agencies are contained in 41 U.S.C. 254(d) and 
apply to those solicitations for bids or proposals issued after March 31, 1985 and before 
December 5, 1994. For contracts entered into on or after December 5, 1994 the provisions 
are contained in 41 U.S.C. 254b. FAR Parts 15 and 52 implement the TINA. 

14-103.2 TINA Applicability 

a. The TINA applies to negotiated prime contracts, modifications, and subcontracts 
where the Government required certified cost or pricing data. (See FAR 15.403-1 and 
DFARS 215.403-1 for exceptions to this requirement.) In addition, this includes interdivi
sional work, final price redeterminations, equitable adjustments, and termination settle
ments. TINA also applies to modifications of advertised contracts when the modification 
exceeds the applicable dollar threshold. TINA also applies to change orders when the ab
solute value of the increase and decrease exceeds the applicable dollar thresholds, even 
though the net change in price itself is under the threshold. 

b. 10 U.S.C. 2306a(a)(7) and 41 U.S.C..254b(a)(7) require adjustments of the TINA 
threshold for inflation every 5 years, starting October 1, 1995. 

 The current threshold applicable to all agencies is $750,000 for prime contracts 
awarded on or after the effective date of October 1, 2015 and for any subcon-
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tracts or modifications under those prime contracts that are expected to exceed 
$750,000. 

 The previous thresholds were $550,000 for prime contracts awarded on or after 
October 11, 2000 and for any subcontracts or modifications under those prime 
contracts that are expected to exceed $550,000, $650,000 for prime contracts 

The operative date is the date of prime contract award. The higher threshold does not 
apply to modifications or subcontracts (or to modifications or changes to subcontracts) 
awarded on or after the effective date if the prime contract was awarded before the effec
tive date and the prime contract was not subsequently modified to incorporate the higher 
threshold. If the prime contract is subsequently modified to substitute the higher threshold, 
then any subcontractors awarded after that prime contract modification will be subject to 
the modified higher threshold. 

Also, the higher threshold does not apply to undefinitized contract actions issued be
fore the effective date, even though negotiations were completed after that date unless the 
prime contract was subsequently modified to incorporate the higher threshold. However, 
contracting officers may modify Basic Ordering Agreements to reflect the higher thresh
olds for orders issued after the effective date. Contracting officers can request certified 
cost or pricing data between the Simplified Acquisition Threshold of $150,000 and the 
certified cost or pricing data threshold only with the approval at the Head of the Contract
ing Activity and provided that an exception at 15.403-1(b) does not apply. 

c. As provided in FAR 15.403-1(b), contractors may obtain exceptions from submitting 
certified cost or pricing data when: 

(1) the price is based on adequate price competition, 
(2) the price is based on prices set by law or regulation, 
(3) the item meets the definition of a commercial item, 
(4) when a waiver has been granted, or 
(5) a commercial contract is modified and meets the requirements of 15.403

1(c)(3). 

14-104 Certified Cost or Pricing Data 

14-104.1 Legislative and Regulatory Background 

The TINA, when enacted in 1962, did not originally define cost or pricing data. The 
definition was established through legislative intent, regulations, and in decisions by the 
courts and BCA (Board of Contract Appeals). Congress' initial concern in 1962 was to 
assure the disclosure of historical cost facts that can be verified objectively to assure 
that the disclosure of such facts is accurate, complete, and current. The Armed Services 
Procurement Regulations in 1964 specified that such cost or pricing data are factual 
only, but also expanded the concept to include more than just historical accounting data. 
These regulations also emphasized distinctions between facts and judgment. Court and 
Board cases often attempt to distinguish between cost or pricing data and judgment, and 
frequently address other concepts such as disclosure, government reliance, and increase 
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in contract price. Court and Board decisions are based on the specific issues of each 
particular case, but do establish precedent for current audit work. Observing the princi
ples established in those decisions improves the chances for sustaining issues in current 
audit work. Results of appeals are determined on a case-by-case basis, but those results 
are reached through application of fairly constant principles established through stat
utes, regulations, and case law. Congress eventually amended the TINA in 1986 and 
again in 1987 to provide a statutory definition of cost or pricing data. 

14-104.2 TINA Definition 

TINA defines the term "cost or pricing data" to mean all facts that, as of the date of 
agreement on the price of a contract (or the price of a contract modification), a prudent 
buyer or seller would reasonably expect to affect price negotiations significantly. Such 
term does not include information that is judgmental, but does include the factual infor
mation from which a judgment was derived. 

14-104.3 FAR Definition 

FAR 2.101 states that “Certified cost or pricing data” means “cost or pricing data” 
that were required to be submitted in accordance with FAR 15.403-4 and 15.403-5 and 
have been certified, or are required to be certified, in accordance with 15.406-2. This certi
fication states that, to the best of the person’s knowledge and belief, the cost or pricing 
data are accurate, complete, and current as of a date certain before contract award. Cost or 
pricing data are required to be certified in certain procurements (10 U.S.C. 2306a and 41 
U.S.C. 254b). 

"Cost or pricing data" mean all facts as of the date of price agreement or, if appli
cable, an earlier date agreed upon between the parties that is close as practicable to 
the date of agreement on price, prudent buyers and sellers would reasonably expect to 
affect price negotiations significantly. Cost or pricing data are factual, not judgmen
tal, and are verifiable. While they do not indicate the accuracy of the prospective con-
tractor's judgment about estimated future costs or projections, they do include the data 
forming the basis for that judgment. Cost or pricing data are more than historical ac
counting data; they are all facts that can be reasonably expected to contribute to the 
soundness of estimates of future costs and to the validity of determinations of costs 
already incurred. They also include such factors as 

(1) vendor quotations; 
(2) nonrecurring costs; 
(3) information on changes in production methods and in production or purchasing 

volume; 
(4) data supporting projections of business prospects and objectives and related 

operations costs; 
(5) unit-cost trends such as those associated with labor efficiency; 
(6) make-or-buy decisions; 
(7) estimated resources to attain business goals; and 
(8) information on management decisions that could have a significant bearing on 

costs. 
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When reporting a finding of defective pricing, in the section of the audit report addressing 
the first point to establish defective pricing, the auditor should discuss the FAR definition 
of certified cost or pricing data and explain the connection between the FAR definition 
and the data identified as defective. 

14-104.4 Determining What Data are Cost or Pricing Data 

Distinguishing between data that are cost or pricing data and data that are not requires 
careful analysis in each case. The auditor must separate facts from judgment when analyz
ing data. Consider the following issues: 

a. A purchase order or vendor quote for material is generally considered cost or pricing 
data. Escalation applied to the purchase order or vendor quote is most likely an estimate. 
However, the contractor may have based the escalation on prior purchases or usage. Any 
judgments the contractor applies to such prior purchases or usage to estimate escalation 
are not cost or pricing data, but the actual purchases or usage are. 

b. Are contemplated management actions cost or pricing data and, if so, when do such 
contemplated actions become facts subject to disclosure? At the time a decision to act was 
made or when the decision was acted upon? To assess contemplated management actions 
and business strategies begin with the definitions of cost or pricing data and then assess 
the facts in each circumstance in relation to the contract price agreement. 

What management decisions have been made?
 
When were the management decisions made?
 
When were the management decisions carried out or acted upon?
 
How do such decisions affect the contract price?
 
For example, management discussions about whether or not to modernize a production
 

line would not be cost or pricing data. It is a fact that discussions have been held, but a 
decision to act has not yet happened. On the other hand, a decision to modernize, even 
though the particular method of modernization has not been established, is cost or pricing 
data which must be disclosed. 

14-104.5 Judgments Intertwined With Facts 

Judgments are not cost or pricing data and do not become cost or pricing data when 
intertwined with facts. However, when data contains judgments and facts that are so inter
twined they cannot practically be segregated, then the entire data is subject to disclosure, 
but only the facts require certification. For example, a production planning schedule shows 
both estimated production on potential orders not yet received and actual production on 
orders received. The schedule is subject to disclosure, but the contractor will only certify 
to the actual production for orders received. 

14-104.6 Reasonably Available Data 

Regulations require the contractor to submit or disclose to the Government certified 
cost or pricing data that are reasonably available as of date of agreement on price or, if 
applicable, another date agreed upon between the parties that is close as practicable to the 
date of agreement on price. The concept of reasonably available data depends on the type 
of cost or pricing data, contractor accounting or estimating systems, and closing or cutoff 
dates agreed to at negotiations. The auditor must establish whether the cost or pricing data 
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were reasonably available based on the facts and circumstances for each specific contrac
tor and audit. FAR 15.406-2(c) deals with the time at which cost or pricing data become 
reasonably available to the contractor. Normally, data such as actual indirect costs and 
production records may not be reasonably available except on normal periodic closing 
dates. However, the FAR also points out that data within the contractor's or subcontrac
tor's organization on matters significant to management and to the Government will be 
treated as being reasonably available on the date of agreement on price. When reporting a 
finding of defective pricing, in the section of the audit report addressing the second point 
to establish defective pricing, the auditor should discuss the date that the cost or pricing 
data was reasonably available to the contractor and the applicable date of price agreement. 

14-104.7 Errors in Certified Cost or Pricing Data 

TINA addresses only the submission of certified cost or pricing data. It does not re
quire a contractor to use such data in preparing its proposals or for there to be a relation
ship between the proposals and the conclusions that can be drawn from such data. Fur
thermore, the certification relates only to the cost or pricing data. The offeror does not 
certify its proposal. Therefore, under TINA, the proposal does not constitute certified cost 
or pricing data and, therefore, does not have to be free from mathematical errors. Howev
er, errors can result in inaccurate certified cost or pricing data, which may result in defec
tive pricing. Although the proposal may contain mathematical errors that would not be 
considered defective pricing, mathematical errors attributable to the underlying factual 
certified cost or pricing data, not just the proposal calculations, can be considered defec
tive pricing. The error must be an error in the certified cost or pricing data (i.e., factual 
information) submitted. For example, if an error exists in an offeror’s proposal relative to 
a vendor quote, defective pricing would not exist if the actual quote and presentation of 
the quote’s factual data in the proposal (i.e., factual certified cost or pricing data) was ac
curate and submitted to the Government. In contrast, if an error exists in an offeror’s pro
posal relative to direct labor costs or a vendor quote due to a transposition error in the 
actual labor rates or the vendor quote amount (i.e., factual certified cost or pricing data) 
submitted, defective pricing may exist. Facts underlying contractor opinions and projec
tions are cost or pricing data; but judgments based on those facts are not (see 14-104). 
Therefore, errors in estimates (i.e., estimated escalation factors, estimated direct labor 
rates, etc) generally would not result in defective pricing because these estimates represent 
judgments rather than factual, verifiable data (i.e., cost or pricing data). 

14-105 Submission or Disclosure of Certified Cost or Pricing Data 

14-105.1 TINA Requirements 

Prime contractors subject to TINA must submit accurate, complete, and current certi
fied cost or pricing data to the contracting officer or to the "designated representative" of 
the contracting officer. Subcontractors subject to TINA (at any tier) must make their sub
missions to the prime contractors or higher-tier subcontractors. 

14-105.2 FAR Requirements 
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Unless an exception applies, the contracting officer must obtain certified cost or pric
ing data from the contractor before awarding any contract or modification meeting the 
certified cost or pricing data criteria of FAR 15.403-4. The contractor must actually sub
mit the certified cost or pricing data in the format specified in the solicitation (for exam
ple, Table 15-2 of FAR 15.408), or specifically identify the data in writing. The require
ment for submission of certified cost or pricing data is met when all accurate cost or 
pricing data reasonably available to the offeror have been submitted, either actually or by 
specific identification. FAR 15.408, Table 15-2 details the procedural requirements for 
submitting a proposal and the required supporting certified cost or pricing data. 

14-105.3 Submission Versus Availability of Data 

The mere availability of books, records, and other documents for audit does not consti
tute submission of certified cost or pricing data. The regulations make a clear distinction 
between submitting certified cost or pricing data and merely making available books, rec
ords, and other documents without identification. The adequacy of a given submission or 
disclosure depends on whether the certified cost or pricing data is disclosed in a way that 
places the Government on essentially equal footing with the contractor in regard to mak
ing the pricing decisions and must be determined on a case-by-case basis. 

14-105.4 Contractor Analysis and Disclosure 

The contractor does not have to analyze data solely for the benefit of the Government. 
On the other hand, if the Government is unable to analyze the data and the contractor can 
do so and does, that information must be disclosed. The Government is entitled to the best 
cost or pricing data available to the contractor, not second best. An example of disclosing 
only second best would be if the contractor has prepared an analysis of cost or pricing data 
to better understand the raw cost or pricing data, but discloses only the raw data which the 
Government was unable to analyze. However, see 14-108d regarding prime contractor or 
higher-tier subcontractor analyses of subcontract costs. This concept can also relate to the 
meaningful disclosure of certified cost or pricing data to the Government (i.e., submission 
versus availability). 

14-105.5 Updating Certified Cost or Pricing Data 

a. The contractor must update its certified cost or pricing data, not its proposal. TINA 
requires certified cost or pricing data to be submitted prior to contract award, but the data 
must be accurate, complete, and current as of the date of agreement on price or, if 
applicable, another date agreed upon between the parties that is close as practicable to the 
date of agreement on price. It is DoD policy to accept certified cost or pricing data after 
agreement on price but before contract award, if the data existed before agreement on 
price or, if applicable, another date agreed upon between the parties that is close as 
practicable to the date of agreement on price. See 14-120.4 on Defective Pricing 
"Sweeps." The contracting officer may require submission of certified cost or pricing data 
in the format indicated in Table 15-2 of FAR 15-408, specify an alternative format, or 
permit submission in the contractor’s format. Table 15-2, Note 1, explains that the 
contractor should promptly submit to the contracting officer later information as it comes 
into the offeror's possession. The requirement for submission of certified cost or pricing 

DCAA Contract Audit Manual 



1408 February 2, 2016 
14-106 

data continues up to the time of final agreement on price. As later information comes into 
the offeror’s possession, it should be promptly submitted to the contracting officer in a 
manner that clearly shows how the information relates to the offeror's price proposal. 
Future additions or revisions, up to date of agreement on price, must be annotated on a 
supplemental index. 

b. In postaward audits, the auditor and contracting officer must assess whether the 
updated certified cost or pricing data was adequately disclosed. The auditor can provide 
the contracting officer with information about data which he or she believes was not 
adequately disclosed by the contractor. However, it is the contracting officer who must 
ultimately determine whether the contractor's disclosure was adequate and affected the 
price negotiations. For example, material is proposed at $100 a unit based on a $75 
vendor quote plus escalation. The contractor provides updated certified cost or pricing 
data for a purchase order of $80 with no escalation applicable. Merely providing 
updated certified cost or pricing data without its effect on a bill of material (also 
certified cost or pricing data) doesn't appear to provide meaningful disclosure. However, 
if the contracting officer received the updated information and that information was 
provided in an adequate way, the fact that the bill of material was not adjusted by the 
contractor is not a noncompliance with TINA. Moreover, adequate disclosure does not 
mean contractors have to give a monetary impact of updated certified cost or pricing 
data or revise a part of their proposal. 

14-106 Contracting Officer's Designated Representatives for Receiving Certified 
Cost or Pricing Data 

a. Submission or disclosure of certified cost or pricing data to the contracting of
ficer is generally easy to establish. Who a contracting officer's designated representa
tive is and when that designation begins or ends require further analysis. The BCA 
has held that the contracting officer's representative is someone who is substantially 
involved in the proposal evaluation or contract negotiation process. Accordingly, such 
designation may be by specific direction or implied through field pricing sup
port/audit support under FAR 15.404-2. During the field pricing support process, con
sider the timing of any Government assistance given to the contracting officer. To 
support price negotiations, a contracting officer can use the buying command admin
istration staff (pricing, contract administration, technical), the contract administration 
staff responsible for activity at the contractor's location (pricing, contract administra
tion, technical), and DCAA. The organizational staff that provides support to the con
tracting officer and the timing of that support depends on the nature of the procure
ment and is not the same in every situation. 

b. Auditors must address this issue with the contracting officer to determine if the 
contractor made an appropriate submission of certified cost or pricing data. The active 
involvement of the parties supporting the contracting officer on a specific procure
ment generally establishes when such designation begins or ends. As a member in the 
procurement process, DCAA can provide audit support in evaluating a price proposal 
that enables it to obtain information as the contracting officer's representative. Once 
that audit is complete, those services may no longer be required. At this point, the 
auditor would not normally be a representative of the contracting officer for receiving 
certified cost or pricing data on that procurement. However, if the auditor subsequent
ly becomes aware of additional certified cost or pricing data and recognizes its rela-
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tionship to a specific proposal, the auditor need not perform any analysis of the data 
but must immediately make the contracting officer aware of the data. Additionally, if 
the auditor is involved in supporting negotiations after issuing the proposal audit re
port, he or she is a proper representative for receiving certified cost or pricing data. 
The same considerations apply for any of the contracting officer's supporting groups. 

c. Case law has held that the entity responsible for establishing indirect cost rates is 
an appropriate recipient of certified cost or pricing data relating to indirect costs. Fre
quently DCAA is such an entity. Even though that entity may not have any active in
volvement in the negotiations, disclosure of such certified cost or pricing data to it 
would be to a proper representative. Because there is a Government entity responsible 
for establishing indirect cost rates, the ASBCA has held that the contracting officer 
must rely on that entity for evaluation of indirect cost rates, prior to agreeing on price, 
to ensure all field support data is considered. 

d. When the subcontractor denies the prime contractor access to its records, the con
tracting officer may request that the cognizant DCAA office audit the subcontractor's 
proposal. The ASBCA has held that, in those cases, disclosure of certified cost or pric
ing data to the auditor satisfies the FAR 15.406-2 requirement for disclosure to the con
tracting officer or his representative (Motorola, ASBCA No. 41528, 94-2 BCA ¶26,596 
and Martin Marietta Corp., ASBCA No. 48223, 98-1 BCA ¶29,592). The subcontractor 
has no obligation to either use the certified cost or pricing data to update its proposal or 
analyze it for the Government. Therefore, when the subcontractor discloses certified 
cost or pricing data to the DCAA office that performed the subcontract audit (because 
the subcontractor refuses to allow the prime contractor access to its books and records), 
the auditor should coordinate with the subcontractor ACO to ensure that the prime ACO 
is provided the subcontractor certified cost or pricing data in a timely manner for use 
during the prime contract negotiations. A supplemental audit report should be issued if 
doing so will serve a useful purpose. 

14-107 Certificate of Current Cost or Pricing Data 

a. As soon as practicable after reaching agreement on price, FAR 15.403-4 requires the 
contractor to submit a Certificate of Current Cost or Pricing Data certifying to the 
accuracy, completeness, and currentness of the cost or pricing data. The Certificate of 
Current Cost or Pricing Data covers all cost or pricing data reasonably available to the 
contractor as of the date of final price agreement or, if applicable, another date agreed 
upon between the parties that is as close as practicable to the date of agreement on price. 
The allowance for a date other than the date of agreement on price was an attempt to 
reduce the need for proposal updates and sweeps since certain data may not be reasonably 
available before normal periodic closing dates, e.g., indirect costs. When performing the 
audit, the auditor must consider any cutoff dates and use the agreed-to date found on the 
certificate. Also, the contractor's responsibility is not limited to the personal knowledge of 
the contractor's negotiator. It extends to all information reasonably available within the 
contractor's organization at the time of price agreement. 

b. Absence of a Certificate of Current Cost or Pricing Data does not prevent the auditor 
from doing a defective pricing audit, since the contractor is statutorily liable if it furnishes 
defective data. However, the auditor must confirm the date of price agreement with the 
contracting officer in order to determine if defective data exists. 
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c. When submitting the certificate required by FAR 15.403-4, the contractor certifies 
that as of the date of the price agreement or, if applicable, an earlier date agreed upon be
tween the parties that is as close as practicable to the date of agreement on price, the cost 
or pricing data are accurate, complete, and current. The Certificate addresses the concept 
of submitting or disclosing required cost or pricing data (facts) to the Government as of 
the date of price agreement or another date agreed upon between the parties. The certifica
tion itself usually does not identify the cost or pricing data by specific dollar amounts or 
cost elements. The auditor is the one who establishes dollars or amounts associated with 
the certified cost or pricing data in order to perform the audit. 

d. Subcontract certified cost or pricing data must be accurate, complete, and current as 
of the same date specified in the prime contractor's certificate. Dates other than that of the 
prime contractor's certification may be relevant to the certified cost or pricing data provid
ed by the subcontractor depending on the timing of subcontract award and/or the type of 
prime contract. (See 14-119.3 for significant dates.) 

14-108 Subcontractor Certified Cost or Pricing Data 

a. Any contractor required to submit cost or pricing data and a certificate also must 
obtain certified cost or pricing data from subcontractors and prospective subcontractors. 
This requirement applies for any subcontract, purchase order, or modification expected to 
exceed the dollar thresholds for required certified cost or pricing data (see 14-103.2). 

b. Regulations also require the prime contractor to submit subcontractor data to the 
Government if one of the following conditions applies: 

(1) the subcontract cost estimate is $12.5 million or more, 
(2) the estimate is more than the applicable dollar threshold for required certified 

cost or pricing data and more than 10 percent of the prime contractor's proposed price, or 
(3) the contracting officer considers submission necessary for adequately pricing 

the prime contract. 
c. Submitting certified cost or pricing data from more than one subcontractor, for the 

same subcontract item, is not usually required when: 
(1) the subcontractor providing the data is the one most likely to receive the sub

contract and 
(2) the prospective prime contractor's subcontract cost estimate for such item is 

based on the data obtained. 
d. A subcontractor or a prospective subcontractor must submit certified cost or pricing 

data to the prime contractor or higher-tier subcontractor. The prime contractor or higher-
tier subcontractor is responsible for conducting price or cost analysis of the subcontract 
(see FAR 15.404-3(b)). The results of this analysis are furnished to the Government as 
part of its certified cost or pricing data submission up to the date of price agreement. 
Therefore, defective certified cost or pricing data of a subcontract cost or item may be 
attributable to the prime contractor or higher-tier contractor, subcontractor, or both. 

e. A prime contractor granted a waiver from submitting certified cost or pricing data in 
accordance with FAR 15.403-1(b)(4) is considered as having been required to make avail
able certified cost or pricing data. Therefore, although the prime contract would not be 
subject to TINA, any lower-tier subcontract expected to exceed the certified cost or pric
ing data threshold is required to submit certified cost or pricing data unless an exception at 
15.403-1 applies. These subcontracts would be subject to TINA and included in the defec
tive pricing universe for possible selection for audit. The appropriate price reduction 
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clauses in FAR Part 52 would be included in the prime contract to allow the Government 
to recover for subcontract defective pricing if found. If defective pricing is found, prime 
contract add-ons should be applied based upon the deemed negotiated rates. For example, 
if the pricing action was negotiated based upon prior certified cost or pricing data plus 
updated certified cost or pricing data for indirect rates, the deemed negotiated rates would 
be the updated indirect rates, as adjusted at negotiations. The FAO should be able to verify 
from the PNM whether certified cost or pricing data was obtained from the lower-tier sub
contractor. If the FAO cannot verify this from the PNM, the PCO should be contacted for 
this information. This should be done when the defective pricing universe is being devel
oped to ensure the universe is as accurate as possible. 

f. In establishing the Government’s reliance on certified cost or pricing data, one of 
the five points for defective pricing detailed in 14-102, the auditor should give special 
consideration to subcontractor certified cost or pricing data. As stated in FAR 15.404
3(a), the contracting officer has a responsibility to determine the price reasonableness at 
the prime and subcontract levels. Therefore, the auditor can most readily prove reliance 
by looking closely at the negotiation documentation. Although the TINA is worded so 
as to require all subcontractors to submit certified cost or pricing data to the prime con
tractor, FAR does not require prime contractors to submit all certified cost or pricing 
data to the Government (see b. above). If a subcontractor submits certified cost or pric
ing data to a prime contractor, but the prime contractor is not required to submit the data 
to the Government, it may be difficult to prove reliance by the Government on the sub
contractor’s certified cost or pricing data. In this case, before the Government can get a 
price reduction for defective certified cost or pricing data, it would have to show that the 
prime contractor relied on the defective data in pricing the subcontract before award of 
the prime contract. On the other hand, if the prime contractor was required to submit the 
subcontractor’s certified cost or pricing data to the Government, Government reliance 
on that data would be more readily established. In either case, the auditor would have to 
determine what was relied upon by the contracting officer to price that subcontract. The 
Government does not have to accept the negotiated subcontract price when determining 
what would be a fair and reasonable price. Instead, the Government is free to evaluate 
the reasonableness of subcontract price. The Government could have relied on the sub
contractor certified cost or pricing data even if the prime contractor did not. Possible 
sources of this information would be the PNM, the contracting officer’s contract files, 
and discussion with the contracting officer. Since reliance is one of the five points re
quired to establish the existence of defective pricing, the auditor should ascertain this 
reliance early in the postaward audit. If reliance cannot be proven, making this determi
nation early in the process would minimize resources spent. 

14-109 Natural and Probable Consequence of Defective Data 

The ASBCA (American Bosch Arma Corporation, ASBCA No. 10305, 65-2 BCA 
¶5280) and the Court of Claims (Sylvania Electric Products, Inc. vs. U.S, 202 Ct. Cl. 16, 
479 F.2d 1342 (1973)) have held that the presumed natural and probable consequence of 
defective data is an increase in the contract price of the defective amount plus related bur
den and profit or fee unless there is evidence that shows otherwise. The "natural and prob
able consequence" presumption, when unrebutted, relieves the contracting officer of the 
burden of reconstructing negotiations to demonstrate the effect of defective data on the 
contract price. However, a contractor may offer a rebuttal to this presumption and present 
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evidence showing that the result was not a contract price increase. The contracting officer 
may require a DCAA analysis of the contractor's support for its rebuttal. 

14-110 Government's Right of Access to Records 

a. The TINA provides the Government with the right to examine contractor records to 
evaluate the accuracy, completeness, and currentness of the certified cost or pricing data 
required to be submitted. This right relates to the following: 

(1) Proposal for the contract or subcontract, 
(2) Discussions conducted on the proposal, 
(3) Pricing of the contract or subcontract, or 
(4) Performance of the contract or subcontract. 

b. The right to examine contractor records expires 3 years after final payment under the 
contract or subcontract. Therefore, the auditor should plan to complete postaward audits 
before the right of access expires. If the auditor has not obtained the necessary records 
before the access rights have expired, the Government may have lost its legal entitlement 
to the records. If the access rights are expiring soon, consult Headquarters, PPS, to deter
mine whether there is a legal recourse available to extend the rights. 

14-111 Contracting Officer's Record of Price Negotiations 

a. FAR 15.406-3 provides that after concluding each negotiation of an initial or a 
revised price, the contracting officer shall promptly prepare, or have prepared, a negoti
ation agreement (e.g., price negotiation memorandum (PNM)) giving the principal ele
ments of the price negotiation. If we provided field pricing assistance (i.e., a preaward 
audit report), the contracting officer shall forward one copy of the memorandum to the 
cognizant auditor. 

b. When the contractor submitted cost or pricing data and a Certificate of Current Cost 
or Pricing Data was required, the PNM shall reflect the extent to which the contracting 
officer: 

(1) Relied on the certified cost or pricing data submitted. 
(2) Used the certified cost or pricing data in negotiating the final price. 
(3) Recognized as inaccurate, incomplete, or noncurrent any certified cost or pric

ing data submitted by the contractor. 
(4) Took action as a result of the defective data and the contractor's action on such 

data. 
(5) Determined the effect of such defective data on the price negotiated. 

c. In June 1989, the Director, Defense Procurement and Acquisition Policy (DPAP) 
issued policy guidance to contracting officers for situations where contractors provide 
certified cost or pricing data after price agreement. In these situations, the contracting of
ficer must also include in the PNM a list of all data submitted by the contractor after price 
agreement and the extent to which these data were relied on in order to establish a fair and 
reasonable price. 

d. If the contractor was not required to submit certified cost or pricing data, the PNM 
will provide the exception or waiver used and the basis for claiming or granting it. 

e. Subcontract auditors will obtain information on the prime contractor's certification 
of certified subcontract cost or pricing data or prime/subcontractor negotiations from the 
prime contract auditor. 
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14-112 Contract Clauses 

14-112.1 Price Reduction for Defective Certified Cost or Pricing Data 

a. The contract clauses entitled Price Reduction for Defective Certified Cost or Pricing 
Data are in FAR 52.215-10, 11, 12, and 13. These clauses provide for a reduction in the 
contract price whenever the contracting officer determines that the contract price increased 
by a significant amount because the contractor furnished inaccurate, incomplete, or non-
current cost or pricing data as certified in the contractor's Certificate of Current Cost or 
Pricing Data. However, the TINA and regulations do not define what is a "significant 
amount'' of increase to a contract price. (See 14-120.1 for further discussions on materiali
ty.) 

b. Absence of the price reduction clause in a contract that requires such a clause does 
not prevent the Government from performing a postaward audit for defective pricing. Un
der a well-established legal principle (the so-called "Christian doctrine'') a contractor is 
bound by a required clause even though the clause is omitted from the contract. 

14-112.2 Examination of Records 

FAR 52.214-26 and 52.215-2 set forth the audit and records clauses to be inserted in 
prime contracts and subcontracts subject to defective pricing. 10 U.S.C. 2306a and 41 
U.S.C. 254d grant audit access to contractor or subcontractor records for evaluation of 
certified cost or pricing data for three years after final payment under the contract or sub
contract. (See 14-110 for the statutory language regarding the Government's right of ac
cess to contractor records.) 

14-112.3 Multiple Award Schedule (MAS) Contracts 

a. Federal Supply Schedule Multiple Award Schedule (MAS) contracts are issued by 
General Services Administration (GSA) and Veterans Affairs (VA), and include two 
clauses that can affect the Government's price and result in a contract price adjustment 
after award. Although audit procedures for the clauses may call for different audit tech
niques, these agencies prefer to see both clauses addressed in one audit report. 

b. The Price Reduction for Defective Pricing Data clause contained in the solicita
tion/offer under the ""Basis for Price Negotiation'' clauses covers contract prices up to the 
date when price negotiations are concluded. This clause addresses pricing and is not the 
same as the FAR clause which addresses certified cost or pricing data. Data supporting 
MAS contracts are typically based on catalog pricing; no cost data is submitted. If prices 
are overstated based on the contractor's failure to provide current, accurate, and complete 
data prior to award, the Government can obtain a refund from the contractor. This clause 
is normally applied to the pricing data contained in the Discount Schedule and Marketing 
Data (DSMD) pages of the solicitation/offer. 

c. MAS contracts also contain a clause entitled ""Price Reductions''. The clause is intend
ed to ensure that throughout the term of the contract, the Government maintains its relative 
price/discount advantage in relation to the commercial customer or category of customers 
upon which the MAS contract price was based. This clause provides for repayment or price 
reductions to the Government for actions taken after contract award. If prices are reduced in 
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the commercial catalog, price list, or schedule or to the commercial customer or category of 
customers upon which the contract award was based, the Government is entitled to similar 
price reductions or refunds. Such adjustments are handled in accordance with the Price Re
ductions Clause. 

14-113 Requirements and Program Plans (Postaward Audits) 

14-113.1 Requirements Plan Development 

FAOs and regions develop their annual defective pricing requirements plan using the 
DCAA Management Information System (DMIS) and specific instructions issued by Head
quarters. FAOs develop and maintain a universe of eligible actions from which they select 
actions for audit. The specific Headquarters instructions explain how to estimate contractor 
risk and determine the number of pricing actions for postaward audit. Auditors should be 
familiar with these Headquarters instructions prior to starting a programmed audit. 

14-113.2 Program Plan Coordination with Government and Contractor Personnel 

a. To foster the exchange of useful information and achieve maximum cooperation, 
FAOs will provide a list of all programmed postaward audits to affected Government 
personnel (contracting officers and prime contract auditors) at the beginning of the pro
gram year. This type of coordination with other Government personnel establishes con
tact points for communications, provides information for planning and prioritizing 
workload, and offers the chance to obtain pertinent information that may affect the 
planning and performance of the postaward audits. Coordination and communication 
with contracting officers and prime contract auditors throughout all phases of the audit 
will enable the Government to achieve timely resolution of defective pricing findings. 
Send written notification of programmed postaward audits on prime contracts or modi
fications to the PCO, with a copy to the onsite FLA, if applicable (see 15-303). Like 
wise, it is important to notify the contracting officer when a programmed postaward 
audit is cancelled after having been announced. Accordingly, auditors are required to 
notify the contracting officer, in writing, when a programmed postaward audit is subse
quently cancelled after having been started and announced. On subcontract audits, send 
written notification to the prime auditor. Identify for the PCO or prime auditor, at a min
imum, such information as the PCO code, symbol and case number, the prime contract 
number or modification number, the contractor name, the product name, and subcon
tract purchase order number. The notification can complement an initial request for the 
price negotiation memorandum (Attachment 3 to the Postaward Audit Program). 

b. At those contractors with significant programmed defective pricing activity, dis
cuss the defective pricing program plan with contractor representatives for effective 
planning and audit coordination. This coordination will include discussions on the con
tractor risk designation and reasons for such determination, which contracts were select
ed and how, the timing of the audits, outstanding estimating system deficiencies, and 
internal control weaknesses. 

14-113.3 Timing of Audit 
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a. Promptly audit and report on pricing actions selected for postaward audit. Each audit 
is part of the FAO's annual program plan for the fiscal year. To effectively accomplish the 
plan, phase the audits for completion throughout the fiscal year. Furthermore, the PASS 
guidance requires audits of all fixed price and all high risk incentive pricing actions over 
$100 million to start as soon as the office is aware of the award and to be completed no 
later than one program year after the year of award. Generally, schedule these audits for 
completion as soon as possible after contract award. However, the audits can be delayed if 
significant actual cost data will be available within a reasonable time frame after contract 
award. In any case, these audits should be scheduled no later than two program years after 
year of award. 

b. The Government has the right of access to records for three years from the date of 
final payment under the contract or subcontract. However, it is better to report on any ap
parent defective pricing before prime contract completion, or at the latest, before the due 
date of the final audit report on incurred costs under the contract. While the Government 
has the right of access to records for three years from the date of final payment under the 
contract or subcontract, the Contracting Officer has six years from the date the Govern
ment establishes the basis for defective pricing to issue a written decision under the dis
putes clause of the contract (FAR 33.206(b) bars recovery after six years). Generally, the 
initiation of the six year period is the date of the audit report, including the date of any 
subcontract reports issued to the prime contract auditor. 

14-114 Audit Program for Postaward Audits 

a. Use the standard audit program found on the intranet for performing postaward au
dits to determine compliance with 10 USC §2306a, Cost or Pricing Data: Truth in Negoti
ations or, if neither DoD, NASA, nor U.S. Coast Guard, 41 USC Chapter 35, Truthful 
Cost or Pricing Data. The audit program consists of risk assessment/preliminary steps, 
detailed audit steps, and concluding audit steps. The risk assessment/preliminary steps 
determine whether the team should establish an audit. If pursuing an audit, the team con
tinues to assess the risk that submitted certified cost or pricing data were inaccurate, not 
current, or incomplete. The risk information will establish the nature and extent of testing. 
In some cases, the audit team may identify the risk of material noncompliance is confined 
to one or two of the criterion only. For example, labor-hour lot history already verified for 
accuracy in the original proposal audit, may only present risk of being not current or in
complete. 

b. The audit team should plan tests that address the risks discovered during the risk 
assessment in order to provide a reasonable basis for the opinion. The plan may include 
any combination of analytical tests, observation, inspection, inquiry, and tests of details 
necessary to determine compliance. Tests to determine whether the submitted data were 
current and complete often call for creative inquiry to identify data that existed prior to 
price agreement, but continue to be unknown by the Government, as well as inspection of 
records that were not available to the Government prior to price agreement. The audit 
team should discuss, the audit plans with the supervisor, and obtain supervisory approval 
before beginning detailed audit steps. 

c. Successful accomplishment of the detailed steps requires the audit team to fully es
tablish the five points detailed in 14-102b to prove defective pricing (see also the defective 
pricing standard audit program). 
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d. Concluding audit steps identify the administrative requirements upon completion of 
field work. These steps include communicating the issues and findings with the contract
ing officer; reporting estimating system findings, CAS findings, and potential irregulari
ties; conducting exit conferences with the contractor; and preparing the audit report. 

e. The audit program also includes sections on contract brief schedules, information 
request guides, schedule for chronology of events, and audit notification to the contractor. 

14-115 Obtaining Price Negotiation Memorandums and Requesting Data for the 
Audit 

a. The PNM is the most important Government document for the successful comple
tion of any postaward audit. The auditor must review the PNM to determine what certified 
cost or pricing data the contractor provided and when, whether the Government relied on 
such data, what considerations the contracting officer made during negotiations, and other 
factual considerations that may have influenced the negotiations. FAR 15.406-3 details the 
minimum information included in the negotiation agreement (e.g., PNM) and requires 
contracting officers to provide auditors with a copy of the negotiation agreement (see 14
111). Notwithstanding the FAR requirements, the auditor is still responsible for communi
cating or coordinating issues with the contracting officer. At the start of the audit, the au
ditor should confirm with the contracting officer the statement in the PNM that the Gov
ernment relied on the certified cost or pricing data. Sole reliance on the PNM without 
communicating with the contracting officer is not sufficient. 

b. Follow the procedures outlined below for requesting data from the contracting 
officer when doing postaward audits. 

(1) Determine what required data is available from the DCAA FAO files, the con
tractor, or the ACO. Do not request data from the PCO until you determine it is not avail
able locally. 

(2) Review available data to determine if additional information is required to per
form the audit. Proper planning for any postaward audit begins with the PNM. Specifical
ly, review the PNM to establish the audit scope and determine what data may be needed to 
do the audit. If we do not have the PNM and cannot obtain it from the ACO, we should 
initially request only the PNM from the PCO. Also, the FLA can assist in obtaining re
quired PNMs and other data. 

(3) Requests for data or clarification on significant issues should be made to the 
PCO in writing during the audit. Requesting specific data as needed during the audit will 
enhance communication with the PCO and result in a better audit and a more effective 
report. Effective communication with the PCOs shows that we are sensitive to their re
source constraints and are taking prudent steps to develop sustainable audit recommenda
tions. 

(4) Use the standard request letter (Attachment 2 to standard audit program) as a 
guide when writing to the PCO. Specific explanations or reasons for the data requested 
should be set forth. The standard request letter was designed to notify the contracting of
ficer of the planned audit and request specific data that was not already available from 
DCAA FAO files, the contractor, or the ACO. 

c. In rare instances the auditor may have to travel to the buying office for a personal 
review of the contract file before starting the audit. Also consider requesting the contrac
tor's negotiation log and/or record of negotiation. The lack of a PNM should not delay the 
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start of a scheduled audit. However, it becomes increasingly difficult to support an audit 
baseline, disclosure of certified cost or pricing data, and reliance without the PNM. 

d. If inadequate negotiation documentation, lack of PNMs, or chronic late receipt is 
jeopardizing the defective pricing program, notify the FLA at the buying office and the 
regional office. The regional office should work with the FLA to resolve PNM deficien
cies with the buying offices. 

e. For subcontracts, determine what certified cost or pricing data of the subcontractor 
the Government relied on in pricing the prime contract. The auditor at the subcontractor 
location will contact the auditor at the prime contractor location to obtain the prime con-
tractor's PNM in order to identify the data relied on in pricing the prime contract. Use the 
FLA to assist in this internal DCAA coordination to obtain the necessary information. 

14-116 Establishing the Baseline for Audit, Determining the Defective Data, and 
Calculating the Recommended Price Adjustment (Postaward Audits) 

The auditor must (1) establish the appropriate baseline for audit, (2) determine the poten
tial defective data, and (3) calculate the total recommended price adjustment. 

14-116.1 Communicating with the Contracting Officer at the Start of the Audit 

When reviewing the PNM at the beginning of the audit, the auditor should confirm 
with the contracting officer the statement in the PNM that the Government relied on the 
certified cost or pricing data or if there is no statement on reliance, the auditor should ask 
the contracting officer if there was reliance on the certified cost or pricing data. If the 
PNM has not been provided to the FAO, request the contracting officer to provide it. A 
copy of a pro forma memorandum to the Contracting Officer which should be tailored to 
each specific circumstance is available on DCAA’s Intranet and APPS as Format for An
nouncing Postaward Audit and/or Requesting Data. After completing the risk assessment, 
the auditor should notify the PCO of the planned audit, as described in 4-104. 

14-116.2 Baseline for Audit 

a. When contractors certify cost or pricing data (facts) and execute the Certificate of 
Current Cost or Pricing Data, they do not specifically identify the amounts or elements of 
costs that are certified. Therefore, to evaluate certified cost or pricing data for compliance 
with TINA, the auditor must establish an audit baseline as a starting point in order to 
determine if the certified cost or pricing data were accurate, complete, and current. The audit 
baseline for determining if defective pricing exists is (1) the contractor's last proposal before 
price negotiations began and (2) adjustment for any additional certified cost or pricing data 
up to the time of price agreement or disclosure of sweeps data (see 14-120.4) for which the 
contractor addresses its significance on the proposal and submits it to the Government. Since 
the baseline starts with the contractor's proposal, it will include both certified cost or pricing 
data and judgments. 

DEFECTIVE PRICING AUDIT 
BASELINE 

$$$ Contractor's last proposal by cost element before price negotiations began 
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+ - (Plus or Minus) Additional certified cost or pricing data up to the time of agreement 
on price (or another date agreed upon between the parties), to include sweeps data, for 
which the contractor addresses its significance on the proposal and submits it to the 
Government 

$$$ (Equals) Baseline for determining if defective pricing exists 

b. Examine the PNM first to determine if the contractor updated its proposal or submit
ted additional certified cost or pricing data before negotiations of the contract price began. 
Sources of data other than the PNM include the buying office's contract file and the con-
tractor's PNM and contract file. Depending on the circumstances, the auditor may need to 
pursue one or more of these alternative data sources. Follow the procedures in 14-115 to 
obtain the PNM or other data needed if it is not available locally. 

c. The PNM should clearly identify the certified cost or pricing data the contracting 
officer relied on to negotiate the prime contract price (FAR 15.406-3(a)(6)). If not specifi
cally addressed in the PNM, coordinate with the contracting officer and obtain a written 
statement as to what data were relied on. If the contracting officer will not provide a writ
ten statement on reliance and the FAO's review of the contracting officer's file discloses 
no contrary evidence, assume that the Government relied on all data submitted by the con
tractor in negotiating the contract price. 

d. Sometimes the contractor does not submit additional certified cost or pricing data, 
but the costs negotiated by the contracting officer are less than the amounts shown in 
the contractor's proposal. Unless the PNM discusses additional data provided at negotia
tions, the contractor's proposal is the baseline for audit. 

14-116.3 Determining the Potential Defective Data 

Once the auditor has established the baseline for audit, the next step is to compare the 
certified cost or pricing data in the audit baseline to all accurate, complete, and current 
cost or pricing data reasonably available to the contractor prior to agreement on price, or 
another date agreed upon between the parties. Differences found identify potential defec
tive pricing. For such differences the auditor must establish the five points identified at 14
102. If the auditor cannot establish or support these points, he or she has not developed 
evidence to support that potential defective pricing exists. 

IDENTIFICATION OF POTENTIAL DEFECTIVE PRICING 
$$$ Certified cost or pricing data in audit baseline (14-116.2) 
- (Less) Accurate, complete, and current cost or pricing data reasonably available up to 
the time of agreement on price (or another date agreed upon between the parties), to in
clude sweeps data, for which the contractor addresses its significance on the proposal and 
submits it to the Government 
- (Less) Adjustment for contracting officer nonreliance, contractor disclosures or Gov

ernment's actual knowledge, and specific adjustment by the contracting officer for the 
effect of factual information on the negotiated price 

$$$ (Equals) Potential defective pricing 

14-116.4 Calculating the Recommended Price Adjustment 
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a. The recommended price adjustment is the total amount the contract price increased 
because the contractor submitted defective certified cost or pricing data. It includes not 
only the defective data, but also the associated costs and profit. Recommended price ad
justments that do not meet the materiality guidelines in 14-120.1 should not be reported. 

b. If the defective pricing involves a subcontract, the prime contract auditor will 
compute the allocable portion of prime indirect costs and profit applicable to the sub
contract defective pricing and include this amount in the total recommended price ad
justment for the prime contract. The prime contract auditor's report will include prime 
add-ons (indirect costs and profit or fee) to the subcontract defect to reflect the total 
amount of the subcontract defective pricing on the prime contract price. 

c. The following guidance applies when calculating the recommended defective pricing 
adjustment: 

(1) When particular cost or pricing data is not disclosed, or inaccurate or noncurrent 
certified cost or pricing data is used, (defective data) there is a presumption that the natural 
and probable consequence (see 14.109) of the defective data is an increase in the negotiat
ed contract price in the amount of the defect, plus indirect costs and profit or fee. Howev
er, the natural and probable consequence presumption has its limits in determining the 
extent to which defective certified cost or pricing data caused an increase in the contract 
price. When there is evidence of reductions obtained in negotiations, the "natural and 
probable consequence" is less than the full reduction attributed to the defective data. This 
is explained more fully in paragraphs (2) through (5) below. 

(2) When there is insufficient evidence to establish the negotiated value or price of 
a specific defective cost element, the starting point/baseline for calculating the recom
mended price adjustment is the contractor’s last proposal plus or minus the impact of sub
sequently disclosed certified cost or pricing data less adjustment for contracting officer 
nonreliance (14-116.3). 

(3) The negotiated value of the defective element is the starting point/baseline for 
calculating the recommended price adjustment when there is evidence to show that the Gov
ernment in negotiation already secured a reduction in the price of the defectively priced cost 
element below the contractor’s last proposal, plus or minus the impact of subsequently dis
closed certified cost or pricing data related to the defective element. 

(4) Evidence to confirm the negotiated value or price of a specific defective ele
ment of cost may be included in the Government’s price negotiation memorandum or oth
er documents such as the Government’s pre-negotiation clearance, target objectives, or 
technical analyses that were attached or referenced in the memorandum to show the 
breakdown of the elements of cost negotiated. Alternatively, the breakdown of the specific 
elements of cost in the pre-negotiation clearance or other similar documents that are not 
attached or referenced in the price negotiation memorandum but which the contracting 
officer asserts in writing is representative of the prices negotiated for those elements may 
also represent substantiating evidence. If there is evidence available from Government 
sources that confirms the specific negotiated cost element prices, this cost level should be 
used in the computation of the recommended price adjustment for the defective element. 

(5) Computing recommended price adjustments: 
(a) Starting point/baseline for computing the adjustment: 

(i). The value of the specific defectively priced element of cost (the level of 
detail at which the non-disclosed cost or pricing data relates) in the contractor’s last pro
posal, plus or minus the impact of certified cost or pricing data related to the defective 
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element submitted up to the time of agreement (or another date agreed upon between the 
parties) to include “sweep” data (14-120.4). 

(ii). However, if there is evidence available from Government sources of the 
negotiated value of the defectively priced element, use: 

The negotiated value of the specific defectively priced cost element (the level of detail 
at which the non-disclosed cost or pricing data relates) based on evidence in the price 
negotiation memorandum or associated Government documents. 

Less: 
(b) The corresponding value shown by the accurate, complete, and current certi

fied cost or pricing data that was reasonably available up to the time of agreement on price 
(or another date agreed upon between the parties) to include sweeps data. 
Plus: 

(c) Associated costs and profit: 
(i). In all cases (starting points (a)i or (a)ii above) when the negotiated values 

of the associated indirect rates and factors can be confirmed and are not defective, apply 
the negotiated rates and factors to the defectively priced cost elements. If the non-
defective negotiated rates are not available, use the rates and factors in the contractor’s last 
proposal, plus or minus the impact of related certified cost or pricing data submitted up to 
the time of agreement (or another date agreed upon between the parties) including 
“sweep” data. 

(ii). When the indirect rates are defectively priced in addition to the defective 
element, follow the guidance for the starting point for (a)i or (a)ii under the circumstances. 
Equals: 

(d) The total recommended price adjustment. 
(6) If there was a total bottom-line negotiation price based on a significant reduction to 

the last proposal, there can be no recognition of the reduction in computing the recom
mended price adjustment unless there is evidence available from Government sources to 
confirm the negotiated value of the specific defectively priced element. In such circum
stances, the starting point for computing the recommended price adjustment would be 14
116.4c(5)(a)i. 

14-117 Possible Defective Pricing Indicators 

To effectively achieve the basic objectives of the DCAA defective pricing program, 
audit procedures must be designed to identify and explore conditions suggesting possible 
defective pricing. The audit procedures should also consider specific information fur
nished by the contracting officer when applicable. Items normally examined for indica
tions of defective pricing are historical unit cost records, vendor quotes, purchase orders, 
voluntary refunds or credits from suppliers, cost trend records, sales and manufacturing 
volume projections, profit and loss statements, and product cost and profit analyses. The 
following examples are possible defective pricing indicators: 

a. Significantly lower actual cost of individual items and cost elements as compared 
with the amounts included in the audit baseline as explained in 14-116.2. When this condi
tion exists, perform additional tests to determine whether the lower costs reflect defective 
data. 

b. Operations not actually performed or items of cost not incurred, although included 
in the contractor's proposal. (For example, changes made in the make-or-buy program, a 
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special testing program not performed, or Government-owned equipment rental not 
paid.) Explore the reasons for not incurring the cost. 

c. Items of direct cost included in the contract pricing proposal at prices higher than ap
propriate based on information available to the contractor (and not disclosed to the Govern
ment) at the time of contract price agreement. Examples are as follows: 

(1) After submitting the original proposal but before price agreement, the contractor 
receives a firm quote from an established source which is significantly below the cost 
included in the original proposal. 

(2) A previously used supplier not solicited this time but who normally submits a 
low bid. The contractor later purchases the material from this vendor at a price lower than 
proposed. 

When detecting the above or similar situations, evaluate the circumstances involved to 
reach a conclusion on whether defective pricing exists. A contract price is not defective 
simply because subsequent market price declines allow the contractor to obtain lower ma
terial prices than the quotations obtained before award. 

d. Closing or cutoff dates for recording transactions or for computing summary indirect 
cost rates or production cost data that did not coincide with the date negotiations conclud
ed. For instance, the contractor's proposal included indirect or other cost data as of a prior 
cutoff period. In this case, the contractor is responsible for the currentness of its certified 
cost or pricing data, if a cutoff date for this information was not agreed to and identified 
on the Certificate of Current Cost or Pricing Data, the Government would consider signif
icant matters in the books or records on the date of price agreement as reasonably availa
ble to the contractor for purposes of defective pricing. This is true even if the data had not 
yet been summarized (see 14-104.6). 

e. Less obvious defective pricing indicators may include the contractor's failure to re
flect in the proposal decisions expected to lower costs on prospective contracts. This usu
ally relates to budgets, production, automation, time and motion studies on labor, and 
management decisions when the decisions were made and the information was available 
before price agreement. Facts underlying contractor opinions, and projections are cost or 
pricing data; but judgments based on those facts are not (see 14-104). 

14-118 Treatment of Offsets 

a. The 1987 Defense Authorization Act amended the TINA to give statutory 
recognition to contractor offsets for defective certified cost or pricing data that result 
in understated costs. The amended TINA places the burden of proof for such offsets 
on the contractor and disallows using any intentional understatements to offset defec
tive certified cost or pricing data that resulted in a price increase. This amendment 
applies only to contracts or modifications to contracts entered into on or after Febru
ary 15, 1987 (10 U.S.C. 2306a). As a result, the following guidelines apply to offsets. 

(1) For contracts entered into before February 15, 1987, offsets are usually ap
propriate against defective certified cost or pricing data and should be considered during 
the normal course of audit. This includes inadvertent understatements in the contractor's 
certified cost or pricing data and intentional underproposed/negotiated prices where full 
disclosure of the certified cost or pricing data relating to the underproposed price has 
been made. An example of this offset is mathematical errors in the certified cost or pric
ing data. It does not include unsupported "bottom-line" management adjustments. 
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(2) For contracts or modifications to contracts entered into on or after February 
15, 1987, offsets against defective certified cost or pricing data are allowable if the con
tractor: 

(a) certifies to the contracting officer that, to the best of the contractor's 
knowledge and belief, the contractor is entitled to the offset in the amount requested; 
and 

(b) proves that the cost or pricing data were available before the date of agree
ment on the price of the contract (or price of the modification) and that the data were not 
submitted before such date. 

(3) However, an offset shall not be allowed if: 
(a) the understated data was known by the contractor to be understated before 

the “as of” date specified on the Certificate of Current Cost or Pricing Data; or 
(b) the Government proves that the facts demonstrate that the contract price 

would not have increased in the amount to be offset even if the available data had been 
submitted before the date of agreement on price. 

(4) The first exception prohibits an offset if the contractor intentionally withheld 
from the Government information showing a higher cost for an item or service. To deny 
an offset for this reason, it is not enough that someone in the contractor's organization 
was aware of the true cost of the item or service. Rather, the Government must establish 
that someone in the contractor’s organization knew of the cost or pricing data and knew 
the certificate was inaccurate when submitted. 

(5) The Government permits offsets among and within the various line items of 
the certified cost or pricing data, but only up to the maximum of defective overstated 
costs in the same pricing action. For example, the contractor may offset understated 
material costs against overstated labor, overhead, and G&A. However, offsets apply 
only within the same pricing action, e.g., for an initial pricing action or for the pricing 
of a change order. 

b. Prior to the evaluation of any contractor offset submission (or potential offsets 
found during audit) for contracts entered into on or after February 15, 1987, the contrac
tor must provide an appropriate certification in support of its claim. Although audit pro
cedures should not be specifically designed to seek out understatements, the auditor 
should notify the contractor and the contracting officer in writing of potential offsets, 
and obtain the required certification. Until the contractor provides the required certifica
tion for its submission, DCAA should neither adjust the findings nor expend additional 
resources on the alleged offsets. It is important that the contractor certify to the apparent 
offset to ensure its allowability as stated in 14-118a.(3), (4), and (5). For example, the 
contractor's review of a potential offset found during the audit of a statistical sample of 
a bill of material may disclose that the certified cost or pricing data related to the higher 
price was known and considered by the contractor prior to agreement on price. If the 
contractor refuses to submit such certification, inform the contracting officer and re
quest assistance in obtaining certified offsets prior to issuing the report to ensure timely 
consideration of probable offsets. If certification of the offsets cannot be obtained, state 
in the report that the contractor (or auditor) has identified offset amounts, but the con
tractor refused to provide any certification of offsets and therefore DCAA will not ex
press an opinion on the validity of the claimed offsets. However, if the contracting of
ficer requests evaluation of the uncertified offsets, comply with that request and include 
the supplementary information in a separate appendix to the postaward report. 

DCAA Contract Audit Manual 



February 2, 2016 1423 
14-119 

(1) When the contractor contends that there are understated costs for contracts 
entered into before February 15, 1987, but does not provide specific information, 
request in writing that the contractor submit specific information. Also solicit 
contracting officer assistance in confirming data supporting the alleged offsets and give 
appropriate consideration in the audit report. If the contractor does not submit this offset 
information within a reasonable time, normally 30 days or as agreed among the FAO, 
contracting officer, and contractor, issue the audit report. Present available information 
concerning alleged offsets in the audit report. 

(2) When the contractor contends that there are understated costs for contracts 
entered into on or after February 15, 1987, but does not provide a certified offset sub
mission, request in writing that the contractor submit its certified offsets so data sup
porting the alleged offsets can be evaluated. If the contractor does not submit this offset 
information within a reasonable time, normally 30 days, proceed as discussed in para
graph b. 

(3) When the contractor submits offset data to the auditor after issuing the audit 
report, tell the contracting officer of this additional submission, furnish a copy should he 
or she not have one, and request his or her views on the need for auditing the additional 
data. 

14-119 Subcontract Audit Procedures (Postaward Audits) 

The "Price Reduction for Defective Certified Cost or Pricing Data" clauses in FAR 
provide that when the Government finds defective pricing on a subcontract after the prime 
contractor and the Government have agreed on the contract price, the prime contractor is 
liable to the Government for the amount of the defective pricing. The subcontractor is 
liable to the prime contractor. Additionally, because the prime contractor is responsible 
under FAR 15.404-3(c) for obtaining accurate, complete, and current subcontractor certi
fied cost or pricing data and for updating the data, the prime contractor is liable for sub
contract price reductions even when it had no knowledge of the defective data. 

14-119.1 Prime and Subcontract Auditor Responsibilities for Subcontract Costs 

a. Auditors at the prime contractors, higher-tier subcontractors, and subcontractors are 
responsible for determining whether the certified subcontract cost or pricing data was ac
curate, complete, and current. Defects in certified subcontract cost or pricing data may be 
attributable to the prime contractor or higher-tier contractor, subcontractor, or both. The 
auditor's job is to uncover defects in subcontract costs regardless of who caused the defect. 
However, auditors at each level of cost (prime, higher-tier, subcontractor) have slightly 
different administrative responsibilities. 

b. Prime contract auditors are responsible for reporting on the prime pricing action 
as a whole, including subcontract costs. The prime auditor evaluates certified cost or 
pricing data as of the date of price agreement with the Government. The prime auditor 
reports the results of the postaward audit, including any subcontract audit results, to the 
contracting officer. Even though the DCAA postaward selection process requires each 
FAO to establish pricing actions for audit, the prime auditor is still responsible for all 
costs under the prime contract. The prime auditor also serves as the focal point for 
providing subcontract auditors with the necessary information to do the subcontract 
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audit. To properly manage the prime contract audit and its subcontract costs, the prime 
auditor must: 

(1) Establish the subcontract certified cost or pricing data certified to by the prime 
contractor and assist the subcontract auditor in establishing the subcontract audit baseline. 

(2) Assess the certified cost or pricing data to identify leads or potential defective 
pricing related to specific subcontractors or subcontract parts. 

(3) Request necessary assist audits based on the assessment of the certified cost or 
pricing data. 

(4) Coordinate and provide relevant facts and information to the subcontract auditor 
doing the subcontract postaward audit. 

(5) Ensure that subcontract audit reports support defective pricing and that such 
defects actually affected prime contract price. 

(6) Calculate the full effect of subcontract defects on the prime contract price by 
including prime add-ons. 

(7) Report the audit results to the contracting officer. Contact the contracting 
officer to establish the most effective approach for issuing a prime report when the sub
contract report is not complete (see10-6051.c.(1)) or when issuing completed subcon
tract findings when the prime report is not completed (see 10-605.1c.(2)). 

c. Subcontract auditors are responsible for evaluating the subcontractor certified cost 
or pricing data submitted and/or certified to the prime contractor. The relevant dates for 
auditing the subcontractor's certified cost or pricing data vary and should be established 
at the beginning of the audit (see 14-119.3). The subcontract auditor obtains necessary 
information through the prime auditor and issues its report directly to the prime auditor, 
unless otherwise directed. The subcontract auditor must: 

(1) Coordinate with the prime auditor to understand why the subcontract pricing 
action was requested for audit or to explain why the action was selected for audit. 

(2) Obtain from the prime auditor, not the contracting officer, the necessary facts 
and information to do the subcontract postaward audit. 

(3) Establish the relevant dates to determine the existence of defective pricing 
and confirm such with the prime auditor. 

(4) Report the audit results to the prime auditor, unless directed otherwise. 

14-119.2 Release of Subcontractor Data to Higher-tier Contractors 

FAR 15.407-1(f) governs the release of information necessary to support a reduction 
in prime contract or higher-tier subcontract prices. FAR provides for contracting officer 
release of information, on request, to prime contractors or higher-tier subcontractors as 
necessary to secure a prime contract price reduction. However, if the information in
cludes trade secrets or confidential business information, the contracting officer must 
protect it from improper disclosure. To assist the contracting officer, the auditor will 
determine if the subcontractor objects to the release of the information in the audit re
port to the higher-tier contractor. Present contractor objections in the audit report in 
accordance with 10-604.2b(2). Follow the procedures in 6-802.6 in resolving any objec
tions to unrestricted release of information to the higher-tier contractor. 

14-119.3 Subcontract Defective Pricing - Significant Dates 
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Depending on the circumstances, two different dates may be relevant when deter
mining subcontract defective pricing. These dates are: 

(1) the date of negotiation between the Government and the prime contractor and 
(2) the date of negotiation between the prime contractor and subcontractor. Three 

factors determine whether one or both dates should apply: 
(a) timing of the subcontract award (whether awarded before or after the 

prime contract), 
(b) type of prime contract, and 
(c) type of subcontract. 

a. When a subcontract is awarded before the prime contract, subcontractor certified 
cost or pricing data must be accurate, complete, and current as of the date of final agree
ment on subcontract price. As a practical matter, later data would have no impact on final 
subcontract negotiations. Nevertheless, the prime contractor must still furnish the Gov
ernment with data it becomes aware of which may have an impact on final subcontract 
cost to the prime contractor, e.g., a subsequent decrease in a flexibly priced subcontractor's 
labor rates. Such information is cost or pricing data bearing on the negotiation of the prime 
contract, and the failure to provide the data may lead to defective pricing. 

b. If the subcontract is awarded after a firm-fixed-price prime contract, all prime and 
subcontractor certified cost or pricing data existing as of the date of the price agreement 
between the prime and the Government must be accurate, complete, and current. Defective 
subcontractor data occurring after the prime and Government price agreement cannot af
fect the prime contract negotiated price, since there is no right of recovery by the Govern
ment. Therefore, in this case, only the date of prime contract final price agreement is rele
vant for subcontractor defective pricing. 

c. If a subcontract is awarded after a flexibly priced prime contract, defective subcon
tractor data occurring between the prime and subcontract price agreement date will affect 
the prime contract final price (FPI) or total cost (CPFF/CPAF/CPIF) paid by the Govern
ment. Accordingly, both dates (prime/Government and prime/subcontractor) are relevant 
to determine defective pricing of the subcontract. In this situation, defective pricing could 
occur at (1) the prime level if the prime did not provide the Government with accurate, 
complete, and current certified cost or pricing data as of prime and Government price 
agreement (or, if applicable, another date agreed upon between the parties that is close as 
practicable to the date of agreement on price,) and/or (2) the subcontractor level if the 
subcontractor did not provide the prime with accurate, complete, and current certified cost 
or pricing data as of prime and subcontractor price agreement. 

14-119.4 Handling Subcontract Price Adjustments 

Subcontract certified cost or pricing data may be defective regarding either the pro
spective subcontractor, the actual subcontractor, or both. 

a. When the prospective and actual subcontractor are the same, and the subcontractor's 
proposal as a prospective subcontractor is defective, the recommended reduction in the 
prime contract price is the recommended subcontract price adjustment plus the prime con-
tractor's additives. When a prospective subcontractor's data is defective, and the actual 
subcontractor for the item was an organization other than the prospective subcontractor, 
this limits the recommended reduction in the prime contract price to the difference be
tween the prospective subcontractor's cost estimate and the actual subcontract price, plus 
the prime contractor's additives (FAR 15.407-1(f)(1)). 
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b. Defective pricing adjustments for subcontracts under flexibly priced prime contracts 
require different treatment and reporting, depending on the timing of the subcontract 
award. 

(1) Defects in subcontract certified cost or pricing data negotiated with the subcon
tractor prior to the date of prime contract price agreement or defects in unnegotiated sub
contractor certified cost or pricing data existing at the date of prime contract price agree
ment affect the prime contract price. Subcontract defects in these situations, whether 
caused by the subcontractor or the prime contractor, require recommended prime contract 
price adjustment that include the application of negotiated profit. The following guidance 
in (2) below regarding billed costs on subcontracts defectively priced after prime contract 
price agreement also applies to defects in subcontracts negotiated or existing prior to the 
date of prime contract price agreement. 

(2) Defects found in subcontracts negotiated after the prime contract price agree
ment, but which did not exist as of the date of prime contract price agreement, do not af
fect the prime contract price agreement. Subcontractor defects in these circumstances re
quire disallowance (for cost-type contracts) or nonrecognition (for final pricing of 
redeterminable and incentive-type contracts) of costs on the prime contract that will in
clude prime contractor loadings at the rates actually applied by the prime contractor to the 
incurred costs. No adjustment is required to the profit on the prime contract. 

(a) Payments to subcontractors under flexibly priced prime contracts that are 
higher than they would be had there been no defective subcontractor certified cost or 
pricing data shall be the basis for disallowance or nonrecognition of costs. Under flexi
bly priced prime contracts the Government has a continuing interest in such overpay
ments to subcontractors that is unaffected by the initial agreement on prime contract 
price. Accordingly, the disallowance or nonrecognition of costs will be accomplished 
under the contract clauses prescribed in FAR 15.408 (also see FAR 15.407-1(f)). 

(b) Until the contract closing or final pricing is completed, the disallowance or 
nonrecognition of costs should be effected through reductions in the prime contractor's 
billings. If the prime contractor has reduced its own billings for the subcontractor defects, 
determine if the reduction is comparable to the audit findings. 

(3) Separately present findings in the prime audit report "Results of Audit" section 
and exhibits for (a) recommended price adjustments and (b) recommended disallowance 
or nonrecognition of incurred costs. 

c. A firm-fixed-price contractor may obtain a refund for a defectively priced subcon
tract even if the subcontract certified cost or pricing data was not defective at the time 
the prime was negotiated. In this situation, the Government has no contractual right to a 
price adjustment. However, we should review the facts to determine if an audit report 
recommendation for voluntary refund is appropriate (see 4-802). 

14-120 Other Audit Considerations 

14-120.1 Materiality of the Defective Pricing Findings 

a. The TINA and regulations do not define what is a "significant amount" by which a 
contract price was increased because the contractor furnished defective certified cost or 
pricing data. The Courts and the BCA have made differing decisions regarding what is a 
significant amount. 
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b. The Government expends a substantial amount of resources finding, pursuing, and 
settling claims of defective pricing. Accordingly, materiality should be one of the un
derlying factors when doing postaward audits. In determining the significance of defec
tive pricing, consider the magnitude of the defective data including all applicable bur
dens (see 10-103.3j(2) and 14-116.4). 

c. Any issue involving significance of a defective pricing recommendation should be 
resolved using the following working guideline. 

Potential price adjustments of 5 percent of contract value or $50,000 whichever is 
less should normally be considered immaterial. When applying this standard considera
tion must be given to contract type. For example, on a CPFF contract with a 10 percent 
fee a $500,000 price adjustment is required to effect a $50,000 recovery. These materi
ality criteria do not apply in the following circumstances: 

(1) when a contractor’s deficient estimating practices have resulted in recurring 
defective pricing; or 

(2) the potential price adjustment is due to a systemic deficiency which affects all 
contracts priced during the period. 

14-120.2 Defective Pricing from CAS Noncompliances 

a. Generally, a CAS noncompliance found in a postaward audit does result in the certi
fication of inaccurate cost or pricing data. However, the auditor will report CAS noncom
pliances revealed in postaward audits to the cognizant Federal agency official (CFAO) 
with the authority to make determinations of noncompliance. Regulations require that the 
CFAO, not the PCO, perform CAS administration for all contracts. Further, regulations 
require the DCAA auditor to make CAS-related recommendations to the CFAO. There
fore, do not include a price adjustment for the amount of the noncompliance in the posta
ward audit report, but do briefly explain in the notes to the exhibit: 

(1) the noncompliance, 
(2) its effect on the pricing action, and 
(3) its status. 

b. Issuing a CAS noncompliance report permits the CFAO to adjust all affected con
tracts that are both CAS noncompliant and defectively priced. Whether the violation caus
es a defect on multiple pricing actions or just one, the responsibility for adjustment be
longs to the CFAO. Also, systemic noncompliance issues, while significant in the 
aggregate, may not be significant on individual pricing actions. The CFAO has a greater 
chance to obtain consistent recovery on all affected pricing actions through CAS than the 
individual PCOs do under defective pricing. 

c. For subcontracts, regulations require that the CFAO of the subcontractor shall make 
the noncompliance determination and advise the CFAO of the prime or next higher-tier 
subcontractor of such decision. The subcontractor CFAO's determination will not be re
versed by the CFAO at the prime or next higher-tier subcontractor. Accordingly, the Gov
ernment should receive adjustment for the subcontract noncompliance and for the prime 
contractor's markups applied to the subcontract. 

d. If the CFAO determines the finding is not a CAS noncompliance, do not report the 
finding later to the PCO as defective pricing. Once the CFAO has made such a determina
tion, the finding would be difficult to support as defective pricing. 
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14-120.3 Systemic Defective Pricing Issues (Non-CAS) 

a. Non-CAS-related defects attributable to breakdowns in the contractor's systems may 
affect multiple pricing actions. The defects may be relatively small on each individual 
action, but significant in the aggregate. The defects may also affect many contracting of
ficers from the various services. The best way for the Government to achieve consistent 
and maximum recovery of systemic defects is for one designated official to settle the issue 
on all affected contracts. 

b. To promote consistent and maximum recovery for systemic issues the auditor must 
do the following: 

(1) identify systemic defects, affected pricing actions, and applicable contracting 
officers; 

(2) notify the affected contracting officers, explain the systemic defects, and sug
gest they designate or establish one individual to negotiate with the contractor; 

(3) separate systemic findings from other specific defective pricing allegations 
found in the audits of the individual pricing actions; 

(4) report the systemic findings in a single report that identifies all affected pricing 
actions and contracting officers; and 

(5) address the report to each affected contracting officer. If a focal point has been 
designated to resolve the systemic issue, address the report to that individual with copies 
furnished to each affected contracting officer. 

c. Set up the assignment for the systemic defect as an audit lead and include a descrip
tion of the systemic defect. 

14-120.4 Defective Pricing "Sweeps" 

a. A defective pricing sweep is a process whereby a contractor reviews its records to 
determine if more current cost or pricing data exist and need to be disclosed to the Gov
ernment. The sweep usually occurs after price agreement and the contractor submits this 
additional data to the Government with its executed Certificate of Current Cost or Pricing 
Data. The additional data reflect cost or pricing data that were reasonably available at the 
time of price agreement but not submitted or disclosed before price agreement. As a result 
of FASA, FAR now allows a date other than the date of price agreement on price for certi
fication (see 14-104.3). This and the encouragement to the contracting officer to use cutoff 
dates, where practicable, should reduce the need for sweeps. 

b. Sweep data appear defective in that the cost or pricing data were not submitted or 
disclosed to the Government before the price agreement. However, if the Government 
receives cost or pricing data with the certificate before the contract award, the contract
ing officer has the opportunity to adjust the contract price for such data. In addition, 
procurement policy issued by the DoD in June 1989 (see 14-111c) requires contracting 
officers to reflect such data in the PNM and the extent to which they relied on it in es
tablishing the contract price. 

c. In situations involving sweeps, contact the contracting officer to fully understand 
the type of data included with the Certificate, what the contracting officer did with the 
data, and the effect the data had on the negotiated contract price. The auditor should not 
recommend a price adjustment simply because the data were provided with the certifi
cate after price agreement because this is not defective pricing. 

DCAA Contract Audit Manual 



February 2, 2016 1429 
14-120 

d. The auditor must assess whether a contractor's sweep practices reflect deficiencies in 
estimating systems or procedures. For example, a contractor continually delays submitting 
certified cost or pricing data until after price agreement or the cost or pricing data were 
available to the contractor for some time before price agreement (aging of the availability 
of cost or pricing data). In those cases, the auditor must take appropriate steps to report the 
deficiencies or irregularities. 

14-120.5 Statistical Sampling Techniques in Postaward Audits 

a. Agency policy supports the use of statistical sampling and professional standards 
recognize audit sampling as a proper audit practice to provide evidential matter. While 
statistical sampling provides evidential matter, can it be used to support a projection of a 
recommended price adjustment for defective pricing? Neither the Courts nor the BCA has 
ruled on the propriety of sampling evidence to support recommended price adjustments. 

b. The Government has the burden of proving its case by the preponderance of the evi
dence. Absolute certainty is not required. The evidence need only show that the validity of 
the claim is more probable than not. The statistical sampling techniques which are applied 
within DCAA provide admissible evidence of the amount of the impact of defective data. 
The issue for the judge is to determine whether the sampling evidence will satisfy the stand
ard of proof for the whole amount claimed. Therefore, the Government will be successful in 
litigation only if judges are persuaded that sampling has sufficient weight to comply with the 
"preponderance of evidence" test. The test does not require absolute certainty; it does require 
a weighting of the evidence and a determination of the probability of accuracy. In evaluating 
whether statistical sampling is a proper audit practice for determining the amount of over
pricing, the Courts or the BCA will have to examine this audit technique in the context of 
professional standards, professional custom, and audit necessity. The weight which a judge 
will give to sampling evidence will depend upon the facts of the case. 

c. The auditor can use sampling techniques for postaward audits to establish that defec
tive pricing exists. However, projecting sample results for the recommended price adjust
ment requires satisfying the "preponderance of evidence" test. The auditor must properly 
develop and document the sample plan, assess the reasons for defects found, evaluate the 
sample, and expand the sample as necessary to reach the desired confidence level and preci
sion. Successfully projecting sample results for defective pricing requires high confidence 
levels and low precision. To achieve such results, the sample may have to be expanded even 
more than once after evaluation. 

d. Address offsets in accordance with 14-118. 
(1) Offsets the auditor finds during the audit of contracts awarded before February 15, 

1987 are considered as part of the normal course of audit sampling. 
(2) Offsets the auditor finds during the audit of contracts awarded on or after February 

15, 1987 must be certified prior to considering them in the sampling process. The auditor 
will make a reasonable attempt to obtain certification of possible offsets prior to evaluating 
and projecting sample results (see 14-118 b.). 

(3) If the contractor will not certify to offsets identified during our audit of sampled 
items, take the following steps: 

(a) Evaluate the sample, excluding the effect of any offsets the auditor discovers, 
to assess the confidence level and precision and expand the sample as necessary to achieve 
the desired confidence level and precision. If certification of offsets is likely, the auditor 
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should also evaluate the sample including the offsets, and notify the PCO of the effect of the 
offsets on the sample. 

(b) Project the amount excluding any uncertified offsets from the sample findings. 
Use this projection for the amount of the recommended price adjustment to be presented in 
the audit report. 

(c) Use the guidance in 14-118b. to report potential offsets that the contractor 
would not certify. 

14-120.6 Obtaining Third Party Confirmations 

Obtain third party confirmations as appropriate when performing postaward audits. Con
firmation of initial contract dates and price quotes to prime or higher-tier subcontractors is a 
valid audit step in conducting defective pricing audits. For instance, confirming purchase 
orders issued within six months after certification at a price significantly lower than that 
certified to may disclose existence of defective pricing. Vendor confirmations will also help 
determine if the prime or higher-tier subcontractors were aware of reduced prices before 
certification. Normally, use positive (rather than negative) confirmations. Begin with infor
mal vendor contact and follow up with a formal confirmation letter. 

14-120.7 Other Administrative Audit Considerations 

a. Significant defective pricing findings, direct or indirect, may affect other contracts of 
the contractor. The FAO will coordinate the selection of contracts for audit in addition to 
the current FAO program plan with the regional office if it is likely to involve a major 
increase in the programmed workload level for postaward audits. 

b. Do not issue a DCAA Form 1 instead of an audit report for apparent defective 
pricing findings on a cost-type contract. 

c. During a postaward audit, request any necessary technical advice and assistance 
from the ACO or PCO as appropriate. 

d. Determine whether defective pricing findings suggest estimating system defi
ciencies. Unless the defective pricing was caused by a breakdown in internal controls, 
the problem usually relates to an estimating system deficiency. Promptly report those 
deficiencies using the flash reporting procedures outlined in 9-310. 

14-121 Findings and Conditions Requiring Further Pursuit as Potential Cases of 
Fraud (Postaward Audits) 

During postaward audits of certified cost or pricing data, be constantly alert to identify 
any condition which might suggest wrongdoing against the Government. Section 14-121.2 
provides examples found during defective pricing audits. When finding any of these or simi
lar conditions, refer them to the responsible investigative organization following the proce
dures in 4-702. 

14-121.1 Statutory Provisions 

a. Defective pricing may result in criminal acts under two statutory sections: 18 U.S.C. 
1001 False Statements and 18 U.S.C. 287 False Claims. It may also be subject to civil 
penalties under 31 U.S.C. 3729, the civil False Claims Act.A false statement results when 
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a contractor willfully makes a statement knowing that it contains false information. Certi
fication by use of the Certificate of Current Cost or Pricing Data is an example of a state
ment subject to 18 U.S.C. 1001. No filing of a claim is required. 

b. A violation of 18 U.S.C. 287 occurs when a contractor willfully submits a claim for 
money or property knowing that the claim is false, fictitious, or fraudulent. Thus, 
submitting an invoice on a contract that is defectively priced can be a violation. 

c. A violation of the civil False Claims Act, 31 U.S.C. 3729-3733, occurs when a con
tractor or subcontractor knowingly presents, or causes to be presented to the Government, 
a false or fraudulent claim for payment or approval. “Knowingly” is defined in the statute 
as either: 

(1) has actual knowledge, 
(2) acts in deliberate ignorance of the truth or falsity of the information, or 
(3) acts in reckless disregard of the truth or falsity of the information. 

Unlike the criminal statutes, the civil statute provides that “...no proof of specific intent to 
defraud is required.” Civil penalties include damages of 2 to 3 times the amount of dam
ages sustained by the Government, plus $5,000 to $10,000 for each voucher submitted 
based on the defective pricing. 

14-121.2 Examples of Conditions Warranting Consideration of a Fraud Referral 

The following are examples of conditions found during defective pricing audits which 
warrant additional evaluation to determine if there is a reasonable basis for suspecting 
fraud. 

a. High incidence of persistent defective pricing. 
b. Repeated defective pricing involving similar patterns or conditions. 
c. Continued failure to correct known system deficiencies. 
d. Consistent failure to update certified cost or pricing data with knowledge that past 

activity showed that prices have decreased. 
e. Undisclosed specific knowledge regarding significant cost issues that will reduce 

proposal cost. Two examples are a revision in the price of a major subcontract and set
tlement of union negotiations resulting in lower increases in labor rates. 

f. Denial by responsible contractor employees of the existence of historical records that 
are later found. 

g. Repeated use of unqualified personnel to develop certified cost or pricing data used 
in the estimating process. 

h. Indications of falsification or alteration of supporting data. 
i. Distortion of the overhead accounts or base information by transferring charges or 

accounts that have a material impact on Government contracts. 
j. Continued failure to make complete disclosure to the Government of data known to 

responsible contractor personnel. 
k. Continued prolonged delay in release of data to the Government to prevent possible 

price reductions. 
l. Employing people known to have previously committed fraud against the Govern

ment. 

14-122 Discussing Audit Findings 
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The auditor must coordinate and communicate with contracting officers and prime 
contract auditors on a regular basis to enable the Government to achieve timely and max
imum resolution of defective pricing findings. The accomplishment of the DCAA defec
tive pricing program (in terms of completing planned audits, supporting audit findings, 
and helping contracting officers achieve price reductions) requires a DCAA commitment 
to coordination and communication with Government personnel. Use the FLA to assist as 
necessary. 

a. When apparent defective pricing is found, and the materiality threshold provided in 
14-120.1 has been met, thoroughly discuss these findings with the contracting officer. Do 
this during the course of the audit to ensure mutual understanding of the facts (e.g., con
firm reliance on and disclosure of certified cost or pricing data), resolve differences in 
method of computation, and present a unified position to the contractor. Significant factual 
issues should be confirmed with the PCO as early as possible to avoid wasted effort and 
incorrect conclusions. In addition, request the contracting officer to confirm in writing that 
the apparent defective data was not disclosed to either the contracting officer or his/her 
representative, that neither the contracting officer nor his/her representative had actual 
knowledge of the data, and that the contracting officer relied on the inaccurate data. A 
copy of a pro forma memorandum to the contracting officer which should be tailored to 
each specific circumstance is available on DCAA’s Intranet and APPS as Format for In
forming the CO of Preliminary Postaward Audit Findings and Requesting CO Reaction. 
At the conclusion of the audit, auditors should provide the PCO (and the ACO if the find
ing is related to indirect rates) with the draft report exhibit(s) and explanatory notes on the 
audit position, along with copies of disputed documents and other significant audit evi
dence, to obtain his or her comments on the factual matters involved. Coordination does 
not require that the auditor provide a complete draft report to the PCO or obtain PCO ap
proval before report issuance. A copy of a pro forma memorandum to the Contracting 
Officer which should be tailored to each specific circumstance is available on DCAA’s 
Intranet and APPS as Format for Providing the CO with the Draft Report Exhibits and 
Explanatory Notes. The auditor will also provide a copy of any draft report information 
provided to the PCO to the onsite FLA (refer to the FLA Locator on the DCAA Intranet 
site). On subcontracts, the subcontract auditor should have the prime auditor contact the 
PCO to determine whether the PCO wants to review the draft subcontract findings. If the 
PCO wants to review the draft subcontract findings, the subcontract auditor will forward 
the draft findings to the PCO. If the PCO doesn't want to review the draft subcontract find
ings, the subcontract auditor will prepare the report and forward it to the prime auditor. 

b. Discuss pertinent factual matters with the contractor throughout and at the conclu
sion of the audit as suggested by 4-303.1 and 4-304.3. Draft copies of the report exhibits 
and explanatory notes, along with copies of disputed documents and other significant audit 
evidence should be provided to the contractor. However, do not give the contractor any 
Government documents, including Price Negotiation Memorandums (PNMs) or portions 
of PNMs, without permission from the cognizant PCO. Refer to and comply with 4-702.4 
if there is suspected fraud or unlawful activity. Generally, the contractor's responses to 
audit findings and the auditor's comments on those responses should be included in the 
audit report in order to minimize delays in resolution. The auditor should obtain the con-
tractor's responses to audit findings as they are developed or presented at the exit confer
ence and carefully consider the responses when calculating the final recommended price 
adjustment. If the contractor refuses to provide a response to the audit findings, the auditor 
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should request the assistance of the PCO. Normally, no more than 30 days (after the exit 
conference) should be allowed for receipt of contractor comments. 

c. If the PCO provides information which does not appear in the PNM or clarifies the 
PNM content regarding the certified cost or pricing data relied on, written confirmation 
should be obtained for purposes of working paper documentation. Copies of data and writ
ten confirmation should also be obtained when PCOs confirm receipt of certified cost or 
pricing data not otherwise documented in the PNM or the contractor's Certificate of Cur
rent Cost or Pricing Data. If PCOs are unwilling to provide written confirmation, the FAO 
should confirm its understanding of the PCO's orally provided information in writing, 
noting that the information will be relied on in the final audit position unless notified to 
the contrary in 10 days. The assistance of the FLA may also be sought if the circumstances 
(such as materiality, uncertainty of PCO data, and complexity) warrant it. 

14-123 Reporting Results of Audit (Postaward) 

a. An audit report is required for all (positive and negative) postaward audits. Prepare 
and distribute postaward audit reports using the guidance in 10-600. See 14-118 for a dis
cussion of the proper treatment of offsets. 

b. Each audit report with a recommended price adjustment must specifically list the 
five points for establishing defective pricing in the notes to the report exhibit and discuss 
how each point has been met (14-102b and the defective pricing standard audit program). 
Highlights to be addressed in discussing the points are outlined in 10-606.5c. 

c. Furnish copies to the responsible Plant Representative/ACO. Distribute additional 
copies as shown in 10-6S1. The working papers file will contain a summary describing 
audit work performed, the basis for the audit conclusion, and the rationale for any reduc
tion in the audit scope. (For example, if reporting negative findings after auditing only a 
bill of materials, the summary would explain why the auditor did not audit other cost ele
ments.) The summary will also reflect supervisory review and endorsement of the audit 
conclusion. 

14-124 Charging Interest When Defective Pricing is Found 

a. Section 952 of the 1987 Defense Authorization Act amended 10 U.S.C. 2306a to 
allow the Government to recover interest on overpayments to contractors resulting from 
defective certified cost or pricing data on DoD contracts or modifications dated after No
vember 7, 1985. In addition, these contracts are subject to a penalty payment equal to the 
overpayment if prior to price agreement the contractor knew the data was defective. FAR 
extended the interest provision to all Government agencies for contracts or modifications 
entered into on or after January 22, 1991. FAR extended the penalty provision to all Gov
ernment agencies for contracts or modifications entered into on or after December 5, 1994 
(FAR 15.407-1(b)(7). Reimbursements by the contractor for defective pricing must in
clude interest computed from the date of overpayment to the date of repayment. Interest 
rates are the same as the taxpayer underpayment rates which are prescribed by the Secre
tary of the Treasury under Section 6621 of the 1986 Internal Revenue Code (see 14-125 
below). 

b. Interest does not accrue until delivery payments are made for supplies and services 
accepted by the Government, or in the case of subcontracts, accepted by the prime con
tractor (see paragraph c.(1) below). Overpayments do not result from "contract financing 
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payments'' as defined at FAR 32.001. Interest does not apply to contract financing pay
ments which include advance payments, interim payments on cost-type contracts, and 
progress payments other than those made on fixed-price, architect-engineering contracts. 
Interest also does not apply when there is no overpayment, for example when costs are 
disallowed or not recognized under cost-type or flexibly priced prime contracts (see 14
119.4). 

c. To assist the contracting officer in carrying out the responsibility for collecting in
terest on overpayments resulting from defective pricing, applicable reports (see a. above) 
at the prime level will include the statement given at 10-606.5e as part of the "Results of 
Audit'' portion of the report. Subcontract audit reports will include the statement given at 
10-606.5f . If it is determined that interest is applicable (see a. above), the auditor should 
contact the contracting officer to determine if the contracting officer wants the details of 
the interest calculations included in the audit report. If so, an exhibit similar to Figure 14
1-1 will be added to the report. The exhibit should be prepared using the Excel spreadsheet 
(DPInter.xls) available on DCAA’s Intranet. In any case, offer to provide assistance to the 
contracting officer in calculating interest during negotiation of the price adjustment when 
a more accurate calculation can be done. In developing the information for the exhibit, use 
the following method for both prime and subcontract defective pricing findings. 

(1) Information developed for the exhibit will be based on the premise that interest 
on defective pricing begins to accrue whenever some part of delivery payment to a con
tractor under an FFP/FPI contract includes the defective-related amount (price). For cost 
type contracts, interest will be computed on any fee payments, made to the contractor, if 
the fee was overstated based on defective certified cost or pricing data. A public voucher 
payment of costs to a prime which includes prices or fees paid on a defectively priced 
subcontract is the triggering event for subcontract interest computation. Likewise, a pro
gress payment of costs to a prime which includes payments for deliveries on a defectively 
priced subcontract is the triggering event for subcontract interest computation. 

(2) Once the Excel spreadsheet, dpinter.xls, is downloaded from the DCAA In
tranet, the auditor need only input data on the Summary worksheet. The auditor is re
quired to input the contract price, recommended price adjustment, expected repayment 
date, and dates and amounts of each delivery payment. The model will automatically 
calculate the interest base (the defective portion of each delivery payment) and interest 
due. The spreadsheet also provides the details of the interest calculation associated with 
each delivery payment on a separate worksheet. The spreadsheet will compute interest 
for up to 15 delivery payments. If there are more than 15 delivery payments, the auditor 
should make additional copies of the spreadsheet, input the additional payments, and 
add the calculated interest together from all the summary spreadsheets to determine the 
total interest. If there is an unusually large number of payments, it is recommended that 
the payments be combined by month, quarter, or year, as appropriate. If the payments 
are combined, the auditor should establish a midpoint payment date, which is the date 
when 50 percent of the total value of the items delivered in each period is reached. The 
midpoint date and the total amount paid in each period are then input into the spread
sheet. Additional detailed instructions are included in the spreadsheet in the worksheet 
titled, "About This File.” 
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14-125 Interest Rates – Defective Pricing 

The Treasury rates in effect since July 1, 1985 are as follows: 

Year 
First 

Quarter 
Second 
Quarter 

Third 
Quarter 

Fourth 
Quarter 

1985 11% 11% 

1986 10% 10% 9% 9% 

1987 9% 9% 9% 10% 

1988 11% 10% 10% 11% 

1989 11% 12% 12% 11% 

1990 11% 11% 11% 11% 

1991 11% 10% 10% 10% 

1992 9% 8% 8% 7% 

1993 7% 7% 7% 7% 

1994 7% 7% 8% 9% 

1995 9% 10% 9% 9% 

1996 9% 8% 9% 9% 

1997 9% 9% 9% 9% 

1998 9% 8% 8% 8% 

1999 7% 8% 8% 8% 

2000 8% 9% 9% 9% 

2001 9% 8% 7% 7% 

2002 6% 6% 6% 6% 

2003 5% 5% 5% 4% 

2004 4% 5% 4% 5% 

2005 5% 6% 6% 7% 
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2006 7% 7% 8% 8% 

2007 8% 8% 8% 8% 

2008 7% 6% 5% 6% 

2009 5% 4% 4% 4% 

2010 4% 4% 4% 4% 

2011 3% 4% 4% 3% 

2012 3% 3% 3% 3% 

2013 3% 3% 3% 3% 

2014 3% 3% 3% 3% 

2015 3% 

14-126 Resolution of Audit Findings 

a. The auditor must continue to coordinate and communicate with the contracting 
officer after postaward audit reports are issued in order to enable the Government to 
achieve a timely and favorable resolution either by negotiation or litigation of the defec
tive pricing findings. During periodic discussions with the contracting officer, the audi
tor should always determine the status of open defective pricing issues. In addition, the 
auditor should continuously offer assistance such as commenting on data received by 
the contracting officer after the audit report was issued and offering to attend negotia
tion conferences. When assistance is requested by the contracting officer, it should be 
treated as a customer requested assignment. 

b. If the receipt of additional information or audit effort results in a revised audit 
position, issue a supplemental audit report (see 10-214) However, if the additional in
formation or audit effort does not result in a change to the audit position, write a memo
randum to the PCO describing the scope of additional audit effort and why there is no 
change in the audit position. 

c. If the contracting officer informally advises the auditor of a disagreement with the 
audit position, every effort should be made to resolve the differences before a final deter
mination is made. If the difference cannot be resolved, elevate the matter to management 
for resolution. In some cases it may also be necessary to obtain legal advice. 
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Figure 14-1-1 (Ref. 14-124)
 
Example of an Exhibit Used to Determine the Base and Simple Interest Computation
 
on a Firm-Fixed-Price Contract Action Required Under Section 952 of the FY 1987
 

Authorization Act and FAR 15.407-1(b)(7)
 

Payment 
Payment 
Date 

Total Value of 
Items Delivered 

Pro-Rata Base 
Allocation 
Factor 

Allocated 
Interest Base Interest 

(Note 1) (Note 2) (Note 3) 

1 10/16/95 $ 500,000 5.0% $ 25,000 $ 5,110 
2 11/20/95 1,000,000 5.0% 50,000 9,789 
3 12/22/95 900,000 5.0% 45,000 8,455 
4 1/23/96 700,000 5.0% 35,000 6,300 
5 2/13/96 1,400,000 5.0% 70,000 12,238 
6 3/8/96 500,000 5.0% 25,000 4,224 

Total $5,000,000 $250,000 $46,116 
(Note 4) (Note 5) 

Explanatory Notes: 

1. Payment Date 

This date represents the actual date of payment to the contractor. (Note: If payments have been com
bined, the note should state that this is the period midpoint date which represents the date on which 
50 percent of the total value of items delivered in each period is reached.) 

2. Pro-Rata Base Allocation Factor
 

Computation of the Pro-Rata Base Allocation Factor is as follows:
 

Total Contract Price (A) $5,000,000 

Recommended Price Adjustment (B) $250,000 

Pro-Rata Base Allocation Factor (B/A) 5% 

3. Allocated Interest Base 

Simple interest shall be applied to the allocated interest base for each payment date at the applicable 
rates prescribed by the Secretary of the Treasury under Section 6621 of the Internal Revenue Code of 
1986. Treasury rates are issued quarterly, and for convenience of computation, the quarterly interest 
periods may be combined if the interest rate does not change. 

4. Total Value of Items Delivered 

Total dollar amount will differ from contract price if performance has not been completed. (Note: for 
cost-type actions, the value of this column will relate to the total amount of defective fee and/or the 
amount of the subcontract defect.) 
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5. Simple Interest Calculation 

The repayment date in this example is February 1, 1998; simple interest on each payment is comput
ed up to (but not including) the repayment date. However, if the contractor and contracting officer 
have not agreed on a repayment date, the contracting officer may also request that the auditor recom
pute the interest once a repayment date has been established. 
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14-200 Section 2 --- Audit of Progress Payments 

14-201 Introduction 

a. Interim contract financing is available on certain fixed price contracts during the 
predelivery period as a percentage of allowable costs adjusted as discussed in this section. 
Financing is interest-free, but the amount is subject to limitations specified in the contract. 

b. Interim financing helps stabilize the contractor's cash flow and reduces the need for 
outside financing. The reduced financial burden increases the number of qualified bidders 
and can result in a better price to the Government. 

c. The risk to the Government of interim financing is the time value of money if the 
contractor is provided premature payments or is overpaid. The Government is also at risk 
if the contractor does not deliver or delivers goods and services that do not meet contrac
tual specifications. The DCAA/CAO evaluation process must monitor and limit these 
risks. 

d. This section provides guidance for performing audits of contractor progress payment 
requests based on cost. The DCAA Intranet and the APPS include a standard audit pro
gram for performing these audits (entitled APPAYCOS). Since progress payment requests 
based on percentage of completion are infrequently encountered, they are not addressed in 
this section. However, the DCAA Intranet and the APPS include APPAYPCT, a standard 
audit program for auditing these requests. 

14-202 FAR/DFARS Provisions 

14-202.1 Customary or Unusual 

a. Progress payments are considered customary (see FAR 32.5/DFARS 232.5) when 
the contract includes the progress payment clause (FAR 52.232-16) establishing the uni
form rate for calculating progress payments. 

b Any other progress payments are considered unusual, and may be used only in ex
ceptional cases when authorized in accordance with FAR 32.501-2/DFARS 232.501-2. 

c. The uniform rates for customary progress payments for foreign military sales, small 
businesses, or small disadvantaged businesses are shown in DFARS 232.501-1. The rates for 
large business are based on the contract award date and are listed below. 

Contract Award Date Uniform Rate 
Prior to May 1, 1985 90% 
May 1, 1985 through October 17, 1986 

80% 
October 19, 1986 through September 30, 1988 

75% 
October 1, 1988 through June 30, 1991 

80% 
July 1, 1991 through November 10, 1993 

85% 
On or after November 11, 1993 

75% 
On or after October 1, 2001 80% 
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d. The contractor can request progress payments as work progresses, but not more fre
quently than monthly. The amount of each progress payment is computed by (i) applying 
the rate stipulated in the progress payment clause of the contract (DFARS 252.232-7004) 
to the cumulative total allowable costs under the contract as shown in the contractor's 
books and records (see 14-202.4); (ii) plus financing payments to subcontractors or other 
divisions of the contractor's corporate office (see 14-205h); (iii) less the sum of all previ
ous progress payments. The contracting officer is responsible for approving progress 
payment requests. 

e. The contractor is responsible for maintaining reliable accounting and billing systems 
with adequate internal controls for the proper administration of progress payments. If the 
systems or controls are deemed inadequate, the auditor should recommend that the con
tracting officer suspend progress payments (or suspend the portion of progress payments 
associated with the unacceptable portion of the contractor's systems) until the necessary 
corrections have been made. 

f. As contract items are delivered and accepted, progress payment amounts are recov
ered (liquidated) by reducing payments to the contractor for completed contract items. The 
liquidated amount is computed by applying the liquidation rate in the progress payment 
clause to the contract price of items delivered and accepted (FAR 32.503-8 and 32.503-9). 

(1) At the beginning of a contract, the liquidation rate is generally the same as the 
progress payment rate. 

(2) As the contract progresses, the contracting officer may adjust the liquidation 
rate (FAR 32.503-9) to permit the contractor to retain the earned profit element of the 
contract price for completed items in the liquidation process. 

14-202.2 Approval of Progress Payment Requests 

The ACO will normally approve progress payment requests as a matter of course, if 
recent audit experience (within the last 12 months) shows that the contractor is: 

(1) reliable, competent, and capable of satisfactory performance; 
(2) possesses adequate accounting and billing system controls; and 
(3) in sound financial condition. 

As long as these favorable conditions exist, the ACO will sample progress payment 
requests for audit. If the contractor has poor or inadequate accounting and billing system 
controls, or there is reason to believe that the contract will involve a loss, the ACO may 
ask for more frequent audits of the contractor's progress payment requests (FAR 32.503
4). Acknowledge these requests in accordance with 4-104. 

14-202.3 Contract Price and Rate Limitations 

a. Contract price is a significant factor for determining the limitations on progress 
payments (FAR 32.501-3). The contract price for progress payment purposes is as fol
lows: 

(1) Firm fixed price contracts --- the current amount fixed by the contract plus the 
not-to-exceed amount for any unpriced modifications. 

(2) Redeterminable or Economic Price Adjustment contracts --- the initial contract 
price until modified. 

(3) Fixed Price Incentive --- target price plus the not-to-exceed amount unpriced 
modifications. However, if the contractor’s properly incurred costs exceed the target price, 
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the contracting officer may provisionally increase the price up to the ceiling or maximum 
price. 

b. Contract price includes the total amount to be paid for complete performance of the 
contract, to include the not-to-exceed amounts on unpriced modifications. For progress 
payments, the contract price should exclude any part of the contract where costs are being 
reimbursed by other means (e.g., cost reimbursable line items). In addition, the contracting 
officer shall not make progress payments or increase the contract price beyond the funds 
obligated under the contract, as amended. 

c. Multiple Order Contracts. Generally, progress payments made under multiple order 
contracts should be administered under each individual order as if the order constituted a 
separate contract. However, if the contractor requests it and the contracting officer ap
proves, the administration of progress payments may be based on the overall contract or 
agreement. Under this method, the contractor shall include a supporting schedule to identi
fy the costs applicable to each order [FAR 32.503-5(c)]. 

d. Unpriced Contract Actions. The contracting officer may include unpriced contract 
actions as part of the contract price for purposes of computing progress payments (FAR 
32.501-3). The amount for unpriced contract actions must not exceed the funds obligated 
for the unpriced contract action or the estimated or target prices. 

e. Undefinitized Contract Actions. Effective August 24, 1987, the progress payment 
rate applicable to the work accomplished on undefinitized contract actions is limited to 80 
percent. A higher rate is not authorized under unusual or flexible progress payments for 
undefinitized actions [see FAR 32.501-1(d)]. 

(1) Additional Limits. In an effort to encourage definitization of contract actions 
and to protect the Government's interests, DFARS 217.7400 limits DoD expenditures on 
undefinitized contract actions to 50 percent of the not-to-exceed price without a qualifying 
proposal and 75 percent of the not-to-exceed price without a definitized contract. This 
limitation will be applied prior to the 80 percent limitation covered by FAR 32.501-1(d), 
or any other limitation of payment that may be imposed by the contract. 

(2) Exceptions. For DoD contracts, DFARS 217.7402 exempts undefinitized ac
tions from these limits if they represent purchases at or below the simplified acquisition 
threshold, or purchases involving special access programs, foreign military sales, or con
gressionally mandated long-lead procurement contracts. DFARS 217.7404-5 exempts 
purchases of initial spares. 

(3) Price Ceiling Clause. This clause (DFARS 252.217-7027) establishes a not to 
exceed ceiling amount which the undefinitized contract action (UCA) cannot exceed upon 
definitization. 

(4) Limitation of Government Liability Clause. This clause (FAR 52.216-24) estab
lishes a ceiling over which the contractor is not authorized to expend or incur obligations. 
Generally the dollar value in this clause is a percentage of the price ceiling which was 
established in the Price Ceiling Clause. DFARS 216.603-4 requires this clause be included 
in all UCAs. Together the Limitation of Government Liability Clause and the Price Ceil
ing Clause establishes the dollar value of the limitation and limits the amount the contrac
tor can bill on progress payments. If the clauses are in conflict with the DFARS, the con
tract provisions would take precedence, but the contracting officer should be notified. If a 
progress payment request includes both definitized and undefinitized work, the cost must 
be broken out separately. Computations of the limitation of payments must be made for 
each. 
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14-202.4 Costs to be included in Progress Payment Requests 

The following costs may be included in progress payment requests, under the condi
tions noted: 

a. Incurred Costs. Total costs incurred under the contract whether or not actually paid, 
plus financing payments to subcontractors. 

b. Financing and Other Payments. The amount of financing and other payments for 
costs of supplies and services purchased by the contractor directly for the contract 
may be included only if the costs: 

(1) are paid in accordance with the terms and conditions of the subcontract or in
voice and 

(2) ordinarily will be paid within 30 days of the contractor’s payment request to the 
Government. 

c. Direct Material. Title to materials, as defined in the progress payment clause, is 
vested in the Government when the material is properly chargeable to the contract. Ac
cordingly, business concerns must have clear title before charging materials to the con
tract. 

d. Accrued costs of contractor contributions under employee pension, profit sharing, 
stock ownership plans, and other post-retirement benefit (PRB) plans shall be excluded 
until actually paid, unless: 

(1) the contractor's practice is to contribute to the plans quarterly or more frequently 
and 

(2) the contribution does not remain unpaid 30 days after the end of the applicable 
quarter (any contributions remaining unpaid shall be excluded from the contractor's total 
costs for progress payments until paid). 

e. Cost of money that would be allowable under FAR 31.205-10 shall be deemed an 
incurred cost for progress payment purposes. 

f. Total costs for progress payment purposes shall not include any costs that are not rea
sonable, allocable to this contract, and consistent with sound and generally accepted account
ing principles in accordance with FAR 52.232-16(a)(4)(i). 

14-203 Audit Responsibility - Progress Payments 

a. The purpose of the request for progress payment audit from the administrative con
tracting officer is to: 

(1) verify the amounts included on the progress payment invoice (SF 1443) to the 
contractor's accounting books and records, and 

(2) evaluate the propriety of the progress payment request in accordance with the 
provisions of the contract. 

b. Audits will usually be made upon the request of the contracting officer; however, 
auditors should coordinate with the contracting officer to initiate an audit whenever they 
have a valid reason to believe that one is necessary to protect the interest of the 
Government. Examples of conditions requiring coordination are: 

(1) unsatisfactory financial conditions, 
(2) weak or inadequate accounting and/or billing system controls, 
(3) evidence of inadequate cost representations, or 
(4) indications of contract losses (FAR 32.503-6(g)). 
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To ensure adequate audit coverage, it is important to identify contractors and contracts, 
early in the audit planning process, where these conditions exist or where there is a high 
risk they will develop. 

c The assessment of the contractor's accounting and billing system internal controls 
will determine areas of risk to be pursued during progress payment audits and the frequen
cy of these audits. This assessment should be coordinated at least annually with the ACO 
and documented in the permanent file. 

14-204 Audit Scope - Progress Payments 

a. The scope of a progress payment audit depends on our experience with the contrac
tor's operations; the reliance that can be placed on the contractor's accounting and billing 
systems internal controls, cost representations, estimate to complete the contract, and 
whether current billing rates have been established. 

b. At major contractors, accounting and billing system audits are performed on a cycli
cal basis and serve as the basis for determining the extent of testing needed on each indi
vidual progress payment request. The auditor should review the results of the accounting 
and billing systems audits and other related permanent file data to determine the risk asso
ciated with the systems and adjust the scope of audit accordingly. At nonmajor contrac
tors, the preaward accounting system audit and the annual updates provide the basis for 
determining the scope of audit needed on each request. The auditor should review the ac
counting system audits internal control questionnaire and other related permanent file data, 
including prior financial condition risk assessments or financial capability audits, to de
termine the scope of audit needed. As with any audit, the audit scope should also consider 
any specific concerns raised by the contracting officer, including risk relating to the con
tractor’s financial condition (see 14-301). 

c. In those cases where the auditor can rely on the contractor's systems and cost repre
sentations, and the contractor is in sound financial condition; then the risk would be con
sidered low. The auditor may limit the audit to verification of billed amounts to amounts 
recorded on the contractor's accounting books and records, an evaluation of the contrac
tor's compliance with contract provisions, and periodic verification of the contractor's es
timated additional costs to complete. Often, an evaluation of the contractor's procedures 
for reconciling billing system data and records to the cost accounting records and a test of 
selected reconciliations will satisfy the verification objectives for claimed allowable costs. 

d. In those cases where the contractor's accounting and billing system internal controls 
are inadequate or the contractor’s financial condition is unstable, expanded testing of the 
progress payment request is often needed. However, our emphasis should be on the system 
rather than on each progress payment request. At those contractors with outstanding defi
ciencies, the auditor should recommend actions to the ACO to encourage the contractor to 
correct the deficiencies (e.g., suspension of costs, disapproval of system). When the con
tractor corrects the deficiency or changes the accounting or billing systems, the auditor 
should give a high priority to the audit of the system change as a basis for placing reliance 
on the system. The next section (14-205) discusses special areas for consideration when 
planning an audit of a progress payment request. 
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14-205 Areas for Audit Consideration 

During a progress payment audit, the auditor should, at a minimum, verify amounts on 
the contractor's certified SF 1443 to the contractor's accounting books and records. Often, an 
evaluation of the contractor's procedures for reconciling billing system data to the accounting 
records and a test of selected reconciliations will satisfy the verification objectives for 
claimed allowable costs. Based on assessed audit risk and prior audit experience, the auditor 
should consider other issues such as indications of financial distress (untimely payments to 
subcontractors and/or vendor demands for cash-on-delivery), ETC/EAC amounts, the loss 
ratio, fair value of undelivered work, and computation of liquidation amounts, as well as 
issues identified by the ACO or other team members. The following paragraphs address the 
key amounts on the SF 1443 and related considerations. A copy of the SF 1443 is available 
online at the General Services Administration (GSA) Forms Library web site at 
http://www.gsa.gov/portal/forms/type/SF. 

a. Contract Price (Item 5) should be verified to the most current contract modification 
to include the not-to-exceed amounts for any unpriced modifications per FAR 32.501-3 
(see 14-202.3). This amount is important because it is used to establish the limitation of 
payments on future deliveries (Item 21.b) and to compute any applicable loss ratio. The 
auditor should determine if any part of the contract is being financed by other means (re
imbursement on public vouchers or direct payment by the Government) and verify that 
these amounts are excluded. For example, award fees, incentive fees and value engineer
ing change proposals (VECPs) are normally billed on separate invoices or public vouch
ers. These amounts should not be included in the contract price for progress payment pur
poses. 

b. If the liquidation rate (Item 6.b) is less than the progress payment rate (Item 6.a), the 
auditor should coordinate with the ACO and determine the estimated profit used to estab
lish the alternate liquidation rate. The auditor should verify that the current profit being 
realized on the contract (contract price less current EAC) is at least equal to or exceeds 
estimated profit used to establish the alternate liquidation rate. Otherwise, the contractor 
may retain excess profit on delivered and accepted contract items. The auditor in this case 
should recommend to the ACO that the alternate liquidation rate be changed to reflect the 
current profit estimate. 

c. Cost Eligible Under Progress Payment Clause (Item 11). This item includes total 
incurred costs, less advance payments, down payments, deposits, or progress payments, 
performance-based payments and commercial financing payments made to subcontractors, 
suppliers, or others. The auditor should also verify that any subcontract costs included 
here are for items delivered and accepted, which resulted in the liquidation of subcontrac
tor progress payments, performance–based payments and/or commercial financing pay
ments at the date of the SF 1443. The auditor should verify that: 

(1) All direct costs billed reconcile to the contractor's accounting books and rec
ords, as appropriate for the reliance that is placed on the contractor's systems and controls. 
The auditor should use the contractor's reconciliations to the extent possible to accomplish 
these verifications. Also, direct material costs should be evaluated to ensure that the Gov
ernment has clear title in accordance with FAR 52.232-16. 

(2) Indirect costs are based on approved billing rates or available forward pricing 
rates, or consider the need to audit the billing rates in conjunction with the progress pay
ment audit. 
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(3) Obligations such as pension, profit sharing, and employee stock ownership plan 
contributions are paid within 30 days after the close of the quarter to which costs are as
signable. 

(4) Purchased material and service costs are paid in accordance with the terms and 
conditions of a subcontract or invoice and ordinarily paid within 30 days of the contrac
tor’s payment request to the Government. 

d. Total Costs Incurred to Date (Item 12.a). This item includes all prime contractor 
incurred costs plus unliquidated subcontractor progress payments, performance-based 
payments and commercial financing payments (amounts paid and payable) listed on Items 
14.c and 14.d. The auditor should verify any additional incurred costs on Item 12.a that 
were not identified on Item 11 to the contractor's accounting books and records. 

e. Estimated Additional Cost to Complete (Item 12.b). Instructions on the SF 1443 
require the contractor to make technical and financial estimates to complete (ETC) every 
six months. The auditor should verify contractor compliance with this requirement and 
determine that the ETC is supported with current, accurate, and complete information. If 
the ETC is understated, overpayment of progress payments can occur. An accurate ETC 
can help identify cost overrun areas which may be corrected and prevent possible default 
on the contract. 

(1) Some contractors develop ETCs by preparing an estimate at completion (EAC) 
and subtracting the total costs incurred to date. EACs are best developed through rigorous 
methodologies such as those required under management control systems that comply 
with the Earned Value Management System (EVMS) guidelines specified in DoDI 5000.2 
(see 11-200). 

(a) The auditor should contact the Government contract administration office 
and program office officials to determine if they are aware of any cost or schedule prob
lems that affect the EAC. 

(b) The EAC should be reconciled with other required reports such as quarterly 
limitation on payments statements (11-100) and Contract Performance Reports (CPRs) 
(previously Cost Performance Reports) or Cost/Schedule Status Reports (C/SSR) (see 11
203.4d(2)). 

(c) Subcontractor costs included in the ETC should be limited to those amounts 
the prime contractor will be required to pay. This amount is the difference between the 
amounts that are, or are estimated to be, legal obligations to pay and the amounts already 
included in Item 12.a. However, assist audits may be necessary to establish the validity of 
the ETC submitted by the subcontractor to the prime contractor (see 14-205i). 

(d) The auditor should compare the ratio of the EAC to the contract price (indi
cated profit rate) with the ratio of the costs of items delivered to the contract price of those 
items (experienced profit rate). These ratios should be similar. The auditor should also 
compare the indicated profit rate with the negotiated profit rate to reveal any variance 
from initial estimates. Any significant variance should be coordinated with the ACO. See 
14-205c. 

(2) The contractor's ETC/EAC should be evaluated for reasonableness using the 
following methodology. 

(a) When CPR or C/SSR data are available, the auditor can evaluate this data to 
identify forecasted or actual overruns and determine if this information is consistently 
reflected in the EAC. Such relationships are described in the APPAYCOS audit program. 
Discrepancies between CPR and C/SSR data and the EAC should be discussed with the 
program office and the contractor. 
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(b) The auditor should compare the contractor's EAC's for contract billing pur
poses with those used for financial reporting purposes. Contractors sometimes report dif
ferent EACs because of different risk assumptions and profit expectations. The contractor 
should be able to reconcile any material differences. The auditor should also consider 
comparing the EAC with other financial and management reports which may be available 
and show total estimated costs to complete the contract. 

(c) The auditor should evaluate the contractor's detailed ETC/EAC using the 
guidance in 9-300 and ensure that the contractor used appropriate rates and factors and 
was consistent in its estimating practices. 

(d) Government technical evaluations and/or assist audits should be requested if 
considered necessary. When the technical review is based on an estimate of the physical 
completion of the contract, there must be close coordination on the timing of the estimate 
or the auditor will have problems using the technical results to determine an estimate to 
complete. The estimate of the physical completion of the contract by the technical special
ist needs to be for the same period covered by the progress payment request. The auditor 
should coordinate with the technical specialist and evaluate the adequacy of the specialists 
work (see Appendix D). 

f. The Loss Ratio Adjustment discussed in FAR 32.503-6(g) is intended to protect the 
Government's interest when a contract is in a loss condition, that is, when the total costs 
incurred to date and the ETC (Items 12.a and 12.b) exceed the contract price (Item 5). 

(1) Using the Loss Ratio Factor, (Contract Price divided by Total Estimated Con
tract Costs), the auditor should recommend that the ACO adjust the amount on Item 11 --
Total Costs Eligible for Progress Payment to exclude the elements of loss from considera
tion for the instant and future progress payments. 

(2) When appropriate, the auditor should coordinate with the ACO to apply a loss 
ratio and document the ETC/EAC supporting the decision. If the loss ratio is not applied 
timely, the Government will pay the contractor more than it should before delivery. This 
does not reduce the amount the Government will ultimately pay the contractor, but it will 
reduce the amount of interim financing at risk. 

(3) Since the ACO is required to verify and apply the loss ratio factor, the auditor 
should advise the contractor to submit future invoices (SF 1443's) without adjusting their 
figures for the loss. However, the contractor may attach the loss ratio computation as a 
separate schedule. 

g. Subcontractor Claims. When subcontractors are entitled to progress payments, per
formance-based payments or commercial financing payments under FAR 32.504, the 
higher-tier contractor is responsible for: 

 verifying subcontractor progress payment, performance-based payment and commer
cial financing claims and liquidations; 

 approving billings for current payments; and 
 ensuring that progress payments, performance-based payments, and commercial fi

nancing payments to subcontractors conform to the standards and principles pre
scribed in paragraph (j) of the progress payments clause (see FAR 52.232-16). The 
auditor should review the prime (higher-tier) contractor's audit and verification pro
cedures to ensure the Government's interest is protected. If the contractor's analyses 
of subcontract progress payment, performance-based payment, and commercial fi
nancing payment requests are considered inadequate, and these costs cannot be eval
uated by other techniques (other current or historical data), the auditor, after coordi-
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nation with the contracting officer, should determine whether an assist audit is re
quired. 
(1) Progress Payments Paid to Subcontractors (Item 14a). FAR allows prime con

tractors that receive progress payments to be reimbursed for performance-based payments 
and commercial financing payments paid to their subcontractors. Accordingly, items 14a 
through 14e on SF 1443 should include the appropriate amounts for progress payments, 
performance-based payments, and commercial financing payments paid to subcontractors. 
The auditor should verify that: 

(a) a formal written subcontract exists and that it includes either (i) progress 
payment terms similar to FAR 52.232-16 and the customary rate used by the Government 
contracting agency, (ii) performance-based payments that meet the criteria in 
FAR 32.1003, or (iii) commercial financing payments that meet the criteria in 
FAR 32.202-1; 

(b) any unpaid subcontractor progress payments, performance-based payments, 
and/or commercial financing payments included in the prime contractor’s progress pay
ment are paid in accordance with the terms and conditions of the subcontract or invoice 
and ordinarily paid within 30 days of the prime contractor’s payment request to the Gov
ernment; 

(c) when subcontractor payment(s) are in the form of progress payments, the 
subcontractor(s) have submitted proper progress payment requests in a similar SF 1443 
format; 

(d) the claimed amounts are not advance payments; and 
(e) title to subcontractor property will be vested to the Government. 

(2) Subcontract liquidations (Item 14b) is the total progress payments, perfor
mance-based payments, and commercial financing payments liquidated from subcontrac
tors that were made for subcontract items received, accepted, and invoiced to date. 

(a) The auditor should review the higher-tier contractor's records to determine 
the number of subcontract items actually received, accepted, and invoiced from subcon
tractor(s). The auditor should verify: 

(i) the price per unit and the applicable liquidation rate or amount to the sub
contract terms, and 

(ii) that the amount claimed was computed based on the subcontract unit 
price and proper liquidation rate or amount to the units received from the subcontractor. 

(b) The amount of liquidated subcontractor progress payments, performance-
based payments, and commercial financing payments should be included in the incurred 
costs eligible under progress payment clause, Item 11. 

(3) Subcontract Progress Billings Approved for Current Payments (Item 14.d) rep
resents the subcontractor progress payment, performance-based, and commercial financing 
requests that have been approved but not paid. The auditor should verify the amount re
quested to the subcontractor(s) progress payment, performance-based payment, and com
mercial financing payment request(s) and confirm that the contractor normally pays sub
contractors in accordance with the terms and conditions of the subcontract or invoice and 
ordinarily makes payment within 30 days of the prime contractor’s payment request to the 
Government. 

(4) The amounts claimed for subcontractor progress payments, performance-based 
payments and commercial financing payments on Item 14.e are limited to the unliquidated 
progress payments, performance-based payments and commercial financing payments, 
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plus, approved but unpaid subcontractor requests for progress payments, performance-
based payments and commercial financing payments on Item 14.d. 

(5) Progress payments made to subcontractors in loss positions should have been 
reduced by application of a loss-ratio factor (FAR 32.503-6(g)). 

(6) The prime contract auditor should determine if the subcontract pricing action 
has had reported defective pricing. If this is the case, the auditor should determine that 
progress payments do not include liquidation of the defective subcontract costs. 

h. Total Amount of Previous Progress Payments Requested (Item 18) should be veri
fied to the contractor's accounts receivable records. Contractors should have adequate 
billing system internal control policies and procedures for monitoring and reconciling 
progress payment requests with progress payment receipts and liquidations on Govern
ment billings (refer to 14-205.i(3)). The auditor should coordinate Item 18 with the ACO's 
payment records and reconcile any differences. (While the item title refers to amounts 
requested, Item 18 generally represents the previous amounts paid.) 

i. The computations of limits for outstanding progress payments (Section III) are de
signed to minimize the Government's risk of overpayment by integrating paragraph (a)(5) 
of the Progress Payment clause in FAR 52.232-16 to restrict the amount of unliquidated 
progress payments on Item 24. This limitation is determined by comparing the costs of 
undelivered items to the price of those undelivered items as discussed below. 

(1) Items 20.a through 20.e are intended to determine the amount of progress pay
ments made on undelivered items and delivered items not invoiced and accepted, includ
ing allowable unliquidated progress payments to subcontractors. The key to this computa
tion is Item 20.a --- Cost Included in Item 11 Applicable to Items Delivered, Accepted, 
and Invoiced. The auditor should verify the items delivered and their cost to the contrac
tor's books and records (see 14-205.e). 

(2) If the contract is in a loss condition, i.e., Items 12.a plus 12.b exceed the con
tract price in Item 5, the amount on Item 20.a should be limited to the contract price of 
delivered items (Item 21.a). The calculation for Item 20.b should use the adjusted costs 
resulting from the application of the Loss Ratio Factor (see 14-205.h). 

(3) Items 21.a through 21.e are intended to determine the contract price of items 
NOT delivered, accepted, and invoiced. The key to this computation is Item 21.a --- Con
tract Price of Items Delivered, Accepted and Invoiced at the date of this SF 1443. The 
auditor should verify the number of contract items delivered and related contract unit pric
es on DD Forms 250 or similar contractor invoices to the contractor's accounting books, 
records, schedules of contract receivables and the contract terms (for contract unit prices). 
A reasonableness check between delivered items and incurred costs could highlight possi
ble cost overruns that could impact future deliveries. 

(a) Contractors should maintain contra accounts or receivables schedules to 
reflect the amount of progress payments requested (Item 18) and received (Item 23) as 
compared to contract price for delivered and invoiced items (Item 21.a). The difference 
between the contract price and the progress payment amounts would represent the receiv
able when the invoice is issued on delivered items. 

(b) If the contractor does not maintain records containing the needed infor
mation, the auditor should advise the ACO/PCO of this deficiency and disclose the defi
ciency in the progress payment request audit report and a separate flash billing system 
deficiency audit report. 
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j. Total Amount Liquidated and to be Liquidated (Item 23) is the cumulative amount of 
previous progress payments liquidated and those to be liquidated from billings submitted 
but yet paid by the cutoff date of this SF 1443. 

(1) The auditor should verify the amount on Item 23 to the contractor's books and 
records [see 14-205i(3)(a) and (b)] as previously discussed with Item 21a through 21e. 

(2) A common error in completing Item 23 is to multiply the contract price of de
livered and accepted units (Item 21.a) by the liquidation rate (Item 6.b). This calculation 
does not consider changes in the liquidation rate or other adjustments over the life of the 
contract. The amount on Item 23 must be verified to the contractor's books and records, 
otherwise the amount of unliquidated progress payments on Item 24 could be overstated. 

k. The Fair Value of Undelivered Work must equal or exceed the amount of unliqui
dated progress payments (FAR 32.503-6(f)). The contracting officer must adjust progress 
payments when necessary to assure that progress payments are commensurate with the fair 
value of work accomplished on the contract. 

(1) The fair value of undelivered work (lesser of item 20e or 21e) must equal or 
exceed unliquidated progress payments (Item 24). The auditor should add back the amount 
of the instant progress payment invoice (Item 26) to make sure that the current payment 
will not cause a failure. 

(2) When the fair value of undelivered work is less than unliquidated progress 
payments, the contract is either in a loss position or has a liquidation problem and the 
progress payment must be adjusted to minimize the Government’s risk. On loss con
tracts, the application of a loss ratio (14-205h) constitutes the required adjustment to 
minimize the Government’s risk. (FAR 32.503-6(f)). When the contract is in a loss posi
tion, the auditor should coordinate with the contracting officer to adjust the instant and 
future progress payments to minimize the Government's risk. 

14-206 Reports 

a. The audit report should be prepared in accordance with 10-1200 and addressed to the 
contracting officer who requested the audit. If the audit was initiated by the auditor, the re
port should be addressed to the Government representative responsible for audit of the con-
tractor's requests for progress payments. In all cases when he or she is not the addressee, the 
ACO should be furnished a copy of the report. The content of the report will state the 
amount of progress payment that is recommended for acceptance and provide clear explana
tions for amounts not recommended for acceptance, including any qualifications required for 
such items as required technical analysis was not received or access to records problems. 

b. When the audit discloses materially adverse findings, such as the contractor's finan
cial deterioration, allocation of inventory to the contract substantially exceeding reasona
ble requirements, or delinquency in payment of contract costs, these matters will be ex
plained in detail particularly as they relate to the Government's financial risk. To ensure 
that all available facts have been considered in the conclusions, the auditor should contact 
the ACO, discuss the findings, and invite the ACO to participate in the exit conference 
with the contractor (see 4-300). 

c. The contractor is responsible for maintaining reliable accounting and billing systems 
for the proper recording and segregation of costs. If the audit discloses significant defi
ciencies in the systems and the contractor has not taken reasonable corrective action, the 
auditor should recommend that the contracting officer suspend progress payments for 
costs, including appropriate burden, associated with the unacceptable portion of the con-
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tractor's system until the necessary changes are made and verified. These inadequacies 
should be described in the audit report on the progress payment request and separate re
ports on accounting and billing system deficiencies. 

d. When a progress payment has most likely already been paid, and we find the con
tractor has experienced a lower profit rate than the rate anticipated at the time the liquida
tion rate was established, we should recommend an immediate increase in the liquidation 
rate with appropriate adjustment being made to billings for delivered items [FAR 32.503
9(b)(1)]. Expediency may call for the reduction to be made on the next progress payment 
request unless the contractor makes an immediate refund for his prior billings on delivered 
items (see 14-205b). 

14-207 Interest – Progress Payments 

While FAR 32.608-1 provides for interest charges, interest on progress payments 
overpayments do not begin to run until there is a demand for repayment of the excess pro
gress payments. Further, if the overpayment is repaid within thirty days after the demand 
is issued, interest is not assessed. However, the auditor should be alert to the significance 
of interest and, as appropriate, coordinate with the contracting officer to request a volun
tary refund from the contractor for interest on overpayments or premature progress pay
ments. 
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14-300 Section 3 --- Assessing A Contractor’s Financial Capability 

14-301 Introduction 

a. Financial capability audits are performed to determine if a contractor is financially 
capable of performing on Government contracts as required by FAR 9.104-1(a) and 
DFARS 232.072. Contractor financial difficulties may disrupt production schedules, 
cause inefficient use of resources, and result in contract nonperformance. These condi
tions may also result in monetary loss to the Government on guaranteed loans and pro
gress payments. 

b. Financial capability audits are performed by DCAA when requested by the contracting 
officer due to unique circumstances requiring DCAA audit assistance (see 14-302). Occa
sionally, DFAS will request financial capability audits on contractors requesting installment 
agreements on debts owed to the U.S. Government (see 14-307). In all audit situations, audi
tors should be alert to conditions which may indicate unfavorable or adverse financial condi
tions or other circumstances which could impede a contractor’s ability to perform on Gov
ernment contracts (see 2-302.1h). 

c. Early detection of contractors in financial distress allows maximum flexibility for 
the Government to: 

(1) avoid loss of critical products or services; 
(2) increase or decrease interim financing; 
(3) protect Government property and inventory with subordination agreement and 

prompt removal of completed items; 
(4) increase or decrease volume of workload to the contractor; 
(5) alert the contractor of Government concerns so extraordinary actions can be 

taken early; 
(6) develop alternative sources; and 
(7) avoid financial loss. 

d. Early detection of contractors in financial distress allows maximum financial flex
ibility for the contractor to consider extraordinary management actions such as: 

(1) liquidating assets by reducing excess plant and equipment; 
(2) borrowing money, expanding lines of credit or restructuring debt; 
(3) reducing or delaying capital expenditures; 
(4) increasing ownership equity; 
(5) eliminating unprofitable product lines; 
(6) eliminating or subleasing of equipment and idle space; and 
(7) reducing and reorganizing the workforce. 

e. The request for a financial capability audit places emphasis on evaluating the con-
tractor's current financial condition and trends, near-term cash flows, and ability to obtain 
funds outside the normal course of operations. While the evaluation of historical financial 
data during the financial condition risk assessment can indicate unfavorable or adverse 
financial conditions, the audit focus is on the contractor's ability to maintain future cash 
flows to sustain performance on Government contracts. 

f. In considering contractor financial capability, the auditor will encounter several 
terms (including terms with specific legal meaning) that are commonly used by finan
cial analysts. Some of these terms, which will be used throughout this section, are listed 
below. 
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(1) Bankruptcy. A legal recognition of the state of insolvency, initiated for the 
benefit of creditors with unpaid and unsecured debts. Voluntary bankruptcy involves an 
assignment of assets by the debtor for the benefit of the creditors, while involuntary 
bankruptcy is initiated by an unsecured creditor. 

(2) Business Failure. An entity's inability to succeed in selling its products or 
services, meet its obligations, and/or earn a satisfactory rate of return. A business failure 
may not lead to bankruptcy because the owners may choose to terminate or sell the 
business. 

(3) Cash Management Plan. A corporation’s procedures for monitoring, analyz
ing, and managing its business’ cash flows. 

(4) Cash Sweep. The automatic transfer of cash into a centralized bank account 
by the entities of multi-segmented corporations to assist the parent company in the man
agement of the cash needs of the entire corporation. 

(5) Default. The failure to do something required by duty or law. The term is 
normally used in context of the failure to meet the conditions of a contract. 

(6) Financial Capability. The prospective financial status of a contractor based on 
historical and forecasted financial data of the contractor. 

(7) Financial Condition. The current financial status of a contractor based on his
torical financial data of the contractor. 

(8) Financial Distress. A condition of being under financial pressure (caused by 
difficulty in meeting ongoing cash obligations) which may require extraordinary man
agement actions to obtain additional funds outside the course of ordinary operations. 
“Extraordinary management actions” include the ability to borrow from a variety of 
sources, to raise equity capital, to sell and redeploy assets, and to adjust the level and 
the direction of operations in order to meet changing circumstances. Financial distress 
can be brought on by circumstances such as reduced cash flows from operations, cus
tomer payment defaults, excessive debt and related interest expense, competition in the 
marketplace, adverse legal actions, and changing business environment or economics. 

(9) Financial Flexibility. An entity’s ability to take effective actions to control 
amounts and timing of cash flows so it can respond to unexpected needs and opportuni
ties. 

(10) Guaranty. A legal agreement by one party to assume the debt or perform an 
obligation of a second party in the event of the second party’s default. Parent companies 
may execute a guaranty to ensure contract performance continues regardless of the de
fault by one or more of its subsidiaries. 

(11) Insolvency. Insolvency occurs when an entity cannot pay obligations as they 
come due. Insolvency may be a temporary condition resulting from a mismatch between 
cash inflows and cash outflows. Insolvency in the context of bankruptcy occurs when an 
entity's financial condition is such that total liabilities exceed the fair market value of 
assets. 

(12) Liquidation. Liquidation is the process of closing a business entity, including 
selling assets, paying liabilities, and returning the residual to its owners. Partial liquida
tion would occur when an entity is involved in the piecemeal sale of a significant per
centage of its assets. 

(13) Long-term. Being in effect for more than one year. 
(14) Near-term. Being in effect for up to one year. 
(15) Off-Balance Sheet Arrangements. Off-balance sheet arrangements involve, 

but are not limited to, unconsolidated, non-independent, limited purpose entities, often 
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referred to as structured finance or special purpose entities. These entities may be in the 
form of corporations, partnerships, limited liability companies, trusts, structured finance 
entities or other types of agreements, relationships or understandings. These entities 
may be used to provide financing, liquidity, market risk or credit support, or involve 
leasing, hedging, and/or research and development services. 

(16) Related Party Transactions. Related party transactions are business arrange
ments between two or more parties if one party controls or can significantly influence 
the other. Examples of related party transactions include transactions between: 

(a) a parent company and its subsidiaries; 
(b) subsidiaries of a common parent; 
(c) an enterprise and trusts for the benefit of employees, such as pension and 

profit-sharing trusts that are managed by or under the trusteeship of the enterprise’s 
management; 

(d) an enterprise and its principal owners, management, or members of their 
immediate families; and 

(e) affiliates. 

14-302 Responsibilities 

a. DFARS 232.072 requires the contracting officer to make a determination of finan
cial responsibility and provides suggested policies and procedures for making this evalua
tion. As such, the Defense Contract Management Agency (DCMA) established its Finan
cial Capability Group (FCG) to perform all financial analysis for the Department including 
preaward financial analysis (see 5-202), post award financial surveillance (see 5-203), and 
the monitoring of contracts receiving financing payments (i.e. progress payments, see 14
203). Buying activities that require financial capability reviews in relation to a contractor’s 
bid on a specific solicitation (preaward) should submit requests to the contracting officer 
via DCMA’s eTools at www.dcma.mil and all post award financial capability requests 
should be submitted to fincap@dcma.mil. 

b DCAA has the responsibility to provide all necessary financial advisory services to 
the contracting officer. A DCAA financial capability audit will be performed in response 
to a specific contracting officer's request when there are unique circumstances requiring 
DCAA audit assistance. Auditors should coordinate with the contracting officer to ascer
tain these unique circumstances and tailor the audit scope and procedures accordingly. 
Auditors should ensure they coordinate with the contracting officer on contractor issues to 
be considered in performing the requested financial capability detailed risk assess
ment/audit in accordance with 4-104. If a financial capability audit is requested and the 
FAO's detailed risk assessment does not indicate any significant financial condition prob
lems, the FAO will discuss the results of the detailed risk assessment with the contracting 
officer to verify the need to perform the financial capability audit (see 14-307 for excep
tion for audits requested by DFAS related to contractor installment agreements). If agree
ment is reached that a financial capability audit is not required, a memorandum confirming 
the discussion should be sent to the contracting officer. 

c. The financial capability audit will generally be performed by the FAO cognizant of 
the parent company (corporate home office), rather than at each individual subsidiary, 
unless DCAA does not have access to the parent company (i.e., DCAA is not responsible 
for performing incurred cost audits at the parent company). In these cases, the financial 
capability detailed risk assessment/audits will be performed only at the subsidiary. Where 
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DCAA performs the risk assessment/audit at the parent company, but finds the parent 
company does not sweep its subsidiary’s cash and guarantee its subsidiary’s performance, 
the detailed risk assessment/audit will also be performed at the subsidiary. Refer to Figure 
14-3-3 which summarizes where the reviews will be performed. Auditors at the parent 
company have the responsibility to request audit assistance from the subsidiary level audi
tors when necessary. The financial capability detailed risk assessments/audits will be per
formed using the guidance in 14-303. 

d. Many large corporations have financial departments which perform continuous as
sessments of financial conditions. In performing requested financial capability audits, 
auditors should fully understand the work performed by these departments in their evalua
tion of financial conditions. The scope of the financial capability audit should consider the 
degree of reliance that can be placed on the work of others, including the work performed 
by these departments. 

14-303 Financial Capability Detailed Risk Assessment Procedures 

a. The financial capability audit program contains detailed risk assessment steps that 
the auditor completes to determine whether there is a need for performing a financial 
capability audit. The basis for the decision not to perform an audit must be fully docu
mented and discussed with the contracting officer and/or ACO, who had requested the 
audit. 

b. The financial capability detailed risk assessment consists of obtaining an under
standing of the contractor’s internal control structure and related operations regarding 
financial planning and monitoring, including its cash management plan, and performing: 

(1) an analysis of any significant events and audit leads that would impact the con
tractor’s financial capability; 

(2) a trend analysis of the contractor's key financial statement ratios; 
(3) a trend analysis of the key financial statement elements (i.e., profit/loss, sales, 

etc.); 
(4) an analysis of off-balance sheet arrangements and related party transactions (see 

14-305); 
(5) a determination that the contractor is paying its payroll taxes timely; 
(6) a review of the fraud risk indicators specific to the audit (see APPS Other Audit 

Guidance (OAG) for Listing of Fraud Risk Indicators, Financial Capability Audits); 
(7) a follow-up on any other indicators that raise questions about the financial ca

pability of the contractor; and, 
(8) if applicable, an analysis of parent company’s management of subsidiary’s cash. 

c. Since analysis of financial statement ratios and trends are being used as one of many 
tools to assess risk, the auditor can use the information from audited financial statements 
without testing the reliability of the external auditor’s work. The financial statements 
should be obtained for the last three fiscal years and year-to-date financial information for 
the current year. However, if current year data represents a period of less than six months, 
it may not be representative as a basis to assess the contractor’s current financial condi
tion. Additional analysis should be performed when less than six months of current year 
data is obtained. If compelling reasons exist to question the financial statements, or if the 
statements are unaudited, the auditor should perform limited procedures to verify the fi
nancial information prior to computing the ratios or analyzing the trends. These proce
dures could include, for example, comparing key financial statement amounts, such as 
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total assets, total liabilities, and sales to the general ledger and/or to the federal or state 
income tax returns. If a financial capability audit is performed, however, the audit report 
should be qualified when using unaudited financial statement data. 

d. Trend Analysis of Key Financial Statement Ratios 
(1) Financial statements provide a primary indication of a contractor's financial 

condition. The ratio analysis concept is that as a business deteriorates so too will the key 
ratios. At contractor locations where the majority of these ratios are experiencing a neg
ative or unfavorable trend, the auditor will normally perform a financial capability au
dit. The analysis of key financial ratios is an important consideration when evaluating a 
contractor’s financial condition; however, they must be used with care. General rules of 
thumb regarding acceptable ratios should be avoided. 

(2) If the request for financial capability audit is for a subsidiary and the parent 
company sweeps the subsidiary’s cash, the auditor should consider omitting the analysis 
of key financial ratios if the results of the ratio analysis does not provide useful data 
(e.g., subsidiary financial statements may have zero balances for cash and certain liabili
ties). 

(3) The following key ratios should be calculated and analyzed during the detailed 
risk assessment: 

Ratio Formula Description 
Current Ratio Current Assets/ 

Current Liabilities 
This ratio measures a company's ability to 
pay its short-term liabilities from short-term 
assets. 

Quick Ratio Liquid Assets/ 
Current Liabilities 

This ratio measures a company's ability to 
pay off its short-term obligations from assets 
readily convertible to cash. 

Return on Invest- Net Income/ This ratio is a measure of economic perfor
ment (ROI) Total Assets mance and is used as an indicator of man

agement’s effectiveness, a measure of a com
pany's ability to earn a satisfactory return on 
investment, and a method of projecting earn
ings. 

Debt to Equity Ratio Total Debt/ Stock
holders Equity 

This ratio assists in determining the relative 
size of the claims of creditors compared to the 
claims of owners. High levels of debt can 
restrict management and increase risk to 
owners. 

Capital Turnover 
Ratio 

Working Capital 
(Current Assets 
Current Liabilities)/ 
Total Assets 

This ratio measures the net liquid assets of 
the company relative to its total capitaliza
tion. Ordinarily a firm experiencing con
sistent operating losses will have shrinking 
current assets in relation to total assets. 

Cash Flow to Debt Cash Flow (Net In
come+Depreciation+ 
Depletion+Amortiza
tion)/ Total Debt 

This ratio is an indicator of the adequacy of 
available funds to satisfy debt obligations. 
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Ratio Formula Description 
Cash Flow to Sales Cash from Opera-

tions/Sales 
This ratio shows the percentage of each sales 
dollar realized as cash from operations. 

Debt Coverage Total Debt/Cash 
from Operations 

This ratio estimates how many years it will 
take to retire all debt at the current level of 
cash from operations. 

The auditor should also ask the contractor if there are other financial ratios that should be 
considered when evaluating the contractor's financial condition during the detailed risk 
assessment. 

e. Trend Analysis of Key Financial Statement Elements 
(1) The evaluation of financial statement elements can provide additional insight 

into negative financial trends and other conditions that may result in financial distress. The 
financial statements should be obtained for at least three fiscal years. The financial data 
from these statements should be analyzed and trend data developed for the following are
as: 

 Profit/loss
 
 Cash flow from operating activities
 
 Cash flow from investing activities
 
 Cash flow from financing activities
 
 Sales
 
 Working capital (current assets minus current liabilities)
 
 Long-term liabilities
 
 Net worth (total assets minus total liabilities)
 

(2) The auditor should be alert to any apparent lack of operating success, as evi
denced by recurring net losses, negative cash flow from operating activities, deteriorating 
sales or significant increases to liabilities, which may impact the contractor's ability to pay 
costs incurred in the ordinary course of business. Analysis of working capital trends dis
closes the contractor’s ability to liquidate current liabilities with current assets which may 
indicate cash flow difficulties. In addition, contractors with little or no net worth, com
bined with current operating losses, make it difficult to attract equity investment or credit 
facilities and could present a significant risk of nonperformance on Government contracts. 

(3) Determine if there is a going concern comment in the most recent financial 
statements. This is a high risk indicator that requires further analysis and generally re
quires the performance of a financial capability audit. 

f. Internal Controls 
The auditor should consider the adequacy of the contractor’s internal control structure 
relating to financial planning and monitoring and its cash management plan. The contrac
tors internal control structure should provide controls for the following: 

 Written policies and procedures that require evaluation of current financial condi
tions in order to anticipate and avoid adverse conditions; 

 Preparation of cash flow forecasts, including reasonable and supported assump
tions; 

 Monitoring, analyzing and managing its cash flow; 
 Periodic assessments of accounts payable and receivable, including analysis of ac

counts payable aging and the collectibility of accounts receivable; 
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 Periodic assessments to ensure compliance with any loan covenants and debt pay
ment schedules; and 

 Periodic assessments of contract cost performance. 
g. Timely Payment of Payroll Tax 

The auditor should determine that the contractor is paying its payroll taxes timely by ob
taining the contractor’s Quarterly Federal Tax Returns (Form 941) for the last two quarters 
and tracing the payments to cancelled checks, receipts from the bank or receipts from elec
tronic fund transfers. If the contractor uses an external payroll company to process payroll, 
the auditor should obtain copies of the statements for the last two quarters and verify pay
ment. If the contractor owes the IRS for unpaid payroll taxes, determine whether there are 
any agreements with the IRS to make timely payments, and test to determine if the con
tractor is timely on payments. Failure to make timely payments of payroll taxes is a high 
risk indicator of potential financial distress. 

h. Analysis of Parent Company’s Management of Subsidiary’s Cash 
An analysis of a parent company’s cash management plan (defined in 14-301f) of its sub
sidiaries should be performed. The nature and purpose of most cash management plans are 
to centralize the management of the cash and debt of the parent and its subsidiaries. Based 
on the review of the plan, the auditor may rely upon the provisions of the plan and the 
parent’s administration of it to provide assurance that the near term financial requirements 
of all subsidiaries with Government contracts are met. Typically, a parent company that 
sweeps cash maintains a close scrutiny of a subsidiary that consistently requires cash to 
meet its operating expenses. Thus, the risk of a subsidiary failing to meet its near term 
cash needs and to financially perform on a Government contract is significantly reduced as 
long as the parent company is in a positive cash position, has access to needed credit facil
ities to supplement corporate cash reserves, and consistently supports the cash needs of its 
subsidiaries. The auditor’s analysis of the plan should include the following: 

(1) When the parent is responsible for the performance of its subsidiaries or affili
ates (e.g., parent signs contract or guarantees contract performance), the parent auditor’s 
analysis of the cash management plan should be limited to an assessment of the contrac
tor’s processes, controls, procedures, and management reporting mechanisms used for 
ensuring that the cash needs of any subsidiary with Government contracts are being met. 

(2) When the parent is not responsible for the performance of its affiliates or sub
sidiaries, auditors at the parent company will also review: 

 parent actions taken to support the financial needs of a subsidiary that is a con
sistent user of cash, 

 how often a given subsidiary needs cash from the parent, 
 the magnitude of the funds being used by the subsidiary, and 
 how such funds are being accounted for, (e.g., as intercompany loans, equity reduc

tion of subsidiary). 
If a subsidiary is using more funds than it is generating and the parent’s cash manage

ment plan does not adequately address the necessary actions to support the financial needs 
of that subsidiary (i.e., provide a corporate guaranty), the parent company auditors will 
consult with the subsidiary auditors and jointly determine the need for a risk assessment or 
audit to be performed at the subsidiary. 

i. Additional Analysis of Parent Data by Subsidiary Auditor (Lack of Access to Parent) 
In those instances where the risk assessment is being performed at the subsidiary loca

tion, perform the following: 
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(1) If the parent is a public company, the auditor should rely upon the contractor 
published financial data, presented on the U.S. Securities and Exchange Commission 
(SEC) website at www.sec.gov under Filings & Forms (EDGAR), to determine if there are 
indicators of financial distress at the parent company that may impact the subsidiary(ies)’s 
performance on Government contracts. The auditor should perform a limited analysis of 
the parent’s financial statements and identify the following: 

 The type of audit opinion being rendered on the financial statements by the inde
pendent public accountant (IPA), 

 other comments/notes contained in the published financial statements, and 
 any going concern comment (SAS 59) made by the IPA. 

If analysis of the parent’s published financial statements disclose that there are significant 
indicators of financial distress, a disclaimer of opinion on the subsidiary’s financial capa
bility should be considered. 

(2) If the parent is a nonpublic company, the subsidiary auditor should generally 
not pursue access to the financial records of the parent company unless (1) total Govern
ment dollars at the subsidiary location(s) are significant, (2) the parent sweeps cash or 
guarantees the subsidiary’s performance, and (3) the auditor has indicators of potential 
financial distress of the parent. Unless all three of these key elements exist, subsidiary 
auditors will only perform a risk assessment and/or audit at the subsidiary. When access to 
the parent company is not obtained or pursued, qualify the audit report (if an audit is per
formed at the subsidiary) for the lack of access to the parent. If the auditor believes access 
to the parent records should be pursued, refer to 1-504, Access to Contractor Records. 

j. Other Indicators that Raise Questions about Financial Distress 
(1) Any consideration of or actual filing for bankruptcy by a contractor requires an 

audit to be performed. The auditor may learn that the contractor is about to file or has filed 
for bankruptcy under Chapter 7 (Liquidation) or Chapter 11 (Reorganizations) of the 
bankruptcy laws. Filing under Chapter 11 may provide for the appointment of an inde
pendent trustee to assume control of the company for the duration of the bankruptcy pro
ceedings. Chapter 11 proceedings cannot be considered conclusive evidence that the com
pany will be forced to liquidate. However, any filing for bankruptcy gives rise to 
significant uncertainty as to the future operations of the company and the contractor's abil
ity to perform on Government contracts. 

(2) Many sources of information can provide insight into events or conditions that 
can significantly affect a contractor's ability to perform on Government contracts. The 
auditor should review financial statement notes and financial statement audit opinions and 
analyze this information for any unusual items or comments. Determine if there is a going 
concern comment in the most recently audited financial statements. If so, this should be 
disclosed in the audit report. The auditor should discuss with the contractor any unfavora
ble or adverse financial conditions disclosed in the financial statements to obtain a full 
understanding of the issues. The auditor should then determine the impact on the contrac
tor's financial capability. Further, discussions with the Contracting Officer and the con
tractor, and review of audit leads, may identify events or conditions that could be causes 
or indicators of financial distress. Significant events or conditions could include: 

 Defaults on loan/line of credit agreements 
 Denial of usual trade credit from suppliers 
 Restructuring of debt where the contractor is charged a higher interest rate above 

the prime rate than the prior rate charged by the lending institution. The increase in 
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the rate charged above the prime rate could be attributable to perceived contractor 
financial distress. 

 Noncompliance with loan/line of credit covenants 
 Contracts in a significant loss position 
 Legal proceedings/pending claims 
 Loss of principal customer/supplier 
 Uninsured or underinsured catastrophic events 
 Labor strikes 
 Unpaid state, local, and federal tax liabilities 
 Contingent liabilities 
 Deteriorating bond ratings 
 Significant dollar amount of accounts receivable 
 Significant postaward or suspected irregularity conduct audit findings and other 

significant questioned costs that are unresolved 
 Contract termination for default 
 Deferral of payments to suppliers 
 Failure to fund pension plans 
 Loans from employees or issuing stock to employees in lieu of salary 
 Environmental clean-up impact 
 Significant unpaid contractor debts 
 Unusual progress payments or other billing concerns 
 Poor physical condition of the work facilities 
 Unpaid insurance liabilities 

(3) Bond ratings for publicly held companies should be evaluated. Low bond rat
ings or declining trends may signal problems for the company in obtaining cash outside of 
normal operations. 

(4) The auditor should discuss with the contractor any plans to enter into significant 
leases, make significant capital expenditures, liquidate assets, borrow significant cash or 
restructure existing debt, reduce or delay expenditures, or increase ownership equity. The 
auditor should verify the accuracy of the discussions to appropriate supporting data, in
cluding the cash flow forecast. The auditor should also identify and analyze any unusual 
compensation package or outstanding loans to other company operations or company of
ficers that would drain financial resources from an operating unit with Government con
tracts. 

k. The auditor should perform all applicable risk assessment procedures to use as a 
basis for determining whether a financial capability audit is required. Where no risk was 
found, other than those requested on behalf of DFAS on a contractor requesting an in
stallment agreement (14-307), the auditor must coordinate the risk assessment results with 
the requestor. If the requestor agrees that further work is not necessary, confirm the coor
dination with the requestor in a memorandum. However, if the requestor still desires the 
performance of a financial capability audit, proceed with the audit. At large multi
division/segment corporations, the results should be communicated in writing to cognizant 
divisions/segments. 

DCAA Contract Audit Manual 



1460 February 2, 2016 
14-304 

14-304 Audit of Contractor Financial Capability 

a. The purpose of the financial capability audit is to render an opinion on the contrac
tor's financial capability to perform on Government contracts. The audit objectives include 
the evaluation of existing and future contractor financial capabilities to continue opera
tions in the near-term. In some cases, contract performance may extend beyond one year 
and could span several years; however, the auditor should not opine on contractor perfor
mance beyond the near term. 

b. The audit scope will concentrate on analyzing the contractor's financial condition 
and cash flow forecasts to determine if the contractor has or will have adequate financial 
resources to perform on Government contracts. The audit coverage will include an evalua
tion of existing financial conditions, audit of cash flow forecasts for the near term (up to 
one year), and analysis of the contractor's financial flexibility to support operations. From 
this evaluation, the FAO will determine if the contractor will have sufficient cash flow to 
continue operations in the near term (up to one year). If a reasonable doubt exists that the 
contractor will have sufficient cash flow to sustain operations, the auditor will need to 
determine whether the contractor can obtain the necessary resources (e.g., loans, sale of 
assets, or sale of stock) to continue operations in both the near-term and in some unusual 
circumstances addressing the long-term. If the contractor is experiencing financial distress, 
the contractor may have prepared a projected cash flow statement for the CPA's SAS 59 
analysis. 

c. When performing an audit of the contractor's financial capability, it is the contrac
tor's responsibility to provide appropriate financial and accounting information. Specific 
information that the contractor should provide is discussed in DFARS 232.072-2. If the 
auditor experiences difficulty in obtaining this information, the issue should be elevated to 
the contracting officer. If these actions are unsuccessful in obtaining the required infor
mation, the auditor should follow the guidance on access to records discussed in 1-504. 
Auditors should adhere to the guidance in 4-400 in preparation of their working papers. 
Sensitive financial capability audit working papers are likely to be used in continuing 
Government analysis. 

14-304.1 Evaluation of Existing Financial Conditions 

a. Assess Current Financial Conditions and Follow-up on Any Prior Significant Condi
tions 

The auditor will assess the contractor's financial condition at the time of the audit. Risk 
assessment financial data will be updated with interim current contractor financial data 
and an evaluation will be made to determine whether the contractor is currently experienc
ing financial distress. Information and audit leads developed during the annual planning 
process should be reviewed and updated, if necessary. Any significant conditions or leads 
should be discussed with the contractor and evaluated. To analyze future cash flows, the 
auditor must understand the underlying cause of any current significant conditions and 
their potential impact on future operations. 

b. Liquidation of Accounts Payable 
(1) The auditor will determine if the contractor is liquidating accounts payable on a 

timely basis in the ordinary course of business. This will normally be performed through 
an evaluation of the aging of accounts payable. Contractors may have the capability to 
manage accounts payable through various computer software programs. To illustrate, the 
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contractor should provide an aging schedule, similar to the following example, to demon
strate that it is adequately managing accounts payable. In order to assure that the contrac
tor is not recording payments while actually delaying or holding checks, review canceled 
checks to determine the accuracy of the number of lag days between recorded payment 
dates and check cancellation dates. If the contractor is not liquidating its accounts payable 
in a timely manner, the reasons should be ascertained. 

EXAMPLE --- SCHEDULE OF ACCOUNTS PAYABLE AGING 
Trade Accts. - No. of Days Outstanding Amount Percentage 
0-30 days $ 191,300 14% 
31-60 421,992 31 
61-90 262,334 19 
91-120 132,570 10 
Over 120 347,062 26 
Total Trade Accounts $1,355,258 100% 
Other 188,972 
Checks Held 117,174 
Bank Overdraft - Net $ 187,567 

Total Accounts Payable $1,848,971 

(2) In the circumstances where account balances are significant and the contrac
tor does not perform an aging of accounts payable or similar analysis, the contractor 
should be asked to perform such analysis. If the contractor refuses, the auditor should 
report this absence of normal financial management and budgetary controls as a signifi
cant internal control weakness and consider evaluating liquidation of accounts payable. 

(3) For multi-division corporations with a decentralized accounts payable func
tion, the corporate auditor may consider requesting assist audits of segments/divisions 
with significant accounts payable balances. 

c. Loans/Lines of Credit 
The auditor will determine whether the contractor has been unable to meet debt 

payment schedules or has violated any covenants of its loan agreements or lines of cred
it. Also, an analysis of the explanatory notes to the contractor's financial statements may 
help determine if any conditions on financial credit requirements exist, such as a bank 
line of credit that requires maintenance of certain key financial ratios. If the loan cove
nants or financial ratios are not being met, determine if they have been waived by the 
financial institution. The auditor should verify that the contractor properly classifies any 
lines of credit as short/long-term since the improper classification would affect the cal
culation of some financial ratios. Review the interest rate charged by the lending institu
tion. An increase in the rate charged above the prime rate could be attributable to per
ceived contractor financial distress. Review the loan/line of credit to see if it is secured 
by collateral. If the contractor receives progress payments, and collateral includes in-
ventory/work-in-process, determine if a subordination agreement is necessary. 

d. Chapter 11 Bankruptcy 
As discussed previously (14-303k(1)), the filing of a petition with the Bankruptcy 

Court for reorganization under Chapter 11 gives rise to significant uncertainty as to the 
contractor's ability to pay debts or adequately perform on Government contracts. This 
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event by itself requires immediate written notification to the ACO, with copies provided 
to the Regional Special Programs Office and Headquarters, Attention PPD. The ACO is 
primarily responsible for monitoring the financial condition of a contractor once an un
favorable or adverse financial condition has been reported. During Chapter 11 proceed
ings, a company is generally required to furnish interim financial statements and other 
information, such as status on actions to remain a going concern or plans to reorganize. 
The auditor should determine what legal provisions exist and obtain the required finan
cial information to ascertain the company's continuing financial capability. 

14-304.2 Evaluation of Cash Flow Forecasts 

a. A financial forecast is normally an estimate of future financial outcomes for a com
pany over a given time period, which is usually one year. Evaluations of cash flow fore
casts will form the framework for the auditor's opinion on the contractor's financial capa
bility. The auditor needs to have a reasonable basis to assure that the contractor will be 
able to cover its operating costs and make appropriate payments on its liabilities in the 
near term (up to one year). 

b. Cash flow forecasts are used for many purposes such as strategic planning, manag
ing the contractor's day to day operations, and establishing lines of credit. At larger con
tractors, cash flow forecasts are generally prepared by a contractor's financial planning or 
treasurer's department. Since the cash flow forecast will serve as the contractor's demon
stration that it has sufficient sources of cash to meet current obligations, it must be ob
tained and evaluated by the auditor. Similarly, projected sources of cash flow on existing 
Government contracts should reconcile to other internal forecasts that are contractually 
required to be provided to the Government (e.g., EVMS estimates-at-completion and the 
corollary calculations supporting progress payment requests). DFARS 232.072 provides 
guidance on cash flow requirements and analysis. 

c. Auditors should analyze the contractor's cash flow forecasts in order to determine 
the contractor's ability to meet operating costs in the near term (up to one year), and any 
long-term liabilities coming due in the near term. There are many uncertainties surround
ing a contractor's operations which may make it difficult to reasonably project cash flows 
beyond one year. As a result, cash flow forecasts beyond the current fiscal year are not 
usually supported by detailed estimates. For this reason, the auditor needs to concentrate 
the cash flow evaluations on the near term. If there is doubt about the sufficiency of the 
contractor's cash flow in the near term, evaluation of cash flow forecasts throughout the 
life of major contracts should be considered, if available. 

d. Using the contractor-prepared schedule identifying the maximum possible liability 
for off-balance sheet arrangements and related party transactions (14-305.), inquire of the 
contractor if any of the liabilities will become due in the near term (up to one year). If any 
will, verify that these cash outflows are reflected in the contractor’s cash flow forecast. 

e. If the contractor does not prepare a cash flow forecast as part of normal financial 
management, request that the contractor prepare a cash flow forecast for the audit. If the 
contractor fails to do so, ask the ACO to require the contractor to submit a cash flow fore
cast covering the duration of existing contracts (DFARS 232.072-3.) The auditor cannot 
give an opinion on a contractor’s financial capability without an evaluation of the contrac
tor’s cash flow forecast (however, see exception for nonmajor contractors below). The 
failure to prepare cash flow forecasts will normally occur only at smaller companies. At 
larger companies, the auditor should report this absence of normal financial management 
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and budgetary controls as a significant internal control weakness. Actions by a contractor 
to restrict or deny access should be first elevated to the ACO to require the contractor to 
submit a cash flow forecast covering the duration of existing contracts (DFARS 232.072). 
If the problem continues, it should be reported as an access to records problem (1-504). If 
a nonmajor contractor fails to prepare a cash flow forecast, even after requested by the 
auditor and the contracting officer, and if, through the audit of sufficient, appropriate, evi
dential matter it is determined that the contractor is experiencing financial distress, the 
auditor can issue the report giving a qualified (unfavorable) or adverse audit opinion. The 
scope paragraph of the audit report should be qualified due to the lack of the cash flow 
forecast. However, the auditor cannot issue the report giving an acceptable opinion on a 
nonmajor contractor’s financial capability without an evaluation of the contractor’s cash 
flow forecast (14-306a.(4)). 

f. Since a cash flow forecast is usually an internal management document, it may be 
presented in various formats. It may be a statement that identifies all projected sources and 
uses of cash, or may be presented in the same or similar format as the statement of cash 
flows in the annual financial statement. Forecasted cash flows in the format of the annual 
financial statement will normally categorize cash receipts and cash disbursements by op
erating, investing, and financing activities. The auditor needs to evaluate the support and 
reasonableness of the contractor's cash flow forecasts --- estimates may be overly optimis
tic and favorable to the contractor. The auditor should, as part of the audit, perform the 
following procedures on major cost elements: 

(1) Verify the factual data and determine the reasonableness of the underlying as
sumptions used to prepare the cash flow forecast; 

(2) Compare previous forecasts with actual statement of cash flows to determine 
how reliable forecasts were in the past; 

(3) Evaluate forecasts to assure they consider any significant conditions identified 
in the auditor's evaluation of existing financial conditions (14-303 and 14-304.1); 

(4) Evaluate the logic of the cash flow forecasts --- determine if they link into any 
forecasted balance sheets and income statements; 

(5) Determine if sales forecasts or production forecasts and related operating costs 
are consistent with recent financial statement trends and evaluate assumptions supporting 
the significant differences; 

(6) Determine if the contractor's ability to achieve its cash flow forecast is depend
ent on the favorable outcome of one or a few key event(s). If so, the circumstances and 
chance of occurrence should be thoroughly explored and the impact on the cash flow fore
cast should be considered; 

(7) Determine if there are any significant events (such as a recent or potential loss 
of contracts) that may affect the contractor's operations. If an event is identified, the audi
tor should determine the impact on the analysis of cash flow forecasts. 

g. Generally, DCAA does not confirm account balances. If the cash flow analysis is 
dependent on significant amounts in a particular account, the auditor will determine if 
reliance can be placed on contractor controls or use other analytical procedures. For ex
ample, if the cash flow analysis is heavily dependent on collection of accounts receivable, 
the auditor may note that independent confirmations are conducted annually by external 
auditors and analyze the aging schedule of the accounts receivable. If the auditor deter
mines that confirmations are necessary, such confirmations will be coordinated with the 
ACO. If the ACO does not agree with the necessity for the confirmations, the confirma-

DCAA Contract Audit Manual 



1464 February 2, 2016 
14-304 

tions will not be performed and the audit report should be qualified for these circumstanc
es. 

h. In concluding the evaluation of the cash flow forecasts, the auditor needs to deter
mine whether the contractor has the financial means to meet ongoing costs of operations in 
the near term. This determination will be the foundation for the auditor's opinion on the 
contractor's ability to perform on Government contracts. When issuing the audit opinion in 
accordance with 14-306, the auditor should ensure the cash flow forecast represents pro
jections for a reasonable future time period (i.e., preferably 9 months or more, however, 
no less than 6 months in the future from the date of the audit report). A projected shortfall 
in meeting short-term obligations which requires obtaining cash from outside the normal 
course of operations (such as liquidation of assets, significant loans, or sale of stock) is 
considered financial distress. Financial distress is considered an unfavorable financial 
condition. If a shortfall is not projected but cash flows are dependent on significant condi
tions or events for which there is significant doubt (such as optimistic sales of a new prod
uct, anticipated contract awards, or a negative cash flow due to a pending contingent lia
bility), the contractor's financial condition would be considered unfavorable. 

14-304.3 Analysis of Financial Flexibility 

a. The auditor needs to consider the contractor's financial flexibility to perform on 
Government contracts in the near and long term. Consideration should be given to existing 
assets (net of liabilities), current bond ratings, bank lines of credit, long-term plans for 
liquidating assets, restructuring/increasing debt (the near term should be considered in the 
cash flow analysis), and plans for increasing ownership equity. Where near-term financial 
distress is indicated, a determination should be made as to the contractor's ability to obtain 
the additional resources to continue operations through extraordinary management actions. 

b. Future plans to add or sell resources should be discussed with the contractor and 
verified. These audit procedures are critical if the contractor is in financial distress and 
needs additional cash to continue operations. The auditor should discuss with the contrac
tor any planned extraordinary management actions to obtain or conserve cash and verify 
the supporting data, such as the following: 

(1) Plans to liquidate assets. Determine possible direct or indirect effects on Gov
ernment contracts of any planned disposal of assets. 

(2) Plans to borrow money or restructure debt. Evaluate the availability of debt 
financing, including existing committed credit arrangements such as lines of credit and 
arrangements for factoring of receivables or sale-leaseback of assets. 

(3) Plans to reduce or delay expenditures. Determine possible direct and indirect 
effects on Government contracts of any plans to reduce or delay capital or maintenance 
expenditures. 

(4) Plans to increase ownership equity. Review existing or committed arrangements 
to raise additional capital, to reduce current dividend requirements, or to accelerate cash 
distributions from affiliates or other investors. 

c. On completion of this part of the audit, the auditor will have better insight on the 
contractor's capability to obtain cash resources outside of normal operations through ex
traordinary management actions. When a contractor is in financial distress, analysis of the 
contractor's capability to obtain cash resources and repay those resources will give the 
auditor a reasonable basis for determining whether or not the contractor will be able to 
perform on Government contracts (near and long term). 

DCAA Contract Audit Manual 



February 2, 2016 1465 
14-305 

14-305 Review of Off-Balance Sheet Arrangements and Related Party Transactions 

a. The performance of financial capability detailed risk assessments/audits depend 
heavily on the accuracy of a contractor’s financial statements. Financial statements that 
accurately reflect the contractor’s financial condition should incorporate the effects of off-
balance sheet arrangements and related party transactions. During the financial capability 
detailed risk assessments/audits, the auditor’s determination that these effects have been 
incorporated into the contractor's financial statements will be based on whether the con
tractor is publicly held or not. 

(1) Publicly held companies are required, as a result of Securities and Exchange 
Commission (SEC) final rulings implementing the Sarbanes-Oxley Act of 2002, to dis
close all material off-balance sheet transactions, arrangements, and obligations (including 
contingent obligations) that are "reasonably likely" to have a material current or future 
effect on financial condition, changes in financial condition, results of operations, liquidi
ty, capital expenditures, capital resources, or significant components of revenues or ex
penses in each annual and quarterly financial report required to be filed with the Commis
sion. The details regarding these off-balance sheet arrangements are to be disclosed under 
a separately captioned subsection of the “Management’s Discussion and Analysis” 
(MD&A) section of the quarterly and annual SEC filings. Furthermore, corporate execu
tive officers, the principal financial officer or officers, or persons performing similar func
tions of a company filing periodic reports under Section 13(a) or 15(d) of the Securities 
Exchange Act of 1934 must certify in each quarterly and annual report that, based on their 
knowledge, the financial statements and other financial information included in the report 
fairly present in all material respects the financial condition and results of the operations 
of the company as of, and for, the periods presented in the report. As a result of the 
MD&A disclosure requirements and corporate certifications, audit effort required to as
sure that the financial statements include consideration of off-balance sheet arrangements 
and related party transactions should be limited to management inquiries that the company 
has complied with the new SEC final rulings in its SEC filings (effective for fiscal year 
ending on or after June 15, 2003), confirmed by a cursory review of the SEC filings them
selves. Further explanatory or cost detail from the company to better understand the max
imum liability connected with any disclosed off-balance sheet arrangement or contractual 
obligation should be obtained as necessary. 

(2) For non-publicly held companies, auditors should request the contractor to pro
vide written confirmation that the financial statements provided for the financial capability 
detailed risk assessments/audits include disclosure of all off-balance sheet arrangements 
and related party transactions. The request for confirmation should be sent to, and the con
tractor’s response should be signed by, a contractor official no lower than a vice president, 
chief financial officer, or chief executive officer. A shell letter requesting contractor con
firmation on the financial statements is included on the intranet in the directory of audit 
programs, audit report shells and other audit guidance under the 17600 audit activity code, 
Confirm Letter – Financial Statements. The contractor should also provide a schedule 
separately showing the maximum liability included in the financial statements and cash 
flow forecast, and the maximum liability not reflected in the financial statements and cash 
flow forecast, when the contractor states that the maximum liability for off-balance sheet 
arrangements and related party transactions is not reflected in the financial statements 
and/or cash flow forecast. In addition to a written confirmation and schedule, the contrac
tor should also be requested to provide: 
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(a) any inquiries from their public accounting firm related to off-balance sheet 
arrangements and related party transactions and their responses. Some contractors may not 
have engaged a CPA firm to audit their financial statements. In this instance, auditors may 
accept a response from the contractor stating that they did not engage a CPA firm to audit 
their financial statements; and 

(b) the results and reports of any internal audits, reviews, or other analyses of 
off-balance sheet arrangements and related party transactions. 

(i) The auditor should obtain an understanding of the information provided 
by the contractor, along with the written confirmation from the contractor that the finan
cial statements include disclosure of the maximum liability of off-balance sheet arrange
ments and related party transactions. A list of potential related party indicators is included 
in the Other Audit Guidance section of the APPS entitled Potential Related Party Indica
tors, and should be used to assist in identifying situations that would indicate related party 
arrangements. 

(ii) Evaluate for audit leads any inquiries from the contractor’s public ac
counting firm related to off-balance sheet arrangements and related party transactions, 
and the contractor’s response to these inquiries. 

(iii) Compare for consistency the contractor’s response to its public account
ing firm’s inquiries concerning off-balance sheet arrangements and related party transac
tions to the contractor’s disclosures in the confirmation letter. Follow up on any inconsist
encies with the contractor. 

(iv) Evaluate for any audit leads, the results and reports of any internal au
dits, reviews or other analyses of off-balance sheet arrangements, and related party trans
actions. 

(v) Verify that the contractor-prepared schedule, identifying the maximum 
possible liability for each disclosed off-balance sheet arrangement and related party trans
action, is based on sufficient, appropriate, evidential matter and is reconcilable to the con
tractor’s supporting documentation for each liability. 

b. At the completion of the detailed financial condition risk assessment, if the non-
publicly held contractor has not provided the written confirmation letter, begin perfor
mance of the financial capability audit. 

c. During the performance of the financial capability audit, request the contractor (if 
not publicly held), to provide written confirmation that the cash flow forecast provided 
during the financial capability audit includes liabilities associated with off-balance sheet 
arrangements and related party transactions. The request for confirmation should be sent 
to, and the contractor’s response should be signed by, a contractor official no lower than a 
vice president, chief financial officer, or chief executive officer. A shell letter requesting 
contractor confirmation on the cash flow forecast is included in the Other Audit Guidance 
section of the APPS entitled Confirmation Letter – Cash Flow Forecast. The contractor 
should also provide a schedule separately showing the maximum liability included in the 
financial statements and cash flow forecast, and the maximum liability not reflected in the 
financial statements and cash flow forecast, when the contractor states that the maximum 
liability for off-balance sheet arrangements and related party transactions is not reflected 
in the financial statements and/or cash flow forecast. In addition to the written confirma
tion and schedule, the contractor should be requested to provide: 

(1) Any inquiries from their public accounting firm related to off-balance sheet 
arrangements and related party transactions and their responses to these inquiries. Some 
contractors may not have engaged a CPA firm to audit their financial statements. In this 
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instance, auditors may accept a response from the contractor stating that they did not en
gage a CPA firm to audit their financial statements. 

(2) The results and reports of any internal audits, reviews or other analyses of off-
balance sheet arrangements and related party transactions. 

d. When a contractor that is not publicly held refuses to provide a confirmation letter 
and/or results of inquiries from its public accounting firm and/or results of internal au
dits, reviews, and other analyses, the financial capability audit report should contain one 
of the following opinions: 

(1) When the auditor has sufficient evidence, even without the confirmation letter, 
that the contractor’s financial capability is adverse, the auditor should issue the audit re
port with an adverse opinion (14-306a.(3)) and discuss in the Results of Audit section the 
non-receipt of the contractor’s confirmation letter. In this instance, the auditor has suffi
cient information without the confirmation letter to express the opinion on the adverse 
financial capability. 

(2) If the contractor refuses to provide the confirmation letter and/or any of the 
related data, the auditor must disclaim an opinion, except when the auditor has suffi
cient evidence of an adverse financial condition. In the absence of sufficient evidence of 
an adverse financial condition, the lack of the confirmation letter and/or the related re
quested data limits the scope of audit. A significant scope limitation must result in a 
disclaimer of opinion. The confirmation letter and/or the related requested information 
is of such importance to the formation of the auditor’s opinion that its absence is suffi
cient to warrant disclaiming an opinion. The Results of Audit section of the report 
would be worded as follows: 

“(Contractor’s name) refused to confirm whether the financial statements and cash 
flow forecast provided during the examination included the disclosure of the maximum 
liability of off-balance sheet arrangements and related party transactions (insert any relat
ed information the contractor refused to provide). We consider the contractor’s failure to 
provide this confirmation to be a significant restriction on the scope of the examination. 
Because of the restriction on the scope of our examination, the scope of our work was not 
sufficient to enable us to express, and we do not express, an opinion on whether (contrac
tor’s name) has adequate financial resources to perform Government contracts in the cur
rent and near-term (up to one year).” 

14-306 Opinion Criteria in Reporting on Contractor Financial Capability 

a. Audit Opinions. 
To report on the financial capability, the auditor will express an opinion (in the results of 
audit) on the contractor's financial capability to perform on Government contracts. Figure 
14-3-1 is a flowchart depicting the appropriate opinion to use when issuing a financial 
capability report. (See 14-308 Figure 14-3-2 for a summary of reporting consideration for 
requests for financial capability reports for DFAS installment agreements.) When a con
tractor is expected to be in financial distress, but has sufficient resources to operate in the 
near term, the report will specifically address this condition and address any long-term 
implications. An assertion of substantial doubt about the contractor's financial capability 
to perform on Government contracts will be based on near-term (up to one year) expecta
tions that the contractor will be under severe financial distress and have significant diffi
culty obtaining outside funding to continue performing on Government contracts. The 
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determination that a financial distress situation exists should be based on professional 
judgment supported by a sufficient degree of audit evidence. Based on the conditions iden
tified during the audit, the auditor will select and use verbatim, one of the following opin
ions. Following the opinion, it is appropriate to include additional detail supporting the 
opinion that addresses the specific contractor situation. However, the additional detail 
should not contradict the opinion (e.g., giving an acceptable opinion and then disclosing 
that the contractor has substantial debt that is not paid timely, indicating an unfavorable 
financial condition). 

(1) When the audit discloses no financial distress (or relatively insignificant finan
cial distress) and no indications of significant long-term problems, the contractor's finan
cial capability is considered adequate (however, see paragraph (4) below where nonmajor 
contractors do not prepare a cash flow forecast for our evaluation). In this case, the audit 
opinion would be worded “In our opinion, the contractor’s financial condition is accepta
ble for performing government contracts. Our examination of (contractor’s name) finan
cial capability disclosed that it will be capable of performing on its Government contracts 
in the near-term.” 

(2) When the contractor is experiencing financial distress (near-term) but manage
ment can, through extraordinary action (such as loans, liquidation of assets, or sale of 
stock), provide adequate funds to continue performing on Government contracts, the audit 
opinion must state that the contractor's financial capability is considered unfavorable for 
the near-term. The opinion would be worded “In our opinion, the contractor is in an unfa
vorable financial condition. Our examination of (contractor's name) financial capability 
disclosed that it may have difficulty meeting its near-term financial obligations and may 
not be capable of performing on its Government contracts without extraordinary manage
ment actions.” This condition is reported because the contractor's financial distress in the 
near-term could affect the contractor's ability to continue receiving external funding. The 
results of audit will summarize the unfavorable conditions and management's plans to 
mitigate these conditions. The auditor should include the appropriate recommendations 
discussed in 14-306c. Specific details on audit findings may be included in the report ap
pendixes. 

(3) When the contractor is experiencing financial distress and there is reasonable 
doubt that the contractor will be able to obtain necessary funds to continue performance on 
Government contracts, the auditor’s opinion on the contractor's financial capability is ad
verse. The opinion in this case is worded “In our opinion, the contractor’s financial condi
tion is adverse. Our examination of (contractor’s name) financial capability disclosed that 
there is a substantial doubt that the contractor will be financially capable of continuing to 
perform on Government contracts.” The results of audit paragraph will summarize the 
adverse conditions and management actions taken to mitigate these conditions. The audi
tor should include the appropriate recommendations found in 14-306c. Specific details on 
audit findings may be included in the report appendixes. 

(4) A financial capability report with an acceptable opinion cannot be issued for 
nonmajor contractors that do not provide a cash flow forecast for our evaluation, even 
though the performance of detailed audit steps did not show signs of financial distress in 
the near term. In this case, a financial capability report disclaiming an opinion should be 
issued in accordance with the guidance in 10-200. 

b. Audit reports at parent locations 
The audit opinion will generally address the financial condition of the company as a 
whole. The Results of Audit should be modified for each opinion, noted above, to state 
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that “Our examination of the financial capability of (contractor’s name) disclosed…” In 
those instances, where applicable, the auditor should identify any subsidiary with signifi
cant Government contracts that is experiencing financial distress that is not being ade
quately monitored and financially supported by the parent and could impact performance 
on a Government contract. 

c. Recommendations for the ACO 
The following paragraphs provide the auditor with recommendations for the ACO to con
sider, given the seriousness of conditions discussed in 14-306a.(2) and (3). In addition to 
these recommendations, the auditor should advise the ACO to selectively scrutinize future 
progress payments requested by the contractor to ensure that they are computed in accord
ance with contract terms. The auditor should also report any known weaknesses in the 
contractor's billing procedures which would necessitate a restriction of contract financing 
through progress payments (see 14-200). The existence of financial distress greatly in
creases the Government's risk regarding billings. Consequently, the scheduling of a billing 
system audit should be considered. 

(1) If the audit report contains an unfavorable opinion, the auditor should recom
mend to the ACO that the contractor be required to submit periodic status reports (e.g., 
monthly, quarterly, or semi-annually depending on the severity of the situation) covering 
the contractor's plans for mitigating the unfavorable financial conditions. The status report 
should include such relevant information as cash flow forecasts, efforts to obtain financ
ing, status of compliance with existing loan/line of credit covenants, efforts to reduce cost, 
sale of assets, sale of stock, updates of significant contract estimates at completion, and 
status of sensitive litigation. 

(2) If the audit report contains an adverse opinion, the auditor should recommend 
that the ACO take action to protect the Government's interests. The auditor should also 
recommend to the ACO that the contractor be required to submit a status report monthly 
(until the adverse conditions are corrected) which covers the contractor's plans for and 
progress towards mitigating the adverse condition. 

(3) If a financial capability audit report with an unfavorable or adverse opinion is 
issued on a corporate subsidiary, the report should include a recommendation that the 
ACO obtain a guaranty from the parent corporation for the performance of all Government 
contracts awarded to the corporate subsidiary. 

14-307 Financial Capability Audits Requested on Behalf of DFAS for Contractor 
Installment Agreements 

a. In accordance with DoD Financial Management Regulation, Volume 10, Chapter 
18, when a debtor to the U.S. Government can establish sufficient justification, a series 
of installment payments may be approved by DFAS which will ensure liquidation of 
debt within a reasonable time frame. When contractors anticipate having financial diffi
culty repaying the debt, the contractor may approach DFAS for a repayment installment 
plan. Prior to approving the installment agreement, DFAS may request the contracting 
officer to perform a financial capability audit taking into consideration the proposed 
installment payments to ensure that the contractor has the financial capability to repay 
the installments. The contracting officer may request assistance from DCAA as dis
cussed in 14-302. 
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b. DCAA and DFAS have coordinated and developed a procedure on the analysis of 
contractor financial capability for installment agreements totaling $50,000 or more. The 
procedure is as follows: 

(1) The contractor submits a request to DFAS for an installment agreement on debt 
owed of $50,000 or more. 

(2) DFAS provides the contractor with a proposed monthly payment amount. 
DFAS informs the contractor of a pending audit and requests the contractor to provide its 
financial statements for the past three years and a 12-month cash flow forecast reflecting 
the proposed monthly installment amount. 

(3) DFAS submits a request for a financial capability audit to the contracting of
ficer. The audit request will include the contractor financial statements for the past three 
years and the 12-month cash flow forecast reflecting the proposed installment amounts. 

(4) The cognizant FAO will perform a financial capability audit on the contractor, 
address the report to the requestor at DFAS thru the contracting officer, and include on the 
distribution the ACO and the DCAA FLA at DFAS Columbus. 

(5) DFAS uses the information in the DCAA audit report to make a determination 
if the proposed installment agreement amount is acceptable. 

(6) DFAS coordinates their decision on the installment agreement with the contrac
tor. 

c. When requested by the contracting officer, on behalf of DFAS to perform a finan
cial capability audit on a contractor requesting an installment agreement, the auditor 
should perform a detailed financial capability risk assessment and audit even when 
completion of the detailed risk assessment disclosed no significant indicators of finan
cial distress (see 14-303, 14-304, and 14-305). The rationale for performing the finan
cial capability audit is that the contractor has disclosed that it is experiencing financial 
difficulties to DFAS by its inability to repay in lump sum the debt owed the Govern
ment. The purpose of the audit is to determine whether the contractor has the financial 
capability to repay the proposed installment amounts. The audit will also determine 
what the contractor did with any overpayment on the subject contract and why it is cur
rently not available to return the overpayment to the Government. 

d. The contractor financial statements and cash flow forecast used in the audit will 
be those provided by DFAS in its request for audit. A shell audit report for financial 
capability audits, tailored to reflect the request on behalf of DFAS and using the opinion 
paragraphs discussed below, should be used to report the audit results. A summary of 
reporting considerations for financial capability reports for DFAS installment agree
ments is shown in Figure 14-3-2. 

(1) When the audit discloses no financial distress (or relatively insignificant fi
nancial distress) and no indications of significant long-term problems, the contractor’s 
financial capability is considered adequate. The audit opinion that the contractor’s fi
nancial condition is acceptable (see 14-306a.(1)) should be followed by the statement 
“…and should have the financial resources to make the proposed installment pay
ments.” In addition, if, while examining the contractor’s financial statements and cash 
flow forecast, in the auditor’s judgment, the contractor has other financial means of 
making the total lump sum payment to DFAS, these financial means should be disclosed 
in the report (for example: “Our examination of the contractor’s financial statements as 
of (date) disclosed that the contractor has a cash balance of (insert amount), accounts 
receivable of (insert amount), and an available line of credit of (insert amount). We rec
ommend DFAS discuss with the contractor the possibility of making the total lump sum 
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payment of (insert amount) with these funds as an alternative to obtaining an installment 
agreement with DFAS. In our opinion, making a total lump sum payment will not place 
the contractor in an unfavorable financial condition.”) 

(2) When the contractor is experiencing financial distress (near-term) but man
agement can, through extraordinary action, provide adequate funds to continue perform
ing on Government contracts, the audit opinion must be qualified to state that the con
tractor’s financial capability is considered unfavorable for the long term. The audit 
opinion would include the unfavorable opinion from 14-306a.(2) followed by the sen
tence “Through these extraordinary management actions, (contractor’s name) should be 
able to repay the proposed installment amounts.” 

(3) When the contractor is experiencing financial distress and there is reasonable 
doubt that the contractor will be able to obtain necessary funds to continue performance on 
Government contracts, the auditor’s opinion on the contractor’s financial capability is 
adverse. The audit opinion would include the adverse opinion from 14-306a.(3) followed 
by the sentence “Consequently, there is substantial doubt that (contractor’s name) will be 
financially capable of repaying the proposed installment amounts.” 

(4) Since the contractor has requested an installment agreement with DFAS, the 
audit report should recommend that the contractor be required to submit future annual 
financial statements and cash flow forecasts covering the life of the installment agreement 
to DFAS and the contracting officer. 

14-308 Financial Capability Reporting Requirements 

a. Audit reports will be issued on all completed financial capability audits. The fi
nancial capability audit report should be prepared in accordance with 10-1200. If the 
contractor provided a cash flow forecast for our evaluation and our audit discloses no 
financial distress, the audit opinion should be worded as described in 14-306a.(1). The 
auditor needs to ensure the cash flow forecast used as a basis for supporting the audit 
opinion represents forecasts for a reasonable future time period (i.e., preferably 9 
months or more, however, no less than 6 months in the future from the date of the audit 
report). 

b. If reliance is placed on the work of others to reduce planned audit scope, the guid
ance in 4-1000 should be followed. 

c. Coordination of and responsiveness to requested due dates is always important. 
However, greater emphasis and attention should be given to the issues whenever there is 
an indication of potential financial distress. 

d. To ensure that all available facts have been considered, the auditor will discuss 
findings with the cognizant ACO and the contractor throughout the audit, especially as 
issues are identified. Other interested parties should be similarly kept abreast of audit 
progress, and special emphasis should be made to discuss any exception identified dur
ing verification of contractor data. The auditor will normally provide the draft report to 
the contractor at the exit conference, and a reasonable time will be provided for the con-
tractor's written response. Top-level contractor management should be involved in im
portant interim and exit conferences, especially when sensitive audit issues are present
ed. 

e. The auditor will respond timely to customer requests to evaluate contractor submis
sions showing actions taken to improve financial condition. The auditor should communi-
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cate the results of these evaluations timely, in writing, to the customer. The written com
munication should be a follow-up report. 

f. Draft audit reports on major contractors that contain an unfavorable or adverse opin
ion should be forwarded through the regional office to Headquarters, ATTN: PPD. for 
review prior to report issuance. 

g. Financial capability audit reports will normally be addressed to the ACO. However, 
those financial capability audits requested by DFAS will normally be addressed to DFAS 
with a copy sent to the DCAA Financial Advisor at DFAS Columbus and the ACO. 

h. Audit reports issued at the parent or corporate office will be provided to FAOs cog
nizant of the divisions, subsidiaries, and segments. In addition, this information should be 
forwarded to the cognizant contract audit coordinator (CAC) or group audit coordinator 
(GAC), as applicable. 

DCAA Contract Audit Manual 



February 2, 2016 1473 
Figure 14-3-1 

Figure 14-3-1
 
Financial Capability Reporting Decision Flowchart
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Figure 14-3-2
 
Summary of Reporting Considerations for Financial Capability Reports for DFAS
 

Installment Agreements
 

Financial 
Condition Ability to Make Payment Report Comments 

Acceptable Can make lump sum pay
ment without adversely af
fecting acceptable financial 
condition 

Recommend DFAS discuss with the 
contractor the possibility of making the 
total lump sum payment with available 
funds as an alternative to obtaining an 
installment agreement with DFAS. 

Acceptable Can make installment pay
ments without adversely 
affecting acceptable finan
cial condition 

Contractor should have the financial 
resources to make the proposed install
ment payments. 

The report should recommend that the 
contractor be required to submit future 
annual financial statements and 12 
month cash flow forecasts covering the 
life of the installment agreement to 
DFAS and the contracting officer. 

Unfavorable Can make installment pay
ments without further ad
versely affecting unfavora
ble financial condition, as 
long as extraordinary actions 
are taken 

Contractor may have difficulty making 
the proposed installment payments, but 
should be able to make repayment if 
extraordinary management actions are 
taken. 

The report should include a recommen
dation that the contractor be required to 
submit future annual financial statements 
and 12 month cash flow forecasts cover
ing the life of the installment agreement 
to DFAS and the contracting officer. 

The report should include a recommen
dation that the contractor be required to 
submit periodic status reports covering 
the contractor’s plans for mitigating the 
unfavorable financial conditions (CAM 
14-306b.(1)). 
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Financial 
Condition Ability to Make Payment Report Comments 

Adverse Substantial doubt that con
tractor can make installment 
payments 

Contractor does not have the financial 
resources to make the proposed install
ment payments. (In these instances, 
DFAS will normally request immediate 
full payment of the debt amount.) 

The report should include a recommen
dation that action be taken to protect the 
Government’s interests. The report 
should also include a recommendation 
that the contractor be required to submit 
a status report monthly (until the adverse 
conditions are corrected) which covers 
the contractor’s plans for and progress 
towards mitigating the adverse condi
tions (CAM 14-306b.(2)). 
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Figure 14-3-3
 
Decision Table
 

Performing Financial Condition Risk Assessments and
 
Financial Capability Audits at Parent and Subsidiary Locations
 

Scenario 
Who signs 
contract? 

Access to 
Parent 

Incurred Cost 
Performed at 

Parent 

Parent 
guaranty 

Cash 
sweep 

Location to Perform 
Risk Assessment 

and/or Audit 

1 Parent 
 
 

 
 Parent 

2 Parent 
 
 

 
 

 
 Parent 

3 Subsidiary Subsidiary 

4 Subsidiary 

 
 
 

Subsidiary and ab
breviated review at 

parent using publicly 
available data. Ac
cess to non-public 

parent pursued based 
on risk. * 

5 Subsidiary  Same as Scenario 4 
above. 

6 Subsidiary   Same as Scenario 4 
above. 

7 Subsidiary 
 
 

Parent and subsidi
ary. 

8 Subsidiary 
 
 

 
 

At parent since parent 
is guaranteeing sub

sidiary’s perfor
mance. 

9 Subsidiary 

 
 
 

 
 
 

At parent, because 
parent’s control of 
cash shifts subsidi
ary’s cash depend

ence to parent. 

10 Subsidiary    Same as Scenarios 8 
and 9 above. 

 Qualify the audit report for the lack of access to the non-publicly traded parent. 
Pursuit of access to records at the parent will be undertaken only if the parent is not 
publicly traded, total Government dollars at the subsidiary location(s) are signifi
cant, the parent sweeps cash or guarantees the subsidiary’s performance, and the 
auditor has indicators of potential financial distress of the parent. 
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14-400 Section 4 --- Contract Audits of Government Property Including Government 
Furnished Property (GFP) 

14-401 Introduction 

This section covers contract audit responsibilities in connection with Government-
owned property in the possession of contractors and subcontractors. It describes the vari
ous types of Government-furnished and contractor-acquired Government property, key 
contract regulations on such property, and the responsibilities of the Government property 
administrator. Related contract audit interests are divided into: 

(1) considerations regarding Government property that fall within the ongoing au
dits of incurred costs and price proposals, and 

(2) certain audits of Government property matters that are undertaken on specific 
request. 

14-402 Types of Government Property 

a. Government property in the possession of contractors may consist of: 
(1) property provided or leased to the contractor by the Government, and 
(2) property acquired by the contractor from other sources where upon acquisition 

title passes to the Government under terms of the contract. 
b. Government property is further classified by FAR 45.101 and DFARS 245.301 into 

the following categories: 
(1) equipment, 
(2) real property, 
(3) facilities, 
(4) Government production and research property, 
(5) material, 
(6) nonseverable property, and 
(7) agency-peculiar property, 
(8) mapping, charting, and geodesy (MC&G) property. 

c. Agency-peculiar property, as defined in FAR 45.301 and DFARS 245.301, may be 
furnished to contractors under a facilities contract, a supply or service contract containing 
the appropriate Government Property clause, or a special bailment agreement. 

14-403 Contract Regulations on Gov’t Property 

14-403.1 Basic FAR/DFARS References 

FAR Part 45/DFARS Part 245 contains the basic regulations regarding Government 
property in the possession of contractors. Both government and contractor responsibilities 
are set forth in this part. In addition, DoD 4161.2-M, DoD Manual for the Performance of 
Contract Property Administration, sets forth specific responsibilities of DoD personnel for 
the administration of Government property in the possession of the contractor. 
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14-403.2 DoD Policy on Furnishing Facilities 

It is DoD policy to rely on contractors to furnish, to the maximum extent possible, 
the facilities necessary to perform a Government contract. Facilities includes Govern
ment property used for production, maintenance, research, development, or testing. It 
does not include material, special test equipment, special tooling or agency-peculiar 
property. Facilities having an acquisition cost of less than $10,000 shall not be provided 
to contractors unless: 

(1) the contractor is operating a Government-owned plant on a cost-plus-fee ba
sis, 

(2) the contractor is performing onsite at Government installations, 
(3) the contractor is a nonprofit institution of higher education or other non

profit organization whose primary purpose is the conduct of scientific research, 
(4) the contractor is performing under a contract specifying that it may acquire or 

fabricate special tooling, special test equipment, and components thereof subsequent to 
obtaining the approval of the contracting officer, or 

(5) facilities are unavailable from other-than-Government sources. Facilities, as 
well as IPE and automatic data processing equipment, may be furnished to contractors 
as prescribed by FAR 45.302 and DFARS 245-302. 

14-403.3 Use of IPE on Commercial Work 

a. In conjunction with its use on Government contracts, commercial use of Industrial 
Plant Equipment (IPE) may be authorized by the contracting officer or contract provisions 
for no more than 25 percent of the total time available for both commercial and Govern
ment use during the contractor's normal work schedule. Commercial use in excess of 25 
percent must have the prior approval of an Assistant Secretary of the Military Service or, 
where applicable, the Defense Logistics Agency Director. In addition, the approval author
ity may also be delegated to the head of a contracting activity, provided the redelegation is 
approved by the Office of the Assistant Secretary of Defense, Production and Logistics, 
Production Resources (OASD (P&L)(PR)). 

b. When IPE items are no longer required for Government contracts, they will not be 
made available to the contractor solely for commercial use. 

14-404 Government Roles in Audit of Government Property 

14-404.1 Functions of the Gov’t Property Administrator 

a. A single property administrator is designated for all contracts involving Govern
ment property at each contractor location. He or she is the Government representative 
primarily responsible for property administration, including the surveillance of the con-
tractor's control of Government property. DoD 4161.2-M states procedures and tech
niques for the guidance of DoD personnel engaged in the administration of Government 
property in the possession of contractors. DoD 4161.2-M also provides guidance as to 
specific functional areas requiring consideration and surveillance by the property ad
ministrator. 
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b. As stated in DoD 4161.2-M, the property administrator is responsible for approving 
the contractor's property control system and for examining its actual application. In ac
complishing his or her duties, however, the property administrator is to recognize the 
responsibilities of other Government personnel and obtain their assistance when re
quired. 

14-404.2 Related Contract Audit Functions 

a. The contract auditor and the property administrator have certain related responsi
bilities for Government property in the possession of contractors. As a generalization, 
the contract auditor is primarily concerned with contractors' financial records and con
trols of Government property related to claimed or proposed contract costs and prices. 
The property administrator, on the other hand, is primarily concerned with contractors' 
property records and controls related to the physical existence, custody, maintenance, 
safeguard, usage, rental, and disposition of Government property. 

b. Since the auditor and the property administrator have a substantial common inter
est in the contractor's Government property records, discussions and close liaison are 
required to avoid unnecessary duplication and obtain optimum deployment of available 
Government personnel. The contract auditor will accept and make full use of the proper
ty administrator's review data and evaluation reports. Consistent with this use, the audi
tor will develop a program of nonduplicative audit steps designed to accomplish DCAA 
areas of responsibility. 

c. The auditor will be responsive to requests for assistance and advice to responsible 
Government activities on matters involving analyses of the contractor's financial books 
and records pertaining to Government property. 

d. Contractor operations are audited on a comprehensive basis by purpose. The 
auditor will not perform a separate or special audit of property under an individual 
contract solely to permit the retirement of the contract files and records by procurement 
or contract administration offices. There is no requirement for an audit of the 
contractor's Government property records by the contract auditor as a prerequisite to the 
retirement of the property administrator's contract files and records. 

14-404.3 Internal Audit Functions 

The DoD internal audit organizations are responsible for auditing the property ad
ministrator's activities and for evaluating the system of Government property admin
istration. Policies governing relationships with these organizations, including those con
cerning requests to assist them in these kinds of reviews, are stated in 1-400. 

14-405 Contract Audit Objectives and Procedures 

The following audit objectives and procedures regarding Government property apply 
at contractor locations where audits of incurred costs are performed on a recurring basis. 
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14-405.1 Preliminary Planning Steps 

The DCAA auditor should ascertain whether the contractor's Government property 
accounting and control system has the current approval of the property administrator. 
Review the property administrator's approval report and obtain copies of 

(1) the contractor's property accounting procedures manual, 
(2) reports of the property administrator's surveillance of the property, and 
(3) the internal audit reports issued by Government and contractor personnel. 

This information should be used by the auditor in making an initial assessment of the 
extent of reliance to be placed on existing property controls and procedures and the ex
tent of transaction testing to be undertaken. 

14-405.2 Audit Programs for Material Costs 

Contractors normally use the same procurement practices and material control sys
tems for both Government-owned and contractor-owned materials. The audit functions 
for Government materials will, therefore, be integrated to the maximum extent with the 
overall audit of incurred material costs. The audit programs developed in accordance 
with the guidance contained in Chapter 6 will be used for the evaluation of those aspects 
of Government property activities which are the responsibility of DCAA. 

14-405.3 Testing of Purchase Costs 

The auditor will determine whether recorded purchase costs are properly claimed for 
reimbursement by the contractor by testing purchases of contractor-acquired Govern
ment property (facilities, materials, special tooling, and special test equipment) to see if 
the property was: 

(1) required for contract performance, 
(2) properly classified and acquired with the proper contractual authority, 
(3) bought in reasonable quantities at prudent prices, and 
(4) received, inspected, and entered accurately in the contractor's accounting rec

ords. 
Consider the guidance in 14-600 relative to the evaluation of the contractor's capital 
asset acquisition program and Selected Areas of Cost guidebook, Chapter 9 on capital 
items as contract costs. 

14-405.4 Evaluation of Material Handling and Usage 

The evaluation of the contractor's stockage, issuance, and usage of Government ma
terial is the primary responsibility of the property administrator. The evaluation of these 
same functions for contractor-owned material used in performing Government contracts 
is the primary responsibility of the contract auditor. In those cases where the contractor 
uses the same system, procedures, and personnel for contractor-owned and Government-
owned material, the auditor may test the effectiveness of each of these functions on a 
comprehensive basis by selecting transactions without distinction as to material owner
ship (see 6-300). The results of these tests may be applied to the functions as a whole. 
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14-405.5 Final Voucher Evaluation Memorandum or Incurred Cost Audit Reports 

Prior to the issuance of a final voucher evaluation memorandum or development of a 
Cumulative Allowable Cost Worksheet on each cost-reimbursement type contract or 
subcontract, the auditor will review the contract to determine if potential credits may 
result from the disposition of Government property. If necessary, coordinate with the 
property administrator as to whether there are any credits relating to the quantity, condi
tion, use and/or disposition of Government property that are to be applied to the total 
cost of contract performance. The auditor will use the information in preparing the final 
voucher evaluation memorandum or Cumulative Allowable Cost Worksheet. 

14-405.6 Evaluation of Residual Materials and Intercontract Transfers 

a. Transfers of Government materials between contracts and the disposition of resid
ual inventories should be carefully evaluated. The contract auditor should assure that 
intercontract transfers of inventory and related costs comply with FAR 31.205-26 for 
inventory and costing purposes. 

b. Audit recommendations for adjustments to contract cost, price, or fee should be 
considered: 

(1) when residual materials from completed cost-reimbursement type contracts 
are transferred to follow-on incentive type contracts on a no-cost basis and such use was 
not anticipated, or 

(2) when amounts of Government material authorized for use under the contract 
are changed significantly without any related contract price or fee adjustment. 

14-405.7 Evaluation of Physical Controls 

The evaluation of physical control of recorded Government property, both Govern-
ment-furnished and contractor- acquired, is primarily the responsibility of the property 
administrator. The auditor will, however, be alert to any unauthorized or improper use 
of these items or to the existence of idle equipment. Such disclosures may arise from 
labor floor checks, physical inventory observations, plant perambulations, or other nor
mally performed contract audit procedures. Where extensive repairs or maintenance 
activities are observed, the auditor will coordinate with technical personnel, as required, 
to determine whether such practices are necessary and result in reasonable costs to the 
Government. 

14-405.8 Allocation of Depreciation and Rental Charges 

a. Contractor-owned and Government-owned facilities and equipment may be used 
in a single cost center which performs Government and commercial work. In these cas
es, the contract auditor should carefully review the allocation of depreciation costs to 
Government and commercial work to ensure that it is equitable. If, for example, the 
Government-owned equipment is used wholly on Government work on a no-charge 
basis, and other similar items of contractor-owned equipment are used for commercial 
work, it may be proper to charge all the depreciation costs on such equipment to the 
commercial work. 

DCAA Contract Audit Manual 



1482 February 2, 2016 
14-406 

b. Rental expense for use of Government-owned equipment and facilities on com
mercial work as authorized in the contract should normally be charged to such commer
cial work rather than be included as part of overhead allocated to both government and 
commercial work. 

14-405.9 Use of Gov’t Property on FMS 

Prior to February 1, 1991, when authorized in the contract, rental expense for use of 
Government-owned equipment and facilities on foreign military sales (FMS) contracts 
were normally charged to such work. On February 1, 1991, DFARS 245.4 was changed 
to permit rent-free use of U.S. Government property on FMS contracts. In accordance 
with Public Law 101-165, the change was made retroactive to November 21, 1989. Be
cause of the retroactive application of the policy, FMS contracts issued between No
vember 21, 1989 and February 1, 1991 may have been overcharged. However, reim
bursements for such overcharges are limited to the amount of rental use charge 
contained in the affected "Letter of Agreements" and must be approved by the contract
ing officer. 

14-406 Government Property Audits Upon Specific Request 

14-406.1 Audit of Contractor Reports on Gov’t Property 

The contractor is required by FAR 45.505/DFARS 245.505, to prepare and submit 
financial reports on the amount of Government-owned facilities and Government mate
rial in its possession. The auditor will evaluate these reports if specifically requested to 
by the contracting officer or property administrator. 

14-406.2 Audit of Rental Charges for Use of Gov’t Property 

The Director, Defense Procurement, Acquisition Policy, and Strategic Sourcing 
(DPAPSS) issued a DoD Class Deviation on Use and Charges Clause. The class devia
tion is effective from September 6, 1996 through September 30, 1999, or until FAR Part 
45 is revised to include these provisions, whichever occurs first. The detailed guidance 
can be found at 14-4S1. The deviation clause, guidance, and prescribed language is to 
be used in lieu of the clause at FAR 52.245-9 and its guidance and prescribed language 
at 45.202-1, 45.205(c), 45.302-6(c), and 45.403(a) and (b). 

The clause makes the time property is actually used for commercial purposes the 
rental basis. This permits contractors to: 

(1) obtain property appraisals from independent appraisers, and 
(2) use appraisal-based rentals for all property. 

This allows contracting officers to consider alternate bases for determining rentals. The 
rental policy changes are intended to encourage dual use of Government property. The 
guidance noted should be substituted where applicable below. 

a. The monthly percentage rental rates for the facilities and equipment (including 
IPE) furnished a contractor are set forth in the Use and Charges Clause (FAR 52.245-9) 
in the contract. The rates apply to the acquisition costs of the facilities and equipment, 
plus the cost of transportation to and installation in the contractor's plant, if such costs 
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are borne by the Government. The contractor may, however, be authorized by the con
tract or by the contracting officer, in writing, to use the facilities and equipment on a no-
fee basis for specific contracts, subcontracts, or other work. If any item is used during a 
rental period without authorization, the contractor is liable for the full period rental for 
such item without any credit for no-fee use. The Secretary concerned, however, may 
waive, in writing, the contractor's liability for such unauthorized use if he or she deter
mines that circumstances would justify the waiver. 

b. After the close of each rental period, the contractor submits to the contracting 
officer a written statement of use made of the facilities and equipment and the rental due 
the Government. The rental amount is reduced by a credit for no-fee usage during the 
rental period. The credit is computed by multiplying the full rental rate by a fraction in 
which the numerator is the amount of no-charge usage and the denominator is the total 
amount of usage during the rental period. The unit used in determining usage will be 
direct labor hours, sales, hours of use or any other equitable basis approved by the con
tracting officer. 

c. The DCAA auditor will be responsive to specific requests from the contracting 
officer for the audit of contractor's rental statements. Generally, such requests will relate 
to the verification of: 

 the basis of the rental computation, and 
 the propriety of the procedures for controlling, recording, and reporting usage in 

accordance with contract provisions. 
In accomplishing the requested audit, the results of facilities utilization reviews made by 
the property administrator will be appropriately used. 

(1) A determination of proper rental amounts requires audit consideration of a 
variety of factors incorporated in facility agreements, including the proper base. The 
rates applied to base costs are set forth in the contract clause set forth in FAR 52.245-9. 
The auditor should determine that all facilities acquisition costs are in the base including 
leasehold improvements for which the Government holds title. 

(2) The auditor should assure that the unit used to determine facilities utilization 
is equitable. The unit used should be representative of the actual facilities utilization, 
regardless of whether the usage is rent-free. Rent-free facilities should not be excluded 
from the base and included in computing the credit for rent-free usage. 

14-406.3 Gov’t Property Audits at Other Locations 

At contractor locations where incurred costs are not performed on a recurring basis, the 
DCAA auditor will audit Government property only upon the specific request received 
from the contracting officer or the internal auditor. Such audit assistance would relate to 
Government property areas similar to those outlined in 14-405 above. Where a large num
ber of such requests are received and performance would have an impact upon accom
plishing other audit workload, guidance will be requested from Headquarters. 

14-407 Audit Discussions 

Deficiencies or unsatisfactory conditions disclosed by the auditor should be discussed 
with the contractor to the extent necessary to assure the validity of the findings. Further, 
any adverse conclusions or recommendations for changes in the contractor's property pro-
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cedures and controls will be discussed with the property administrator and included in the 
report to the administrative contracting officer. 

14-408 Audit Reports on Gov’t Property 

a. Findings and recommendations relating to Government property will be reported as 
appropriate in system survey reports, audit reports on individual contracts, and in reports 
on significant functional areas. 

b. Deficiencies requiring immediate attention and findings on significant functional 
areas involving Government property should be reported promptly in a separate report to 
the administrative contracting officer, with a copy to the property administrator. 

c. Audit reports in response to specific requests from the administrative contracting 
officer or internal auditors will be addressed to the requesting office. 

d. Where the property administrator requests DCAA assistance on a specific matter or 
problem, the response will be addressed to the property administrator, with a copy to the 
administrative contracting officer. 
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14-4S1 Supplement --- FAR 52.245-9 

52.245-9 Use and Charges (Deviation)
 
Use the following clause when Government property and real property is to be used for
 
commercial purposes:
 

USE AND CHARGES (APR 1984) (DEVIATION)
 

(a) Definitions. 
As used in this clause-

Acquisition cost means the acquisition cost recorded in the Contractor's property control 
system or, in the absence of such record, the value attributed by the Government to a Gov
ernment property item for purposes of determining a reasonable rental charge. 

Government property means property owned or leased by the Government. 

Real property means land and rights in land, ground improvements, utility distribution 
systems, and buildings and other structures. It does not include foundations and other 
work necessary for installing special tooling, special test equipment, or equipment. 

Rental period means the calendar period during which Government property is made 
available for commercial purposes. 

Rental time means the number of hours, to the nearest whole hour, rented property is actu
ally used for commercial purposes. It includes time to set up the property for such purpos
es, perform required maintenance, and restore the property to its condition prior to rental 
(less normal wear and tear). 

(b) General. 

(1) Rental requests must be submitted to the administrative Contracting Officer, 
identify the property for which rental is requested, propose a rental period, and calculate 
an estimated rental charge by using the Contractor's best estimate of rental time in the 
formulae described in paragraph (c) of this clause. 

(2) The Contractor shall not use Government property for commercial purposes, 
including Independent Research and Development, until a rental charge for real property, 
or estimated rental charge for other property, is agreed upon. Rented property shall be 
used only on a non-interference basis. 
(c) Rental charge. 

(1) Real property and associated fixtures. 

(i) The Contractor shall obtain, at its expense, a property appraisal from an inde
pendent licensed, accredited, or certified appraiser that computes a monthly, daily, or 
hourly rental rate for comparable commercial property. The appraisal may be used to 
compute rentals under this clause throughout its effective period or, if an effective period 
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is not stated in the appraisal, for one year following the date the appraisal was performed. 
The Contractor shall submit the appraisal to the administrative Contracting Officer at least 
30 days prior to the date the property is needed for commercial use. Except as provided in 
paragraph (c)(1)(iii) of this clause, the administrative Contracting Officer shall use the 
appraisal rental rate to determine a reasonable rental charge. 

(ii) Rental charges shall be determined by multiplying the rental time by the apprais
al rental rate expressed as a rate per hour. Monthly or daily appraisal rental rates shall be 
divided by 720 or 24, respectively, to determine an hourly rental rate. 

(iii) When the administrative Contracting Officer has reason to believe the appraisal 
rental rate is not reasonable, he or she shall promptly notify the Contractor and provide his 
or her rationale. The parties may agree on an alternate means for computing a reasonable 
rental charge. 

(2) Other Government property. The Contractor may elect to calculate the final rent
al charge using the appraisal method described in paragraph (c)(1)of this clause subject to 
the constraints therein or the following formula in which rental time shall be expressed in 
increments of not less than one hour with portions of hours rounded to the next higher 
hour-

Rental charge = (Rental Time in hours)(.02 per hour)(Acquisition Cost) 
720 hours per month 

(3) Alternate methodology. The Contractor may request consideration of an alternate 
basis for computing the rental charge if it considers the monthly rental rate or a time-based 
rental unreasonable or impractical. 

(d) Rental payments. 

(1) Rent is due at the time and place specified by the Contracting Officer. If a time is 
not specified, the rental is due 60 days following completion of the rental period. The 
Contractor shall calculate the rental due, and furnish records or other supporting data in 
sufficient detail to permit the administrative Contracting Officer to verify the rental time 
and computation. Unless otherwise permitted by law, payment shall be made by check 
payable to the Treasurer of the United States and sent to the contract administration office 
identified in this contract or by electronic funds transfer to that office. 

(2) Interest will be charged if payment is not made by the specified payment date or, 
in the absence of a specified date, the 61st day following completion of the rental period. 
Interest will accrue at the "Renegotiation Board Interest Rate" (published in the Federal 
Register semiannually on or about January lst and July lst) for the period in which the rent 
is due. 
(3) The Government's acceptance of any rental payment under this clause, in whole 
or in part, shall not be construed as a waiver or relinquishment of any rights it may have 
against the Contractor stemming from the Contractor's unauthorized use of Government 
property or any other failure to perform this contract according-to its terms. 
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(e) Use revocation. At any time during the rental period, the Government may re
voke commercial use authorization and require the Contractor, at the Contractor's expense, 
to return the property to the Government, restore the property to its pre-rental condition 
(less normal wear and tear), or both. 

(f) Unauthorized Use. The unauthorized use of Government property can subject a 
person to fines, imprisonment, or both, under 18 U.S.C. 641. 

(End of clause) 
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14-500 Section 5 --- Operations Audits 

14-501 Introduction 

This section provides guidance on the audit of operations of major contractors. Addi
tional assistance may be obtained from the Special Programs Branch of the Technical Au
dit Services Division (OTS). OTS maintains a database of positive operations audit find
ings titled Operations Audit Summary Information System (OASIS). A synopsis of the 
reported audit findings in a selected area may be obtained from OTS. 

14-502 Audit of Operations of Major Contractors 

14-502.1 Audit Plan 

When evaluation of the factors influencing the extent and scope of the audit effort (3
204) discloses that the Government has a significant interest in a contractor's operation at 
any major organizational level, the audit plan should provide for continuous auditing of 
related areas of the contractor's management system. The audit plan should be developed 
in a manner to permit the timely accumulation and reporting of information in areas of 
cost that have managerial significance and will contribute to a more economical and effi
cient operation. It should be sufficiently comprehensive to accord broad coverage of the 
contractor's complete operations as they affect performance of Government contracts. 

14-502.2 Audit Approach 

a. That portion of a contractor's cost representations which indicate actual experience, 
generally is taken from the contractor's books of accounts which are the end product of the 
accounting system element of its internal control structure. The cost so recorded reflects 
the results of management policies and decisions and the degree of control exercised over 
operations and expenditures. On the principle that the whole equals the sum of its parts, it 
follows that data taken from books of account and other records may be accepted based on 
minimum or reduced verification and testing if costs and financial data are based on: 

(1) prudent management policies and decisions, 
(2) an efficient organization reflecting effective management control over opera

tions, and 
(3) a sound and reliable system of accumulating accounting and financial data. 

b. Predicated on this principle, the total audit concept places major emphasis on the 
degree of prudence exercised by management in establishing policies and making man
agement decisions, methods of controlling costs, and the extent of reliance that can be 
placed on the accounting information and other financial data. 

14-502.3 Audit Program (Operations Audit) 

a. A basic requirement in the development of the audit program is an evaluation of 
the contractor's overall organization chart, the management policies, procedures, and 
controls developed for operations, and the accounting system and other records de
signed to control, record, and measure the results of operations. Typical areas of cover
age are presented in Chapters 6 and 9, e.g. purchasing and subcontracting, bid estimat-
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ing procedures, employee utilization, and indirect cost audits. From knowledge and un
derstanding obtained from the evaluations, auditing procedures should be developed in 
such manner to provide a basis for repeated evaluations of the operations related to the 
overall plan and operations of the organization. 

b. The audit program should be sectionalized to cover specific functions or areas of the 
contractor's operations and the various phases of the system as they relate to the 
accumulation and recording of accounting, financial, and other management data. The 
auditing procedures to be applied under each of the sectionalized portions of the audit 
program should be logically arranged to enable an evaluation and reporting of the 
conditions found for each of the areas programmed. 

14-503 Planning Considerations 

a. The audit plan for major contractor operations is primarily designed to seek out and 
identify those areas where the contractor's practices are wasteful, careless, inefficient and 
result or may result in unreasonable costs and unsatisfactory conditions in performing 
Government contracts; and to report such matters to those responsible for taking action to 
correct or improve the condition. 

b. FAR 31.201-3 defines ""reasonable'' as it applies to the cost of performance of Gov
ernment contracts. The responsibility placed upon the auditor to disclose unreasonable 
costs requires serious consideration and a clear understanding of the internal operations of 
the business, and the practices of the industry as a whole. The auditor should keep in mind 
that the interest of the contractor may not be compatible with the interest of the Govern
ment. For example, from the contractor's viewpoint it may be more prudent for the con
tractor to rent rather than purchase an item of equipment even if the action results in great
er contract cost. 

c. The auditing procedures need to be designed and applied in such a way as to provide 
the auditor with full knowledge of the methods by which the contractor controls its pro
duction and research; the bases for the contractor's make-or-buy decisions, including deci
sions relating to the specific components entering into the end item, and the acquisition of 
facilities and production equipment; the manner in which employees are recruited and in 
which materials are acquired; whether or not the employees and materials and facilities are 
effectively utilized; and what constitutes a reasonable level of expense. In short, the audi
tor should be in a position to know that expenses are necessary, that business practices are 
sound, and that actions are prudent and in line with established practices. Therefore, the 
auditor should be completely familiar with the basis upon which the management deci
sions are made by the contractor. 

d. In terms of an audit technique, this approach must be geared to inquire into those 
management and operational decisions which affect the nature and level of costs being 
proposed and incurred under Government contracts. The knowledge gained forms the 
basis for constructive recommendations to improve the contractor's internal control 
structure and the economy and efficiency of contractor operations. 

e. A procurement agency's special interest in certain areas of the contractor's operations 
should be considered in audit planning (see 3-204 and 4-103). 
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14-504 Cost Avoidance Recommendations Resulting From Operations Audits 

a. The report should include cost avoidance recommendations, regardless of whether 
the contractor is in agreement with the audit results. When the auditor identifies 
opportunities for the contractor to reduce costs, the cost impact of any recommendation is 
reportable if it is measureable using a realistic estimate. The cost avoidance amount is a 
conservative estimate of the savings achievable for a period of at least 12 months and no 
more than six years, after implementation of the recommendations. Compute the cost 
avoidance in a reasonable manner considering all offset costs. Offset costs include all 
direct or indirect costs required to implement the action that would result in the cost 
avoidance. Audit recommendations may result in a one-time savings, savings over the life 
of a particular program or piece of equipment, or a savings that would recur annually for 
an indefinite period of time. 

b. The value of cost avoidance recommendations represents the difference between the 
cost of current procedures or expenditures and the cost of recommended practices, proce
dures, or expenditures. The starting point would be current year costs and any future peri
ods where the auditor can determine a reasonable basis to estimate for the future cost 
avoidance up to a total of six years. Auditors should consider the guidance at CAM 5-507 
and 5-508, which provides information on the types of budgetary documentation that the 
auditor should expect to be provided by larger contractors in support of business base 
forecasts. Compute the gross savings amount based on the contractor’s total operations 
and then prorate based on the percentage of total Government sales (this includes fixed 
price and flexibly priced contracts as well as subcontracts). Deduct implementation and 
installation costs from the total contractor savings prior to prorating savings to all Gov
ernment contracts/subcontracts and clearly show them in the audit report. 

c. Some audit recommendations produce only a one-time savings. For example, if a 
contractor were going to demolish a building at a cost of $2 million and instead an opera
tions audit recommended selling the property, then the $2 million not spent on demolition 
would represent a one-time savings. There are also instances when a one-time manage
ment action would result in savings affecting several identifiable fiscal years, such as can
celing plans to acquire major items of equipment over a number of years, leasing rather 
than purchasing equipment, or recommendations associated with a specific program that 
has a clearly defined end date. For example, if a labor utilization audit was performed on a 
specific program that was going to end in three years, then it is logical to recognize cost 
avoidance over those three years. However, it would be incumbent upon the auditor to 
determine that labor will remain constant over those three years. If, as the program comes 
to a close, labor were projected to decline, then projected cost avoidance would also de
cline in the same proportion. 

d. Certain recommendations result in recurring annual savings that continue for an 
indefinite period of time such as utility audits. For example, if an operations audit recom
mended changes in the heating and air conditioning controls at a contractor facility that 
would result in energy savings of $1 million annually, then those savings could be recog
nized over six years since they will be realized continuously once corrective actions have 
been implemented. In these situations, it would also be incumbent on the auditor to con
sider whether over the next six years the business base (government share) will remain 
constant. If changes in the workload are significant over the six-year period, then utility 
consumption may deviate significantly and the cost savings should consider the changes. 

DCAA Contract Audit Manual 



February 2, 2016 1491 
14-505 

Any projection of cost avoidance must consider future workload as it relates to that cost 
savings. A simplistic example of this is as follows: 

(1) We performed a utility operations audit at a contractor. The auditor has re
viewed the forward pricing rate information and budgetary data and has determined that 
the business base including government participation will remain constant over the next 
six years. The operations audit determined that implementation of certain changes in the 
heating and air controls would realize an annual savings of $2 million. The cost of imple
mentation is $1 million. Therefore, the report should include $11 million as the cost 
avoidance calculated as follows: 

Year Savings 
1 $1 million 
2 $2 million 
3 $2 million 
4 $2 million 
5 $2 million 
6 $2 million 

Total $11 million 

(2) The first year savings is the annual $2 million of savings less the $1 million 
offset for implementation costs. The audit report would show cost avoidance of $11 mil
lion as well as in DMIS. In six months to a year, perform a follow-up audit to verify im
plementation of the contractor’s corrective actions, actual savings realized, and the ex
pected continuation of a stable business base. Based on the follow-up, the auditor will 
disposition in DMIS the original audit’s reported net savings over the full six-year period. 
In this case, the follow-up audit validated the cost avoidance as calculated in the initial 
audit. 

14-505 Conferences and Reports on Operations Audits 

a. See 4-300 for guidance on entrance, interim, and exit conferences with the contrac
tor. 

b. Promptly after completing each operations audit, prepare and distribute a report in 
accordance with 10-400, regardless of findings. Shell reports are available for all opera
tions audit assignment codes except follow-up audits. 

c. Issue a follow-up report when the contractor agreed to take corrective action on re
ported cost avoidance but has taken an unusually long time (six months or more) without 
any effective action. The follow-up report should recommend that the ACO make further 
efforts to obtain the needed contractor corrective action(s). If there is a pattern of contrac
tor failure to take corrective action in such cases, emphasize this fact in the report. 

d. Also include the impact of cost avoidance recommendations as questioned costs in 
reports on audits of price proposals in accordance with the criteria in 9-308. 
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14-506 Sharing of Operations Audit Results, Research and Training using OASIS 

a. The performance of operations audits is significantly enhanced by effective commu
nication among FAOs and regional audit staff (e.g., exchanging various audit approaches 
and findings, and sharing research and training). 

(1) The Operations Audits Summary Information System (OASIS) provides an 
effective and immediate way of sharing and disseminating operations audit programs, 
findings, research, and new training via the DCAA Intranet. 

(2) DCAA Headquarters’ OTS oversees the OASIS system with the assistance of 
OTST personnel. OTST reviews and approves materials submitted for OASIS and sends 
them to the webmaster for uploading to OASIS. OTST will coordinate with the submitting 
office if the material is deemed unsuitable for posting or clarification is needed. 

(3) DCAA personnel may request access to OASIS through their RS, who will for
ward the request to OTST at the e-mail address DCAA-TSC-OA@dcaa.mil. HQ personnel 
may request access directly through this same email address. 

b. DCAA auditors should review OASIS before starting a new operations audit as
signment, developing OA training materials or conducting OA research. 

c. DCAA auditors will e-mail the audit program, audit report, and a synopsis of the 
audit to the DCAA-TSC-OA mailbox for all operations audit reports with positive find
ings (unique negative audit reports may be provided). The synopsis of the major audit 
areas covered in the audit should be prepared using the format in Figure 14-5-1. An exam
ple is shown in Figure 14-5-2. 

d. Additionally, DCAA auditors will e-mail relevant new research material and train
ing presentations to the DCAA-TSC-OA mailbox as soon as possible. Research infor
mation includes consultant studies, consultant reports, implementation guides, pamphlets, 
vendor presentations (if not restricted by copyright), etc., as well as helpful World Wide 
Web addresses. 
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Figure 14-5-1

Synopsis Format
 

SYNOPSIS OF OPERATIONS AUDIT FINDINGS (describe each finding separately) 

INDUSTRY: Identify the type of industry such as shipbuilding, aircraft, electronics, space
and missile systems, etc. 

MAJOR AUDIT AREA: Identify the functional area of the contractor’s operation in
which the audit was performed. The subtitle identified the type of findings or specific
condition disclosed. 

INDICATOR: Identify the initial data evaluated, tests performed, or observations made
that alerted the auditor to the problem. Multiple items should be written in a list format. 

AUDIT APPROACH: Identify the detailed steps, methods, techniques, comparisons, and
criteria used to fully develop and support the audit findings. Multiple items should be writ
ten in a list format. 

CONCLUSION AND RECOMMENDATION: Identify the auditor’s conclusion, the cost
impact on the contractor’s operations, and the recommended corrective action. Multiple
items should be written in a list format. 

CONTRACTOR’S REACTION: Identify the contractor’s response to the audit recom
mendations. Multiple items should be written in a list format. 

DCAA Contract Audit Manual 



1494 February 2, 2016 
Figure 14-5-2 

Figure 14-5-2

Example of Synopsis
 

SYNOPSIS OF OPERATIONS AUDIT FINDINGS 

INDUSTRY: Electronics 

MAJOR AUDIT AREAS: Direct Production Labor and Related Supervision Overtime
Controls 

INDICATOR: The contractor consistently incurred high levels of overtime as a percent of
straight-time hours. The internal control is weak in that no written procedures exist to pre
clude employees from working prolonged and uninterrupted periods of overtime. 

AUDIT APPROACH: The audit approach included: 

1. Random sampling of employees over an eight-week period to obtain a repre
sentative pattern of incurred overtime. 

2. Comparing the sampled incurred overtime to a study on the productivity of
overtime labor. The study was performed by Don Fuller and published by the In
dustrial Education Institute. 

CONCLUSION AND RECOMMENDATION: The audit concluded that 48.8 percent of
the sampled workers’ overtime hours were nonproductive. The nonproductive overtime
cost is estimated to be $1.34 million annually. 

CONTRACTOR’S REACTION: The contractor concurred with the DCAA recommenda
tion. 
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14-600 Section 6 --- Audit of Contractor Capital Investment Projects 

14-601 Introduction 

This section provides guidance for auditing the planning, budgeting, implementation 
and benefits evaluation of contractor capital investment projects. 

14-602 General 

a. Contractors have a responsibility to maintain their competitiveness and increase 
productivity through the efficient management of capital investment. 

b. The capital budgeting process often involves long-term planning decisions for 
capital investments. The auditor, in conjunction with other members of the procurement 
team, has an excellent opportunity to assess these management decisions. In performing 
an operations audit of the contractor's capital investment program, the auditor should 
identify capital utilization and investment opportunities which may ultimately benefit 
the Government. Recommendations to contractor representatives and administrative 
contracting officers (ACOs) should emphasize the cost avoidance aspects of capital 
investments and look for fast-pay-back opportunities (capital investments which pro
duce cost benefits equal to the original cash outlay over the shortest time frame); how
ever, non-financial benefits such as improved quality, mobilization capability, and en
hanced competitiveness should not be overlooked. For purposes of this section, a 
contractor's capital investment program includes areas such as make-or-buy decisions, 
ADPE acquisitions/leasing, equipment and building acquisitions/leasing, relocations, 
plant reorganizations and high cost research and test equipment, etc. Recommendations 
resulting from an operations audit of the contractor's capital investment program may be 
of particular value in the performance of special procurement studies, such as Should 
Cost Audits, since they often require audit of the contractor's capital investment pro
gram to insure that alternate manufacturing methods, equipment and procedures have 
been adequately considered for the specific procurement under consideration. 

c. Contractor capital expenditures involve resource commitments which, in many 
instances, are irreversible. Therefore, it is essential that the contractor's capital investment 
policies and procedures provide management with prompt and comprehensive information 
on investment decisions. A reliable, logical and documented method of evaluation should 
be established by the contractor to ensure that broad company objectives are being 
considered and the proposed capital expenditures are prioritized. Contractor decisions in 
this regard are affected by a myriad of factors, some of which may not result in the most 
equitable treatment of Government work. For example, due to limitations on funds 
available for capital investments, the contractor might be required to choose between 
purchasing a piece of equipment for a commercial division or for a division working 
primarily on Government cost reimbursement type contracts. The contractor will 
undoubtedly attempt to produce increased profits and cash flow. Since the contractor will 
continue to recover its incurred costs in the Government division, it may be less inclined 
to increase the efficiency of that division. Thus, priorities should be audited carefully to 
ensure that the Government is afforded the benefit of the most economical and efficient 
capital investment options available to the contractor. 

d. The contractor's written procedures for a capital investment program should provide 
for the following: 
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(1) A well-defined organization with established decision authority and responsi
bility for aggressively pursuing capital investment opportunities which will improve the 
efficiency of operations, affect long-term economies, and make timely identification and 
replacement of deteriorated and obsolete items. 

(2) A systematic approach for auditing processes, organizations and methods, 
affecting improvements and detecting deteriorated, obsolete, and underutilized items. 

(3) A standard procedure for identification of potential capital budgeting projects, 
estimation of project benefits and costs, evaluation of proposed projects, and develop
ment of the capital expenditure budget based on project acceptance criteria. 

(4) A documented review and approval process which assures that the assump
tions are correct, all relevant factors have been considered, and proposals are consistent 
with organization objectives. 

(5) A systematic follow-up to insure that project implementation is prompt and 
within estimated costs. 

(6) A system for tracking and comparing planned to actual benefits. 

14-603 Methods for Evaluating Capital Investment Proposals 

a. A capital investment evaluation system is necessary to ensure proposals are evalu
ated in light of organizational goals so that the most desirable investments are undertak
en. The financial attractiveness of capital investment proposals must be judged by com
paring the cost (investment) required with the benefit (increased revenues) expected. 

b. The methods commonly used to evaluate capital investment proposals are present
ed below. Depending on circumstances, some methods are preferred over others. Audi
tors should refer to managerial accounting and financial text books for detailed descrip
tions as to how these methods are applied and ensure that the method selected by the 
contractor is appropriate to the circumstances. 

14-603.1 Payback Method 

The payback method is the most widely used approach to capital investment. It 
measures the length of time required for the flow of cash benefits produced by the in
vestment to equal the original cash outlay, and is calculated by dividing the original cost 
by the annual cash savings. The resultant calculated payback period is usually compared 
to a predetermined payback period which is preferred by the company. This method is 
easy to use since it measures the project's desirability in terms of quick cash. However, 
it does not consider the time value of money or cash flows after the payback period. 

14-603.2 Accounting Rate of Return Method (ARR) 

The ARR method is frequently used. It evaluates a project by computing a rate of 
return on the investment using accounting measures of net income rather than cash flow, 
as used in all other evaluation methods. Annual project expenses are subtracted from 
annual revenues of the project; the resultant amount is divided by the project invest
ment. The project investment (investment base) may be the initial cost or the average 
investment for the life of the project. Since depreciation is used in determining income, 
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it is considered in this method. The ARR method is criticized because it totally ignores 
the timing of cash flows, the duration of cash flows and the time value of money. 

14-603.3 Payback Reciprocal 

This method is a simple way of estimating the internal rate of return. It is determined by 
dividing 1 by the payback period. It should be used only if cash flows are expected to be 
uniform and the life of the project is at least twice the payback period; otherwise the estimat
ed internal rate of return is very poor. 

14-603.4 Discounted Cash Flow Methods 

a. All discounted cash flow methods are based on the time value of money, meaning that 
an amount of money received now is worth more than an equal amount of money received in 
the future. For example, if money can be invested at 6 percent and $100 dollars is invested 
now, it will accumulate to $106 dollars by the end of one year ($100 + ($100 X .06)). Thus 
$100 dollars received today is worth more than $100 dollars received one year from today. 
The time value of money is a very important concept involving compound interest. 

b. To simplify the process of evaluating proposals using discounted cash flows, the as
sumption is often made that any cash flows or cost savings from a project occur at the end of 
an accounting period. Although the assumption is sometimes unrealistic, because a project 
may offer cash flows or cost savings throughout the year over its lifetime, the assumption 
simplifies calculations and allows the use of present value tables. The results obtained are 
usually close enough to those that might be obtained by more realistic estimates of the pre
cise timing of cash flows. 

c. Some technique for comparing present values is necessary. Accordingly, one of the 
discounted cash flow methods described below is preferred. However, the methods described 
above are acceptable provided substantially the same results are achieved. 

(1) Net Present Value Method (NPV). Under the NPV method, all cash inflows and 
outflows are discounted at a minimum acceptable rate of return, which is usually the firm's 
cost of capital. The NPV is the difference between the present value of the project cash in
flows and outflows discounted at the cost of capital. If the present value of cash inflows is 
greater than the present value of cash outflows, the project is acceptable. This method is 
simple to use and especially convenient for non-uniform cash flows since they are all dis
counted at the firm's cost of capital. 

(2) Internal Rate of Return (IRR). The IRR is the interest rate that discounts an in
vestment's future cash flows to the present so that the present value of those cash flows ex
actly equals the cost of the investment. It is not given; it must be computed. Once found, 
management can decide whether the rate is high enough to warrant acceptance of the project. 
Management must have a minimum acceptable rate of return in mind, below which projects 
are not acceptable. The IRR can be compared to the cost of capital which is typically ex
pressed as an interest rate; an IRR greater than the cost of capital should be considered fa
vorably by the contractor. The IRR method specifically addresses the time value of money 
and the timing of cash flows. Depreciation plays no role in the evaluation of projects. 

(3) Profitability Index (PI). Other things being equal, larger investment proposals 
yield larger net present values. The PI is the ratio of the present value of the cash inflows to 
the present value of the cash outflows (present value of cash inflows divided by the present 
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value of cash outflows) thereby providing a basis for comparison between projects of differ
ent sizes. The higher the profitability index, the more desirable the project in terms of return 
per dollar of investment. 

14-604 Audit Objectives 

The primary objectives of the audit are: 
(1) to ascertain that the contractor has a reliable, efficient and cost-effective capital 

asset acquisition/leasing program; 
(2) to report any significant deficiencies in the program or practices to responsible 

contractor and Government procurement representatives; and 
(3) recommend improvements. 

14-605 Audit Procedures 

The audit procedures below are not intended to be all inclusive. They are designed to 
help identify those contractor capital investment areas where improvements are needed. 
These procedures include steps to determine whether the contractor has the necessary pol
icies and procedures to identify and implement capital investments on a timely and cost-
effective basis. 

a. Review Board of Directors or other management level minutes for discussions on 
proposed and/or considered capital investments and ascertain rationale for acceptance or 
disapprovals. Be alert to circumstances where management may be so engrossed in im
proving the economy and efficiency of commercial segments that Government segments 
are not accorded adequate attention. 

b. Examine contractor budgets and forecasts for information on capital investment 
planning. 

c. Review budget committee minutes for proposed capital investments; ascertain com
pany rationale for selection, alternatives, or rejection of acquisitions. 

d. Scrutinize capital expenditures for equipment to be used primarily on Government 
contracts. Be alert for instances where capital equipment acquired for use on Government 
contracts is later transferred to a commercial division after the costs have been substantial
ly recovered over a relatively short period of time. 

e. Ascertain if the contractor's organization is staffed with personnel who have capital 
investment decision authority and responsibility. 

f. Evaluate the contractor's capital investment program to determine that it provides for 
a continuing input regarding existing asset utilization and new investment opportunities. 

g. Verify that there are established procedures for the preparation and documentation 
of economic analysis for all proposed capital investment projects. 

h. Evaluate the economic analysis of selected investment proposals using the methods 
described in 14-603. 

i. Determine if the contractor has performed studies to ascertain plant capability and 
whether consideration is given to making rather than buying, at less cost, if the contractor 
acquired additional equipment. 

j. Determine whether the contractor is reviewing selected items of machinery and 
equipment for excessive down time which may indicate a need for overhaul or replace
ment. 
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k. Assure that the contractor is reviewing circumstances leading to production bottle
necks from an obsolete equipment perspective. 

l. Ascertain if the contractor is reviewing large backlogs to assure that they do not re
sult from insufficient capital equipment to meet the current level of business activity. 

m. Determine whether the contractor is reviewing plant and equipment ledgers to estab
lish the age of existing equipment and the frequency of its replacement. 

n. Determine if the contractor is examining maintenance and repair costs for selected 
items of equipment and ascertain whether decisions are being made regarding the economy 
of continued repair as opposed to the long run economy of replacement. 

o. Determine if the contractor's procedures for identifying deteriorated or obsolete 
equipment are effective and that recommendations for replacement are appropriately carried 
out. 

p. Ascertain whether the contractor reviews usage records in order to determine if equip
ment is being fully utilized. Should extensive idleness exist, make certain the condition is 
noted for follow-up with the ACO/plant representative. A technical review should be re
quested to determine whether the equipment is excess to the contractor's needs. 

q. Review the contractor's system for evaluating scrap and rework accounts to assure that 
such costs are not a result of improper or inadequate capital equipment. 

r. Determine if the contractor is regularly reviewing procedures for controlling the han
dling of material, tools, and equipment to establish whether excessive losses may be averted 
by investment in an improved materials control system, e.g., counting devices, measuring 
devices, and material handling equipment. 

s. Consult with contractor cost accountants and industrial engineers to determine if, they 
have submitted sound investment ideas which were not approved by management. Evaluate 
management's reasons for rejecting these ideas. Ideas with merit should be pursued with 
contractor management and the ACO. 

t. Be alert for capital investment opportunities during perambulation. 

14-606 Coordination with ACO 

In view of the technical aspects involved in most capital investment reviews it is essen
tial that audit plans be coordinated with the ACO (see 14-400 for Government property). 
Also, recommendations should be coordinated with the/ACO for technical feasibility as 
well as cost savings and increased productivity. A joint recommendation by the ACO's 
representative and the auditor will probably receive more favorable consideration by both 
the contractor and the ACO. 
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14-700 Section 7 --- Audit of Production Scheduling and Control 

14-701 Introduction 

This section contains audit guidance for the audit of the contractor's production sched
uling and control, which comprise the basic system and management procedures for plan
ning, scheduling, and control of the day-to-day operations and for the coordination of the 
material, labor, and facilities required. The contractor's system of production scheduling 
and control has a substantial impact on the cost incurred and therefore requires some atten
tion. Evaluations of this kind must be closely coordinated with other Government person
nel having responsibilities in this phase of the contractor's operations. 

14-702 General 

Production scheduling and control comprise the contractor's basic system and man
agement procedures for planning, scheduling, and the control of the day-to-day opera
tions and for the coordination of the material, labor, and facilities required. The contrac
tor's system of production scheduling and control should provide for the continuous 
management control and appraisal of the work performed. The objective in the evalua
tion of the system is to determine whether the controls effectively enable the contractor 
to obtain and use material, labor, and facilities so that production goals and contract 
delivery schedules are met efficiently and economically. Duplication of the efforts of 
others should be avoided where possible, and full use should be made of the results of 
reviews performed by production specialists or other contract administration personnel. 
Where appropriate, the auditor's evaluation should be coordinated with other Govern
ment personnel having responsibilities in this phase of the contractor's operations. 

14-703 Audit Objective 

The objective in the evaluation of the system is to determine whether the controls ef
fectively enable the contractor to obtain and use material, labor, and facilities so that pro
duction goals and contract delivery schedules are met efficiently and economically. 

14-704 Audit Procedures 

a. Evaluation of Organization. The auditor should obtain, where available, or prepare 
independently, organizational charts reflecting the contractor's operating elements engaged 
in production control activities. Based on evaluation, personal observations, and discus
sions with contractor personnel the auditor should determine whether: 

(1) responsibilities for the various aspects of the production control have been as
signed to organizational elements and specific individuals, and 

(2) the various aspects of production control have been organized to promote efficient 
performance of these functions. 

b. Evaluation of Procedures. The auditor should evaluate the production control 
activities for overall adequacy of coverage in the areas listed below: 

(1) Preparation of master production schedules. These schedules should reflect the 
production period starting and completion dates for each manufactured component, 
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subassembly, and final assembly so that plant delivery requirements can be established for 
raw materials and subcontract components. Master production schedules are also used for 
production control activities related to engineering labor, manufacturing labor, and facility 
requirements and utilization. 

(2) Preparation and distribution of periodic production reports to management during 
contract performance. These reports should disclose the status of operations and areas of 
difficulty if established production goals are not being met. 

(3) Revision of production and operational plans and schedules for contract changes 
and modifications processed during the period of contract performance. The prompt pro
cessing of revisions to production plans and schedules on the basis of such contract changes 
is an important factor in minimizing resulting additional costs. 

14-705 Testing the Procedures 

Guidance with respect to the evaluation of material and labor is in 6-300 and 6-400. 
The following paragraphs contain additional guidelines for testing procedures relating to 
production scheduling and control. 

14-705.1 Material 

The auditor should consider the audit steps listed below as the basis for developing an 
audit program: 

a. Evaluate the procedures used for the preparation of detailed bills of material and 
other media which show the individual raw materials, common items, and purchased parts 
required for the end item; and evaluate the time schedules which indicate when these items 
are required at the production line. 

b. Evaluate the reliability and timeliness of the procedures for the preparation of work 
orders, job orders, and other production authorizations. These authorizations are issued to 
production supervisory personnel as authority for work performance and usually contain a 
listing of materials to be used in the manufacture and assembly processes; any discrepan
cies between material requirements and the quantities actually received should be appar
ent. 

c. Review the procedures for the coordination of procurement, engineering, manufac
turing, and other functions within the contractor's plant to ascertain whether all problem 
areas with respect to delinquent deliveries by suppliers and subcontractors, substandard 
items, production breakdowns, quantity cutbacks, and specification changes are properly 
coordinated for management's attention and solution. Changes in decisions involving ma
terials from in-house manufacture (make) to subcontract procurement (buy) without prop
er coordination may result in both the manufacture and procurement of the same item to 
meet a single requirement. 

d. Review the production control reports prepared for management for the status and 
effectiveness of material operations. Those items which appear to deviate from the estab
lished norm should receive further emphasis. 
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14-705.2 Production Control Activities 

The steps listed below should be considered for inclusion in the audit program: 
a. Verify the effectiveness of the contractor's production control activities for material 

by selectively testing the application of these procedures to particular contracts and asso
ciated component parts. 

b. Review the documentation of a number of selected items to ascertain whether re
quirements were properly determined and scheduled for either receipt or manufacture in 
accordance with the master production plan for the overall contract. 

c. Trace the sequence of the selected items in b. above with the applicable documenta
tion through production control and, for those items purchased, through procurement, re
ceiving and inspection, storage, issue, and the manufacturing process. Ascertain whether 
the production cycle was accomplished in accordance with the established schedules and 
whether the schedules were properly developed. When the scheduled sequence of material 
was not timely, determine whether the delays were reported to management and whether 
action taken corrected the problem or whether the production schedule was revised. 

d. When contract changes have occurred, evaluate the production control activities to 
determine whether timely and appropriate action was taken to revise the production con
trol schedules and plans to accommodate the contract changes. Also determine whether 
the revised plans were furnished to all interested company activities as soon as possible so 
that the cost of contract changes could be kept to a minimum. 

14-705.3 Progress Planning 

This subparagraph makes reference to such terms as ""master release schedules,'' 
""master plan,'' and ""engineering parts list.'' When these terms are used, the auditor 
should be aware that the specific terms may not be applicable to a particular contractor, 
but similar controls should be in effect, and the audit procedures will be equally applica
ble. The following audit steps should be considered as a minimum during the evaluation of 
the progress planning activity: 

a. Evaluate the method used to transcribe or convert the data from the engineering 
package to the production planning report. Examine the controls and procedures for de
veloping the data in the engineering package from which make-or-buy decisions are made. 

b. Select a number of master release schedules related to the contract end item and 
compare with the corresponding engineering parts lists. When deviations exist, determine 
the reasons for the deviations and the effect on production, and ascertain the reasonable
ness of added costs required to make the changes. 

c. Schedule the time phasing between the date the engineering package was received 
from the engineering section and the date the master release schedule was reproduced and 
distributed. Inordinate time lags should be evaluated, and further audit effort should be 
accorded those situations where significant differences exist between the planned time and 
the actual time experienced. 

d. Determine whether all excess parts applicable to canceled assemblies are removed 
promptly from the engineering parts list. 

e. Determine whether the production planning report is maintained on a current basis 
and contains additions and deletions resulting from engineering changes. 
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14-705.4 Release of Shop Orders 

The procedures listed below should be considered for inclusion in the audit program: 
a. Evaluate the contractor's procedures for: 

(1) analyzing the data on the master release schedule (are the controls and methods 
used adequate for the preparation of shop orders), 

(2) determining quantities to be produced on each shop order to provide lot costs on 
a timely basis, and 

(3) coordinating the release of shop orders to ensure contract end items unit costs 
on a timely basis. 

b. Select a number of completed shop orders and: 
(1) Determine the propriety of the cost codes by comparing them with the master 

cost code. 
(2) Schedule and compare the actual operation time with the standard time and in

vestigate significant variances for shop overloading, production delays, and the effect of 
such delays or other failures to meet planned schedules. 

(3) Determine causes and reasonableness of variations in actual production from 
scheduled production, such as : 

(a) failure to receive materials on time, 
(b) machine breakdowns, 
(c) improper dispatching, 
(d) nonavailability of special tools, or 
(e) employee absenteeism. 

(4) Review shop orders reflecting small unit quantity releases, emphasizing those 
units in which the relationship of setup time to actual production time appears dispropor
tionate, and review the contractor's efforts to determine economical lot size releases and 
the manner in which small lot sizes are consolidated for more economical runs. 

(5) Determine that rework of defective materials received from vendors is properly 
authorized and approved. 

14-705.5 Shop Forecasting and Loading 

The procedures which follow should be considered for inclusion in the audit program: 
a. Evaluate the procedures and methods used to determine production capacity, ma

chine output, and shop loading. Determine whether the information made available for 
forecasting shop production is realistic. Review all reports, charts, and records used to 
compare the actual production loading with the forecast and determine whether the data 
used for the contracts under audit are current and reliable. 

b. Compare the production load forecast charts with actuals for selected departments to 
determine the extent that peaks and valleys occur for the operation over an extended peri
od of time. When production peaks and valleys persist, determine the action taken, if any, 
particularly if the situation is the result of loading factors. 

c. Evaluate the loading factor used for machine utilization and compare with actual 
utilization records to determine the extent of machine idleness. Emphasis should be 
accorded idle time resulting from improper loading practices involving the more 
expensive machines. Further, consideration should be accorded idle machine time caused 
by factors such as repairs, employee absenteeism, nonavailability of tools or fixtures, or 
delays occasioned by untimely material deliveries. 

DCAA Contract Audit Manual 



14104 February 2, 2016 
14-801 

14-800 Section 8 --- Advanced Cost Management Systems (ACMS) 

14-801 Introduction 

a. This section provides guidance concerning the effect of technological advancements 
in manufacturing on cost accounting systems and contractor's efforts to implement an Ad
vanced Cost Management System (ACMS). As auditors evaluate costs incurred on con
tracts and evaluate estimates of costs supporting price proposals, they should be aware of 
the implications of technological modernization and ACMS. 

b. ACMS can affect audits of costs incurred on contracts and estimates of costs sup
porting price proposals. Specific guidance related to these areas appears in Chapters 5, 6, 
and 9 with appropriate notations referencing ACMS. It is important to develop a better 
understanding of the contractor's manufacturing processes and monitor the trends in manu
facturing practices and processes. Therefore, auditors should tour contractor manufactur
ing facilities periodically. 

14-802 Description of Technological Modernization 

Technological modernization involves the introduction or expanded use of automation 
in manufacturing processes. Technological modernization is not just a humanless, robotic, 
lights-out factory. It can be a gradual process toward a machine orientation of the factory 
floor. Examples are the use of common numeric control machines and machine cells and 
the evolution of technical processes that can reduce labor hours and equipment hours in 
developing a better product. 

14-803 Indicators of Technological Modernization 

Auditors should be aware of the following factors which may indicate the presence of 
technological modernization: 

a. Changing cost patterns (e.g., a shift from direct to indirect costs). 
b. Introduction of major new products and program requirements. 
c. Increased competition. 
d. Increased capital expenditures. 
e. Introduction of new high-efficiency machines. 
f. Introduction of islands of automation (i.e., computer-controlled sections of the man

ufacturing process with little or no human involvement). 
g. Introduction of new technologies. 
h. Introduction of new, more sophisticated information systems. 
i. Increased expenditures for manufacturing and production engineering. 

14-804 Effect of Technological Modernization 

a. Some contractors are accomplishing substantial technological advancements on the 
factory floor. These advancements (in machinery, processes, and practices) can change 
how products are made and can cause changes to the flow of costs. Technological ad
vancements should reduce the amount of direct labor. In addition, large expenditures are 
often required to purchase advanced equipment which can increase the amount of depreci
ation and consequently the overhead pool expense. Thus, if direct labor comprises the 
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allocation base for the manufacturing overhead pool, a declining labor base combined with 
an increasing overhead pool will cause a significantly higher overhead rate. 

b. As technology has evolved, cost accounting systems have not always kept pace. 
Technological advancements can highlight accounting system weaknesses that result in 
inconsistent and inequitable cost accounting representations and allocations. Accordingly, 
the effect of technological modernization on contract costs must be carefully evaluated. 

c. If the cost accounting system does not keep pace, the following potential problems 
may increase costs to the Government: 

(1) Products are not costed accurately. 
(2) Costs are not allocated accurately. 
(3) Existing products support the cost associated with developing future product 

technology. 
(4) Improved manufacturing operations and technological advancements are not 

reflected in the cost estimating systems on a timely basis. 
(5) The current accounting system does not support equipment/technological in

vestment justification, i.e., savings beyond time and material, such as reduced cycle 
time, scrap, rework, and quality. 

14-805 Definition of an ACMS 

a. The main objective of an ACMS is to achieve better information to determine prod
uct cost so that management can make business decisions based upon more accurate in
formation. 

b. A fully developed ACMS is an integrated system which operates from one data
base and is capable of supporting cost management functions such as product cost re
porting, performance measurement, investment justification, and life-cycle reporting 
(see below for additional discussion of terms). In most cases, ACMS initiatives are not a 
revolution; i.e., they are not developed and implemented overnight. ACMS initiatives, 
for the most part, are an evolution. Contractors will continue to evolve their accounting 
systems in various stages of progress during the journey to an ACMS. ACMS initiatives 
also encompass various accounting concepts, such as activity based costing (ABC), 
which focuses the assignment of costs to the activities of a business. The first stages of 
ACMS implementation can be as simple as a reexamination of cost pools and allocation 
bases. 

c. Some points which are critical to understanding ACMS are identified as follows: 
(1) Activities are those actions needed to achieve the goal and objectives of the 

function. 
(2) Product cost reporting can be viewed as identifying the cost of performing 

significant activities of the business. 
(3) The goal of performance measurement is to determine the efficiency and effec

tiveness of activities. 
(4) The purpose of investment management is to identify, evaluate, and implement 

new activities, or alternatives for performing existing ones, to improve the future perfor
mance of the firm. 

(5) Life-cycle costing is the accumulation of costs for activities that occur over the 
entire life cycle of a product, from inception to abandonment by the manufacturer and 
consumer. 
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14-806 Role of the Auditor 

a. The auditor, in his or her advisory accounting capacity, should evaluate the adequa
cy and compliance of the proposed accounting change to implement an ACMS in accord
ance with current regulations using materiality and risk criteria. In fact, auditors should 
encourage contractor consideration of Government needs beyond minimum adequacy. 
Contractors, making changes for their own needs, are often receptive to considering cus
tomer needs that they could readily accommodate and which they might otherwise ignore. 

b. The establishment of an early and effective dialogue between the contractor and the 
Government about the planned ACMS is essential to successful implementation. This 
dialogue should begin after the feasibility study but before the system design. At a mini
mum, contractors with CAS-covered contracts must notify the Government at least 60 
days prior to a voluntary change to an accounting practice (or on a mutually agreeable 
date) as required by FAR 52.230-6(a)(2). In the beginning, the contractor will typically 
brief the Government representatives about reasons for the change, description of the new 
system, the implementation plan, and the timetable for implementation. If the auditor 
hears about the proposed transition through alternative sources (for example, the company 
newspaper), the auditor should raise the question with the contractor as soon as possible. 

c. Auditors should monitor the contractor's progress as the change evolves. Monitoring 
the transition progress entails meeting with the contractor for periodic briefings which 
focus on the system requirements and capabilities, implementation plans, and proposed 
timetable; fact-finding potential issues; discussing audit concerns; and recommending 
improvements on a timely basis. Auditors should be proactive and take the initiative to 
make the contractor aware that auditors are available for periodic progress briefings. In 
addition, if the internal auditors are not acting as members of the implementation team, 
DCAA auditors should take the initiative to consult with them on system auditability. 
When auditors discuss audit concerns and issues, they should address the ability of the 
system to operate in the Government contracting realm; for example, audit trails and sys
tem controls. Auditors should provide timely input as they foresee possible ramifications 
that could arise from the change. 

d. It is the contractor's responsibility to design and develop the system. Monitoring the 
transition progress should not include the auditor becoming part of the creation and devel
opment process of the system. At no time should the auditor take on any specific respon
sibility for the system or give up future audit rights when the system starts to function. 

14-807 ACMS IT Audit Approach 

a. The best and most logical approach to auditing the sophisticated computer systems 
which underlie an ACMS is the establishment of a team comprised of cognizant FAO 
auditors (including the IT specialist), and, whenever appropriate, the regional IT auditor 
(with OTS serving as technical consultants). This team can then interface, under the over
all leadership of the FAO manager, with the contractor's own implementation team. If 
support of the regional IT auditor is needed, that support should be brought into the pro
cess at the earliest possible time; i.e., when the contractor first notifies the Government of 
the approved plan for a new system. In this way, the IT auditor will be in a position to 
monitor significant contractor activities in this area throughout the change process. It is 
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important for both the FAO auditors and the regional IT auditor to understand the funda
mental concepts upon which the accounting system is based. 

b. When a new cost accounting system is installed, the contractor must validate that the 
system is operating as designed and developed. The auditor should verify that the system 
is operating in an auditable and controllable environment. The most effective audit ap
proach is to monitor the contractor's validation process and to coordinate with the contrac
tor's implementation team and internal auditors, thereby avoiding unnecessary duplication 
of effort and maximizing resource utilization. 

c. During periodic contractor briefings, auditors should discuss the design of the audit 
trail, discuss potential issues, and recommend improvements for the audit trail when ap
propriate. IT auditors can assist the FAO auditors in evaluating the reliability of system 
output by assessing the transaction processing and the controls over it. In addition, FAO 
auditors should also coordinate efforts with the contractor's auditors who will also be in
terested in the reliability of the audit trail. 

14-808 Consistent Charging of Cost 

a. The introduction of advanced manufacturing technology may make it possible for 
the contractor to directly identify machine-related costs normally charged as overhead 
expense (such as depreciation and machine maintenance costs) to the products using the 
services of the machinery. Consequently, similar costs may result in both indirect and 
direct charges to final cost objectives which is a potential CAS 402 noncompliance. 48 
CFR 9903.202 requires contractors to disclose/describe their accounting practices, includ
ing cost pool composition, associated allocation bases, and the charging of costs direct and 
indirect. The Disclosure Statement should also describe specific criteria and circumstances 
when costs are sometimes charged directly and sometimes indirectly. The Disclosure 
Statement then becomes determinative as to whether or not costs are incurred for the same 
purpose (see CAS 402-50(b)). 

b. One objective of CAS 402 is to preclude overcharging of some cost objectives as 
may occur when similar costs are charged both directly and indirectly to final cost ob
jectives. This can be accomplished by tracking the flow of parts through the manufac
turing floor as a basis for determining what costs are being charged to those parts. In 
addition, the contractor can purify the affected cost pools to avoid double counting. Au
ditors should closely scrutinize the applicable section of the Disclosure Statement that 
deals with the contractor's criteria for defining the circumstances under which costs may 
be charged sometimes directly and sometimes indirectly. Auditors should verify that the 
disclosed practices are in compliance with CAS 402. 

14-809 ACMS Pilot Tests 

a. If the contractor determines to run the new ACMS simultaneously with the existing 
system as a test, it is important from both the Government and contractor perspectives that 
the contractor disclose the plan for dual systems as soon as top management makes the deci
sion. As part of the disclosure the company can and should explain that the pilot system is a 
test, subject to change, and that the output is uncertain. 

b. Output from the new system being run simultaneously as a pilot test meets the defini
tion of certified cost or pricing data, even if the contractor does not plan to install the new 
system as part of its official accounting system but intends to use it only as a management 
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tool. Compliance with the Truth In Negotiations Act (TINA) requires contractors to provide 
accurate, complete, and current certified cost or pricing data concerning a covered procure
ment. FAR 2.101 provides that "cost or pricing” data are more than historical accounting 
data; they are all the facts that can be reasonably expected to contribute to the soundness of 
estimates of future costs and to the validity of determinations of costs already incurred.'' It 
includes all data that have a bearing on price whether or not the data are used to construct the 
cost estimate or are thought to be important. Official estimating, accumulating, and reporting 
of costs will continue under the old, existing system while the new system is simultaneously 
used as a management tool. Timely contractor disclosure of the dual systems to the 
ACO/PCO will be the key to avoiding problems with the Truth in Negotiations Act. 

c. For a contractor planning to install the new system as part of its official accounting 
system, CAS rules (FAR 52.230-2 and 52.230-5) would govern the change process and en
sure that the Government is adequately protected during the transition process. Contractors 
will continue to estimate and report based upon the old system while simultaneously testing 
the new system. Subsequent to the change, the cost impact proposal will be used to adjust 
any contracts that were priced using the old system. 

d. The auditor should be meeting periodically with the contractor to discuss the pilot sys-
tem's implementation and progress. During those meetings one of the topics for discussion 
should be the new system's output. Disclosure by the contractor of the output in the format 
provided by the system should be sufficient. The auditor should then analyze the system 
output (i.e., evaluate system data, reports, and report format) with the contractor. Potential 
audit issues and recommendations should be discussed, including comments on the form 
system output should take to be useful for Government needs. 

e. The contractor should reconcile the dual systems on an overall basis. The auditor 
should evaluate the contractor's reconciliation to determine if both systems are allocating the 
same total costs to contracts (costs per contract, cost structure, and allocation process may 
differ, but total costs should not). If the two systems are not reconcilable on an overall 
basis, auditors should inform the contractor, so that corrective action can be taken. 
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14-900 Section 9 --- Other Special Purpose Audits 

14-901 Introduction 

This section provides procedures and audit guidelines for certain special purpose audits 
which are infrequently encountered by the DCAA auditor. General audit procedures that 
are equally applicable to these audits are in other chapters of this manual. 

14-902 Contract Audit Services for TRICARE 

14-902.1 TRICARE Program Background 

a. The Dependents’ Medical Care Act (PL 84-569) provides in part for the establish
ment of a uniform program of medical and dental care for eligible dependents of members 
of the uniformed services. The act was amended by PL 89-614 to authorize an improved 
health benefits program and to extend health care benefits to retired members of the uni
formed services and to eligible dependents of deceased, retired, and active duty personnel. 
Section 613 of PL 93-82, Veterans Health Expansion Act of 1973, expanded coverage to 
dependents of totally disabled veterans, living or deceased. In the 1980’s, the search for 
ways to improve access to top-quality medical care, while keeping costs under control, led 
to several Civilian Health and Medical Program of the Uniformed Services (CHAMPUS) 
“demonstration” projects in various parts of the United States. Foremost among these was 
the “CHAMPUS Reform Initiative” (CRI). Beginning in 1988, CRI offered Service fami
lies a choice of ways in which they might use their military health care benefits. Five years 
of successful operation and high levels of patient satisfaction convinced DoD officials that 
they should extend and improve the concepts of CRI, as a uniform program nationwide. 
The new program is known as TRICARE. 

b. TRICARE is a regionally managed health care program for active duty and retired 
members of the uniformed services, their families, and survivors. TRICARE brings to
gether the health care resources of the Army, Navy, and Air Force and supplements them 
with networks of civilian health care contractors. 

c. Under TRICARE, seven managed care support contracts covering DoD’s 12 health 
care regions were awarded to civilian health care contractors. Contracts are awarded for 5 
years (1 year plus 4 option years). The Office of the Assistant Secretary of Defense (Health 
Affairs) sets TRICARE policy and has overall responsibility for the program. The civilian 
health care contractors are overseen by the TRICARE Management Activity (TMA), a part 
of Health Affairs. TMA has the responsibility for administering the TRICARE contracts. 

14-902.2 Contract Audit Procedures 

a. Contract audit services will be provided, upon contracting officer request, in accord
ance with applicable RFP or contract clauses and audit procedures contained in the appli
cable chapters of CAM. 

b. Specific consideration will be given to the following areas when applicable to the 
contract audit: 

(1) Administrative costs claimed by the contractor in its proposal should be evalu
ated and tested for allowability, reasonableness, and allocability to the program. A large 
part of the contractor's total administrative costs claimed will consist of allocated salary 
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costs. The bases for allocation of the salary expenses and other elements of administrative 
costs claimed should be evaluated for propriety. The proposed administrative rate should 
be evaluated for overall reasonableness (compare it with the provisional amount author
ized, the prior year’s experience, etc.). Significant rate changes should be analyzed and 
their causes commented on in the audit report. 

(2) Health care costs claimed by the contractor in its proposal should be evaluat
ed for allowability, reasonableness, and allocability based on the auditor’s knowledge of 
the contractor’s basis of the estimate. 

14-902.3 Audit Reports 

Prepare audit reports in accordance with the applicable section(s) of Chapter 10, 
including any supplementary financial information required by the contracting officer. 

14-903 National Guard Bureau Agreements with the States and Possessions 

14-903.1 Background 

a. The National Guard Bureau enters into training site agreements (TSA) between 
the Federal Government and the States and Possessions (including political subdivisions 
thereof) of the United States for the maintenance and operation of National Guard train
ing facilities. Such agreements are awarded under the provisions of 10 U.S.C. Chapter 
133 which provides for the acquisition, use, and maintenance of facilities needed for 
reserve component training. The agreements are usually cost-sharing arrangements 
which provide partial reimbursement of the costs incurred. The agreements are funding 
devices and are not written as contracts. They lack FAR clauses, including disputes and 
allowable cost provisions. The United States Property and Fiscal Officer (USP&FO) is 
the administrator for the Federal Government; the Adjutant General or equivalent offi
cial generally serves as the representative of the State or Possession. 

b. In addition to the usual cost-sharing agreements, there are a limited number of 
facility construction or operation agreements which provide for direct payment by the 
Federal Government of the allowable costs. Under these agreements, no reimbursements 
are involved since the State does not disburse its own funds for costs incurred in 
performance. Certifying officers appointed by the States send approved payroll data and 
original copies of vendors' invoices through the administrator to the designated Air 
Force Accounting and Finance Center or Army Finance Center where payment checks 
are issued directly to the employees and vendors. 

c. All State National Guard activities, including the Air National Guard Bureau ac
tivities, are under the jurisdiction of the National Guard Bureau, run jointly by the De
partments of the Army and the Air Force. 

14-903.2 Basic Audit Responsibilities 

a. The use of DCAA audit services is at the option of the USP&FO. Audits will be 
made only when requested. 

b. The DCAA auditor should coordinate visits to State National Guard units with the 
State audit office. 
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c. Audits will be performed in accordance with arrangements mutually agreed upon 
between DCAA and the USP&FO. Since the agreements are issued on an annual basis 
and are of relatively small dollar value, audits of the records at completion (end of fiscal 
year) will ordinarily suffice. 

14-903.3 Audit Procedures 

a. Prior to starting the audit, arrange with the USP&FO and/or the State National 
Guard representatives for access to the necessary records, vouchers, and supporting 
documentation. 

b. Audit procedures in Chapter 6 will be used as a guide in the audit. The procedures 
may be modified to fit particular circumstances, however, the objectives of the audit are 
the same as in cost-reimbursement type contracts. If a concurrent audit of transactions is 
not made, appropriate emphasis will be placed on the evaluation of the effectiveness of the 
contractor’s internal controls. 

14-903.4 Allowability of Costs 

The allowability of costs will be determined on the basis of the terms and conditions 
included in the agreement. 

14-903.5 Final Voucher Evaluation Memorandums 

a. Upon request, a final voucher evaluation memorandum will be issued to the 
USP&FO as of the agreement completion date. The Contractor's Release of Claims and 
Assignment of Refunds, Rebates, Credits, etc. is not required. Therefore, issuance of the 
final voucher evaluation memorandum should not be delayed for this reason. It should be 
noted, however, that the agreements prescribe the cost sharing of common-use space, and 
provide for disposition of net income derived from leasing facilities or from other ar
rangements. 

b. Unallowable costs not previously reported will be set forth on DCAA Form 1, letter 
or audit report, as appropriate, and furnished with the final voucher evaluation memoran
dum. 

14-903.6 Correspondence 

Correspondence pertaining to agreements intended for either the State or the admin
istrator may be mailed to the Adjutant General or equivalent official of the State con
cerned. When appropriate, the correspondence should be marked for the attention of the 
administrator (USP& FO). To expedite delivery in those instances where the respective 
offices are in different parts of the State, such correspondence may be addressed directly 
to the administrator and a copy forwarded to the Adjutant General or equivalent State 
official. 

DCAA Contract Audit Manual 



14112 February 2, 2016 
14-904 

14-904 Contract Audits of Advance Payments 

14-904.1 Background 

Advance payments may be authorized by the Government. Funds authorized must be 
deposited in a special bank account and withdrawals must be closely supervised by the 
Government. The contractor is usually required by contract terms to furnish a periodic 
accounting of all funds disbursed from the special bank account. 

14-904.2 Audit Responsibility – Advance Funds 

Audits of advance funds will be made only when requested by the contracting of
ficer. 

14-904.3 Audit Procedures 

The scope of the audit will be in accordance with generally accepted auditing proce
dures appropriate under the circumstances. Audit procedures to be considered include: 

(1) Direct confirmation of the special bank account fund balance. 
(2) Reconciliation of the confirmed bank balance with contractor's records and 

most recent statement of accountability of funds furnished the Government. 
(3) Proof of the disbursement and deposit transactions reflected on bank 

statements with disbursement and deposit transactions shown in the contractor's records. 
(4) Evaluation of the use of the funds withdrawn from the advance fund bank 

account to insure propriety thereof. Funds improperly used, including payments of 
unallowable costs, should be redeposited by the contractor. 

(5) Determining whether Government payments are properly deposited within a 
reasonable time. 

(6) Determining whether advances made to subcontractors are in accordance with 
basic agreements and are properly authorized and approved. 

(7) Determining whether the amount of the fund is excessive considering the 
needs of the contractor to finance performance of the contract. 

14-904.4 Audit Reports 

Audit reports on advance funds will be prepared and distributed in the same manner 
as for progress payments (see 14-200 and 10-200). 

14-905 Contract Audit Services for Nonappropriated Funds 

14-905.1 Background and Authority 

a. DoD Instruction 7600.6 establishes policies and procedures for audits of non-
appropriated funds and related activities. Under this Instruction, DCAA is authorized to 
furnish appropriate audit services in connection with nonappropriated funds contracts. 

b. The matter of reimbursement for such audit services will be based on the criteria 
set forth in DoD Instruction 7600.6. 
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c. The types of audit service that DCAA will render include 
(1) the evaluation of price proposals where negotiated contracts, estimated to 

amount to $500,000 or more, are to be awarded on the basis of certified cost or pricing 
data submitted by the offerors, 

(2) the audit of costs incurred under cost reimbursement or incentive type con
tracts, where the amount to be paid is, except for fee or profit, to be determined by 
cost incurred by the contractor, and 

(3) on a limited basis, the evaluation of contracts that include clauses guarantee
ing that prices will not exceed those offered other customers. 

14-905.2 Audit Responsibility – Nonappropriated Funds 

a. Price proposal evaluations and incurred cost audits in connection with nonappro
priated fund contracts will be made only upon the specific request of the cognizant DoD 
component, for example, Office of the Secretary of Defense, Organization of the Joint 
Chiefs of Staff, a Military Department, or a Defense Agency. 

b. Requests for audit service are to be sent directly to the cognizant DCAA regional 
office, except in overseas areas, where requests may be sent directly to the cognizant 
DCAA branch office. 

14-905.3 Audit Procedures 

The nature of the audit effort authorized for proposed awards and contracts financed 
by nonappropriated funds is similar to the service normally provided by DCAA with 
respect to contracts financed from appropriated funds. Consequently, audits involving 
nonappropriated fund contracts and proposed awards will be performed in accordance 
with the appropriate sections of this manual. 

14-905.4 Audit Reports 

Prepare reports for nonappropriated fund activities in accordance with the applicable 
section of Chapter 10. Generally the requesting official would be the appropriate ad
dressee. 

14-906 Special Audits Related to Government Rights in Inventions 

14-906.1 Background 

a. FAR 27.3/DFARS 227.3, Patent Rights Under Government Contracts, emphasize 
the necessity for the Government to be in a position to know and exercise its rights under 
the Patents Rights-Retention by the Contract Clause. The contracting officer or designated 
representative has the primary responsibility for maintaining the proper controls to assure 
timely reporting by contractors. 

b. The patent rights clause entitles the Government to certain rights in inventions 
which are either conceived or first reduced to practice during the performance of a Gov
ernment contract containing the clause. However, the Government may find itself in disa
greement with a contractor on the question of whether an invention was actually con
ceived or reduced to practice under a Government contract. Resolution of these questions 
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may depend on the ability to demonstrate that contract funds were applied to the develop
ment of the invention. 

14-906.2 Contract Audit Responsibility 

a. Field audit offices will be responsive to requests for contract audit services under the 
patent rights clause. 

b. The audit request should provide the contractor's statement as to: 
(1) the specific individuals involved in the conception of the invention, 
(2) the time period during which the work was performed, and 
(3) the reason the Government was not given license-free use of the invention. 

14-906.3 Audit Procedures 

a. The auditor should determine how the salaries of the individuals responsible for 
the invention were charged during the period involved. 

b. An evaluation should also be made of the contractor technical reports issued in con
nection with the invention to determine if any individuals, other than those disclosed by 
the contractor, were instrumental in the invention development. The time charges of the 
additional individuals revealed should also be analyzed to determine the accounts or con
tracts to which their time was charged during this time period. 

c. During the normal audit of the contractor's operations, the auditor should be alert to 
instances where the Government may not have received proper rights to contractor inven
tions. The auditor should advise the administrative contracting officer of the contractor's 
apparent failure to comply with the patent rights contract clause. 

14-906.4 Audit Reports 

Follow the guidance in 10-1200 in preparing the audit report. 

14-907 Evaluations of Data Other Than Certified Cost or Pricing Data in Support of 
Requests for Exception From Certified Cost or Pricing Data Requirements 

14-907.1 Background 

a. The Federal Acquisition Streamlining Act of 1994 (FASA) changed the traditional 
exceptions (called exemptions prior to FASA) from the requirements of submitting certi
fied cost or pricing data at FAR 15.403-1. FASA also added two new commercial item 
exceptions from submitting certified cost or pricing data. The Clinger-Cohen Act of 1996 
[also known as the Federal Acquisition Reform Act of 1996 (FARA)] also changed the 
exceptions by combining the catalog or market price exception with the commercial item 
exception. In the past, exceptions were discretionary, now they are mandatory, i.e., certi
fied cost or pricing data shall not be obtained if an exception applies. Any information 
requested from an offeror to support an exception is now categorized as “data other than 
certified cost or pricing data.” Contracting officers, although still tasked with the responsi
bility of purchasing supplies and services at a fair and reasonable price, are instructed not 
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to obtain more information than is necessary. A hierarchical preference for obtaining in
formation is provided at FAR 15.402. 

b. FASA eliminated the SF 1412, Request for Exemption from the Submission of Cost 
or Pricing Data, and provided an SF 1448, Proposal Cover Sheet, Cost or Pricing Data Not 
Required. As of January 1, 1998, as a result of the FAR Part 15 Rewrite, the SF 1448 was 
eliminated. FAR 15.403-5(b)(2) now provides that data other than certified cost or pricing 
data may be submitted in the offeror’s own format unless the contracting officer requests a 
specific format and describes it in the solicitation. The SF 1411, Proposal Cover Sheet, 
Cost or Pricing Data Required, was also eliminated and the contracting officer may now 
require submission of certified cost or pricing data in the format indicated in FAR 15.408, 
Table 15-2—Instructions for Submitting Cost/Price Proposals When Certified Cost or 
Pricing Data are Required; specify an alternate format; or permit submission in the con
tractor’s own format. When using Table 15-2, the offeror is still required to summarize 
specific information on the first page of the proposal, some of which was previously pro
vided on the SF 1411. 

14-907.2 Audit Objective and Procedures 

This section addresses all of the exceptions provided at FAR 15.403-1. FASA and 
Clinger-Cohen have provided the contracting officer maximum flexibility to determine 
that the price is fair and reasonable. Therefore, much of the standardization previously 
found in requests for exceptions, e.g., catalog or market price, is gone. The auditor’s par
ticipation, and the amount of support provided, will be at the discretion of the contracting 
officer. However, the auditor has a responsibility to communicate to the contracting of
ficer any information he or she has that may render granting an exception inappropriate. In 
accordance with 9-207, auditors may either perform examinations or applications of 
agreed-upon procedures on proposals supported by data other than certified cost or pricing 
data. Auditors may only perform applications of agreed-upon procedures on proposals 
supported only by price or sales data. The auditor must communicate with the requestor 
prior to starting the evaluation to ensure a clear understanding of the requested services. 
An acknowledgement letter is used to confirm agreement on the services to be provided 
(see 4-103d). Since the audit effort will vary from procurement to procurement, CAM 
does not provide detailed audit steps to be followed. However, sections 14-907.3 through 
14-907.6 discuss the exceptions at FAR 15.403-1 to identify the requirements that must be 
met for each. 

14-907.3 Adequate Price Competition 

a. FAR 15.403-1(b)(1) discusses the requirements for granting an exception based on 
adequate price competition. Price competition is adequate if at least two responsible offe
rors, competing independently, submit priced offers that satisfy the Government’s ex
pressed requirement and if: 

(1) award will be made to the offeror whose proposal represents the best value 
where price is a substantial factor in source selection; and 

(2) there is no finding that the price of the otherwise successful offeror is unreason
able. 
Any finding that the price is unreasonable must be supported by a statement of the facts 
and approved at a level above the contracting officer. 
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b. Price competition will also be considered adequate even though only one offer has 
been received when certain criteria are met. The contracting officer must be able to rea
sonably conclude that the offer was submitted with the expectation of competition, for 
example, the offeror believed that at least one other offeror was capable of submitting a 
eaningful offer and that the offeror had no reason to believe that other potential offerors 
did not intend to submit an offer. The determination that the proposed price is based upon 
adequate price competition and is reasonable requires approval at a level above the con
tracting officer. 

c. Price competition will also be considered adequate if price analysis clearly demon
strates the proposed price is reasonable in comparison with current or recent prices for the 
same or similar items, adjusted to reflect changes in market conditions, economic condi
tions, quantities, or terms and conditions under contracts that resulted from adequate price 
competition. 

14-907.4 Prices Set By Law or Regulation 

FAR 15.403-1(b)(2) discusses prices set by law or regulation. This includes pro
nouncements in the form of periodic rulings, reviews, or similar actions of a governmental 
body; or embodied in the laws that are sufficient to set a price. The contracting officer 
ordinarily does not require DCAA assistance to make a determination on this claim for 
exception. 

14-907.5 Commercial Items 

a. This exception is granted for an item that meets the commercial item definition in 
FAR 2.101, or any modification as defined in paragraph (3)(i) or (ii) of the commercial 
item definition that does not change the item from a commercial item to a noncommercial 
item. This exception also includes catalog or market price items. FAR previously defined 
commercial items as supplies and services regularly used for other than Government pur
poses and sold or traded to the general public in the course of normal business operations. 
The definition, now provided at FAR 2.101, has been significantly expanded. A commer
cial item means any item, other than real property, that is of a type customarily used for 
nongovernmental purposes and that: 

(1) has been sold, leased, or licensed to the general public; 
(2) has been offered for sale, lease, or license to the general public; 
(3) has evolved from a commercial item that is sold or offered for sale as a result of 

technological advancement (even if it is not yet available); 
(4) requires either modifications of a type that is customarily available in the com

mercial marketplace or minor modifications for unique Government purposes; 
(5) or any combination of the above. 

The definition now includes items with the potential to be offered for sale to the public, 
e.g., an item in the development stage, if the item evolved from a commercial item and if 
it will be available in the commercial marketplace in time to satisfy Government delivery 
requirements. The definition also encompasses modifications if they are minor or custom
ary in the marketplace; and ancillary services, like installation, training, or technical sup
port and updates. The item could still meet the definition of a commercial item if a modi-
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fication that is unique to the Government is made to a commercial item, if the modifica
tion is minor. 

b. If an item meets the definition of a commercial item at FAR 2.101, it is excepted 
from the requirement to obtain certified cost or pricing data. A contract for a commercial 
item must be awarded as firm-fixed-price or fixed-price with economic price adjustment 
and is exempt from Cost Accounting Standards (CAS) coverage. 

c. The determination of whether an item meets the definition of a commercial item is 
generally done in the presolicitation stage, through market research as detailed in FAR 
Part 10, which traditionally was prior to DCAA’s involvement. However, the auditor 
sometimes is asked to assist the contracting officer in making this determination. Further
more, after the commerciality determination has been made, the contracting officer may 
request our assistance in his/her determination of the reasonableness of the price. Various 
types of support the auditor can and has provided the contracting officer in the presolicita
tion and price analysis stages are: 

(1) Verification of sales history to source documents, 
(2) Identification of special terms and conditions for the commercial item, 
(3) Identification of customarily offered discounts for the item, 
(4) Verification of the item to an existing catalog or price list, and 
(5) Verification of historical data for an item previously not determined commercial 

that the offeror is now trying to qualify as a commercial item. 
d. If requested, our role is to support the contracting officer in granting a commercial 

item exception by verifying the information to the contractor’s books and records or other 
sources of financial data such as surveys, financial studies, or audit history of the same or 
similar items produced by other suppliers. Sometimes there are many factors that go into 
this decision to which the auditor does not have access, for example, price history on the 
same or similar items produced by other offerors or other information obtained through 
market research. As previously stated, an item can be "of a type" customarily used for 
nongovernmental purposes. The commerciality does not have to be determined on the 
basis of the specific item being offered, rather whether the requirements can be met by an 
item “of a type” available in the marketplace. This gives the contracting officer considera
ble latitude in determining an item to be commercial. Therefore, the auditor is not in a 
position to state whether an item does or does not meet the requirements in the definition. 
In addition, the auditor should not state whether the price of the item is fair and reasona
ble. This is the contracting officer’s responsibility as well. What the auditor can do is ap
ply certain agreed-upon procedures to sales, price, or cost information, and report the re
sults of those procedures to the contracting officer to assist in his or her decision-making. 

14-907.6 Modifications to Contracts for Commercial Items 

The exception at FAR 15.403-1(b)(5) applies when modifying a contract for com
mercial items. The standards for granting a commercial item exception at FAR 15.403
1(c)(3) also apply for modifications. 

14-907.7 Waivers 

a. FAR 15.403-1(b)(4) authorizes the head of a contracting activity (HCA) to waive the 
requirement for submission of certified cost or pricing data in exceptional cases. The FAR 
provides that the HCA may consider granting a waiver if another exception does not ap-
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ply, but the contracting officer can determine that the price is fair and reasonable without 
submission of certified cost or pricing data. Only the HCA may grant a waiver, and this 
authority is non-delegable. For DoD contracts, the Director, Defense Procurement, Acqui
sition Policy, and Strategic Sourcing (DPAPSS), issued guidance in February 2003, incor
porating provisions contained in Section 817 of the National Defense Authorization Act 
for Fiscal Year (FY) 2003, regarding the granting of exceptional case waivers. The 
DPAPSS guidance requires that the granting of an exceptional case waiver shall be made 
only upon a determination that: 

(1) the property or services cannot reasonably be obtained under the contract, sub
contract, or modification, without the grant of the waiver; 

(2) the price can be determined to be fair and reasonable without the submission of 
certified cost or pricing data; and 

(3) there are demonstrated benefits to granting the waiver. 
b. For purposes of subcontract pricing, a contractor or higher-tier subcontractor granted 

a waiver shall be considered as having been required to make available certified cost or 
pricing data. Consequently, award of any lower-tier subcontract expected to exceed the 
certified cost or pricing data threshold requires the submission of certified cost or pricing 
data unless an exception otherwise applies to the subcontract. The appropriate price reduc
tion clauses at FAR Part 52 would be included in the prime contract for the purpose of 
flow down to the subcontract. 

c. If the contracting officer is considering granting a waiver from certified cost or pric
ing data requirements, there are various types of support that the auditor can provide dur
ing the price and cost analysis stages, such as: 

(1) verification of submitted data to source records, 
(2) actual and negotiated contract unit price trends, 
(3) unit price trends from other programs, 
(4) trends of company profits, 
(5) effects of accounting changes on historical cost comparisons, 
(6) effects of contractor cost reduction initiatives on future costs, 
(7) effects of significant inefficiencies or problems, and 
(8) if parametric techniques were used, verification of inputs, outputs, and major 

cost drivers. 
d. Auditor assistance to the contracting officer on waivers can be critical to ensure the 

Government obtains a fair and reasonable price absent certified cost or pricing data. In 
those cases where the auditor is aware of problems or issues that would significantly im
pact future procurements, he/she should be alert to future buys by maintaining contact 
with the Procuring Contracting Officer (PCO), and meeting with the PCO prior to issu
ance of the solicitation to offer DCAA’s financial and advisory services. 

14-907.8 Reports 

a. Auditors may perform either examinations or applications of agreed-upon proce
dures on data other than certified cost or pricing data (see 9-207). Guidance in 9-210 and 
10-304.6 should be used to prepare an appropriate opinion or to disclaim an opinion when 
an examination is performed. The support the auditors provide on data other than certified 
cost or pricing data, which is price or sales data, is an application of agreed-upon proce
dures. The application of agreed-upon procedures report will be issued with a disclaimer 
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of opinion (see 10-1000). Since the auditor is not performing an examination, no opinion 
of any type should be given, including a qualified or adverse opinion. 

b. Certified cost or pricing data are not required when an exception from certified cost 
or pricing data applies or a waiver is being contemplated. Therefore, there should be no 
reference in the report to certified cost or pricing data. However, contracting officers can 
obtain data other than certified cost or pricing data, which includes cost data, if required to 
determine the price reasonableness. 

c. There should rarely be a need for technical assistance on these types of audits. Usu
ally if a contracting officer believes that technical input is necessary to support the deter
mination of a fair and reasonable price, the contracting officer can request that input di
rectly from the technical specialist and provide the results to the auditor. When performing 
applications of agreed-upon procedures, rather than become involved in obtaining tech
nical assistance, the usual course of action for the auditor would be to suggest modifying 
the agreed-upon procedures. If the requestor will not modify the procedures, any re
strictions or unavailability of technical assistance should be described in the report. How
ever when performing applications of agreed-upon procedures, lack of a technical review 
will never result in a qualified opinion since we do not issue an opinion on these types of 
evaluations (see 10-1008). 

d. The auditor should not express an opinion on whether an item qualifies for an excep
tion from certified cost or pricing data requirements. For example, if requested to verify 
catalog or market price items, the auditor should only verify the information provided, not 
express an opinion as to whether the item meets the definition of a commercial item or 
qualifies for an exception. When catalog or market prices are used, the regulations no 
longer provide percentage guidelines nor define "substantial quantities." Therefore, the con
tracting officer will take the information the auditor has verified and the results of the market 
research and make the determination. 

14-908 Compliance Audit for the Defense Security Cooperation Agency [DSCA] 

14-908.1 Introduction 

This section explains (i) the role of the Defense Security Cooperation Agency (DSCA) in 
foreign military financing and (ii) the auditor’s role in evaluating contractor compliance with 
DSCA’s financing terms and conditions under the Foreign Military Financing (FMF) Pro
gram. These terms and conditions are presented in the Contractor’s Certification and Agree
ment signed by both the contractor and DSCA. 

14-908.2 Types of Foreign Military Financing 

a. DSCA’s basic responsibilities are explained in its Security Assistance Management 
Manual (SAMM), DoD 5105.38-M. They include directing, administrating and supervising 
the Security Assistance Program. Included within the Security Assistance Program is the 
Foreign Military Financing (FMF) Program, which provides loans and financing for Foreign 
Military Sales (FMS) and Direct Commercial Contracts (DCC). 

b. Foreign Military Sales. FMS encompasses Government-to-Government transactions as 
defined by the SAMM. The U.S. Government acts as the agent for the purchasing foreign 
government. DoD policy provides that procurements made for FMS will comply with Feder-
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al acquisition regulations and procedures, including audit oversight (see Selected Areas of 
Cost guidebook, Chapter 6). 

c. Direct Commercial Contracts. Under a DCC, the sale of articles and services is be
tween a U.S. firm and a foreign government. DCCs are financed with loans issued under the 
Arms Export Control Act. In consideration of receiving DSCA administered financing, the 
contractor agrees to comply with specific elements contained in a signed document titled 
“Contractor’s Certification and Agreement with Defense Security Cooperation Agency (Cer
tification and Agreement).” A DCC and Certification and Agreement are not subject to the 
FAR or Cost Accounting Standards. However, those contracts financed by a U.S. loan or 
grant administered by DSCA are subject to DSCA oversight. 

14-908.3 General Oversight Requirements 

a. The DSCA Guidelines state that on all contracts of $750,000 or more, the foreign gov
ernment is required to contract with DCMA for contract administration. DCMA, with 
DCAA’s assistance, will provide field pricing support, and monitor contractor performance 
to ensure compliance with the DSCA Certification and Agreement. Requests for field pricing 
support on direct commercial contracts from foreign governments are processed by DCMA 
Headquarters International and Federal Business Team. DCMA requests for field pricing 
support and interim oversight effort should be treated as reimbursable assignments. 

b. In addition to receiving foreign government requests via the DCMA Headquarters, 
DSCA may directly request DCAA to evaluate and report on contractor compliance with its 
Certification and Agreement. These requests are processed through DCAA’s financial liai
son advisor assigned to DCMA Headquarters. Included as an enclosure to DSCA’s request is 
the contractor’s Certification and Agreement, relevant correspondence and audit leads. 
DSCA requests for DoD oversight services should be handled as nonreimbursable assign
ments. 

c. The Certification and Agreement (element numbers 2 and 6) provides the U.S. Gov
ernment the right to examine any of the contractor’s directly pertinent books and records 
involving transactions related to the DCC. The right to examine contractor records expires 
three years after final payment under the contract. Therefore, if requested to perform a 
DSCA compliance audit, the auditor should plan to complete the examination before the 
right to access expires. 

14-908.4 Audit for Contractor Compliance with Certification and Agreement 

a. A memorandum issued by the DoD Comptroller on November 4, 1991 outlines the 
responsibilities of DSCA and DCAA regarding evaluations of direct commercial contracts. 
Only certain elements of the Certification and Agreement are subject to DCAA audit. Those 
elements are noted in the Agency’s standard audit program for evaluating contractor compli
ance with its Certification and Agreement. 

b. Contracts receiving DSCA financing and the applicable Certification and Agreements 
are not subject to the FAR, including its provisions on cost allowability. The allowability of 
costs will be determined on the basis of the terms and conditions included in the Certification 
and Agreement. 
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c. During the normal audit of the contractor’s operations, the auditor should be alert to 
the risk of inappropriate shifting of costs between DoD contracts and direct commercial con
tracts financed through DSCA. 

14-908.5 Reporting Results of Audit (DSCA) 

a. Prepare the report using DCAA’s audit report shell developed specifically for the 
DSCA compliance evaluation and the guidance in 10-1200. The report shell is available 
on the DCAA Intranet and the APPS. 

b. Distribution of reports in response to specific requests from DSCA will be limited to 
DSCA. Reports issued in response to requests from DCMA should be addressed to 
DCMA and if there are findings, include DSCA Headquarters on distribution. 

14-909 Evaluations of Other Transaction (OT) Agreements 

14-909.1 Background 

a. OTs are instruments other than contracts, grants, and cooperative agreements that are 
used to stimulate, support, or acquire research or prototype projects. OTs were authorized 
to encourage commercial firms to join with the DoD to advance dual-use technology and 
to broaden the technology and industrial base available to DoD. Unless otherwise provid
ed for, OTs are not subject to the requirements of the acquisition laws and regulations 
established for contracts, including FAR, DFARS, and CAS. 

b. Congress has authorized the following two types of OTs: Section 2371 Research 
OTs and Section 845 Prototype OTs. 

(1) Section 2371 Research OTs. In 1989, Congress enacted 10 U.S.C. 2371, “Re
search Projects: Transactions Other Than Contracts and Grants,” which authorized the use 
of OTs for basic, applied, and advanced research projects. It was enacted as a 2-year pilot 
program for the Defense Advanced Research Projects Agency (DARPA). The National 
Defense Authorization Act for Fiscal Year (FY) 1991 broadened the authority to include 
military departments and made the authority permanent. 10 U.S.C. 2371 prescribes that 
DoD funding should not exceed that provided by non-Government parties to the maxi
mum extent practical (i.e., contractors should provide at least 50 percent of the costs for 
the research project). Section 2371 OTs may be referred to as “Consortium Agreements” 
(those issued by DARPA), “Cooperative Agreements Under 10 U.S.C. 2371” (used by the 
Military Departments), Technology Reinvestment Projects (TRPs) (issued between 1993 
and 1995), and most recently, Technology Investment Agreements (TIAs). TIAs were 
originated by the Directorate of Defense Research and Engineering (DDR&E) and are 
intended to replace the consortium agreements and cooperative agreements under 10 
U.S.C. 2371. The regulations governing the award and administration of TIAs are covered 
under the DoD Grant and Agreement Regulations (DoDGARs) Part 37. There is no signif
icant difference in the types of agreements. OTs for research may be used when it is not 
feasible to use a standard contract, grant, or cooperative agreement. Section 2371 OTs are 
usually issued to a consortium consisting of commercial companies (including traditional 
DoD contractors), not-for-profit companies, and universities. When an OT is awarded to a 
consortium, one contractor is designated as the lead to coordinate on behalf of the consor
tium and takes on the primary administrative responsibility. The lead consortium member 
will normally serve as the Consortium Program Manager and the Consortium Administra-
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tor and performs such functions as preparing the consolidated consortium billings to the 
Government based on the individual billings prepared by the consortium members. 

(2) Section 845 Prototype OTs. The National Defense Authorization Act for FY 
1994, Section 845, augmented the OT authority for prototype projects directly relevant to 
weapons or weapon systems. Section 803 of the National Defense Authorization Act for 
FY 2001 provided clarification on the appropriate use of OTs for prototype projects. Sec
tion 803 states that any new OT entered into for prototype effort must have at least one 
nontraditional defense contractor participating to a significant extent, or at least one-third 
of the cost of the OT must be provided by the contractor, unless a waiver is granted by the 
senior procurement executive. Section 803 defines a nontraditional contractor as an entity 
that is neither subject to full Cost Accounting Standards (CAS) coverage, nor has entered 
into or performed on a contract in excess of $500,000 for prototype effort or basic, ap
plied, or advanced research, within the past twelve months. The National Defense Author
ization Act for FY2009, Section 824, extended the authority to use OTs for prototypes 
until September 30, 2010. Section 823 of the National Defense Authorization Act for FY 
2006 amends the OT authority requiring a written determination by the senior procure
ment executive for prototype projects over $20 million, but not exceeding $100 million. 
For prototype projects over $100 million, a written determination from the Under Secre
tary of Defense for Acquisition, Technology, and Logistics is required along with con
gressional notification. 

14-909.2 Audit Responsibilities 

An agreed-upon procedures evaluation may be performed to assist the Agreement Of
ficer in determining the reasonableness of the OT prior to award. However, the primary 
purpose of an OT evaluation is to apply agreed-upon procedures to determine compliance 
with the financial aspects of the agreement. In the event the requested scope is significant 
enough to warrant performing an audit, an opinion may be rendered. Specific objectives of 
the evaluation typically are to determine whether the contractor’s (or consortium of con
tractors’): 

 incurred costs follow the terms of the OT; 
 billed costs comply with the terms of the OT; and 
 cost share (contribution) amounts are being provided in accordance with the terms 

of the OT. 

14-909.3 OT Documentation 

a. Documentation in an OT differs from that found in a contract. Key documents often 
included in Section 2371 OTs, and to a limited extent in Section 845 OTs, are as follows: 

(1) Schedule of Payments and Payable Milestones – generally includes a descrip
tion of the payable milestones and dates, the consortium contribution amount by mile
stone, and the Government contribution amount; 

(2) Funding Schedule – identifies the consortium members and their respective cost 
sharing amounts by the type of contribution (i.e., cash, IR&D, in-kind); and 

(3) Business Status Report – includes status of contributions by consortium mem
bers and identifies incurred costs compared to forecasted expenditures identified in the 
program plan. 
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b. Other documents/information considered useful during the evaluation of a Section 
2371 or Section 845 OT may include: 

(1) Payable Events/Milestones Report – identifies accomplishment of the payable 
events/milestones; and 

(2) Annual Program Plan Document – includes a description of the forecasted ex
penditures and describes the payable events/milestones. 

c. Information contained in paragraphs a. and b. should be available at the individual 
consortium member location. However, if the information is not available at the consorti
um member company, contact the auditor at the lead contractor. 

d. Other information considered useful during the evaluation of both Section 2371 and 
Section 845 OTs is as follows: 

(1) Audit Access clause – This clause identifies the auditor (i.e., Government audi
tor or independent public accountant (IPA)) that has primary responsibility for evaluating 
compliance with the OT and the time period in which an evaluation can be performed. 
However, if the OT is cost type with anticipated payments in excess of $5 million and was 
entered into on or after June 19, 2003, see 14-909.4. If the OT identifies that an IPA will 
perform an evaluation, and has done so, the auditor should review 4-1000, “Relying on the 
Work of Others.” The evaluation procedures should be adjusted as necessary to preclude 
duplication by building upon the work performed by the IPA. If the audit clause does not 
provide sufficient access for the auditor to perform the agreed-upon procedures, the audi
tor should work with the requestor to ensure adequate access is granted. Auditors are also 
requested to notify DCAA Headquarters, Pricings and Special Projects Division, of any 
access limitations encountered. 

(2) Financial Management clauses – These clauses identify the accounting and 
billing requirements. OTs typically require that the contractor’s accounting system 
comply with generally accepted accounting principles (GAAP) and that the contractor 
maintain adequate records to account for federal funds received under the agreement. 
The American Institute of Certified Public Accountants (AICPA) Audit and Accounting 
Guide titled “Audit of Federal Government Contractors,” Section 2.46, Applicability of 
GAAP, states that GAAP provides little guidance for cost accounting purposes in the 
Government contracting industry. GAAP contains some guidance on cost measurement 
and assignment; however, it provides no guidance for cost allocations. Auditors should 
perform sufficient procedures on the contractor’s cost accounting system to assure 
themselves that the accounting treatment for the OT results in a fair and equitable allo
cation of costs (see 14-909.5d.). DoDGARS 37.630 require a for-profit contractor to uti
lize the same agreed-to indirect rates for its cost-type TIAs as being used on its DoD pro
curement contracts. 

(3) Cost Principles clause – This clause, if included, will identify the cost principles 
that are applicable to the OT. 

(4) Pre-Award Costs clause – This clause, if included, will identify a dollar value 
and time period under which costs may be incurred to support the OT prior to the actual 
signing of the OT. 

14-909.4 Applicability of Dollar Thresholds (Section 845 OTs) 

a. 32 C.F.R. Section 3.8 gives DoD audit access to awardees’ and subawardees’ rec
ords on cost type OT agreements for prototype projects. 
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b. DCAA or an IPA (as identified in the agreement) shall have audit access for cost 
type OTs that provide for total Government payments in excess of $5 million (including 
options). The Agreements Officer has the discretion to include DoD access to records 
below this threshold. The dollar threshold applies to new solicitations issued on or after 
June 19, 2003 and may be applied to new prototype awards resulting from solicitations 
issued prior to that date. Cost type OTs include agreements where: 

(1) payments are based on amounts generated from the awardee’s financial or cost 
records; 

(2) at least one third of the total cost is to be provided by non Federal parties; or 
(3) financial or cost records/reports are required to be submitted to determine 

whether additional effort can be accomplished for the fixed amount. 
c. DCAA will perform the audit if, at the time of the OT award, the awardee or 

subawardee is not subject to the Single Audit Act (see 13-207), and is performing a pro
curement contract that is subject to the FAR cost principles and/or to CAS. 

d. If the awardee or subawardee is not performing a contract subject to the FAR cost 
principles and/or to CAS, either DCAA or a qualified IPA may perform the audit, as stated 
in the audit clause of the individual OT agreement. 

e. In the event of a termination, DCAA will have access to fixed priced OT agreements 
in excess of $5 million if the agreement states that the potential termination settlement 
amounts may be based on amounts generated from cost or financial records. 

f. Audit access deviations, both above and below the threshold, may occur. These will 
be documented in the agreement. 

14-909.5 Audit Procedures 

a. Accounting Treatment. Section 2371 OTs require that the contractor contribute at 
least 50 percent of the costs for the OT (contractor cost share). Although not mandatory, 
Section 845 OTs may also require a contractor cost share. All costs incurred in support of 
the OT, including both the contractor and Government cost share, should be accounted for 
consistently. OTs should be accounted for either solely as an IR&D project, or solely as 
direct effort (accounted for similar to a contract). FAR 31.205-18(e) states that costs in
curred by a contractor, pursuant to cooperative arrangements that are entered into under 
Section 2371, should be considered allowable as IR&D if the work performed would have 
been allowed as contractor IR&D had there been no cooperative arrangement. While OTs 
are generally not subject to CAS, CAS-covered contracts receiving an allocation of IR&D 
costs would be affected if a portion of the OT were accounted for as an IR&D project. 
CAS 402, Consistency in Allocating Costs Incurred for the Same Purpose, requires that all 
costs incurred for the same purpose, in like circumstances, are either direct costs only or 
indirect costs only with respect to the final cost objective. The purpose of CAS 402 is to 
ensure that each type of cost is allocated only once, and on only one basis, to any contract 
or other cost objective. If the contractor accounts for the costs incurred under the OT par
tially as direct effort (final cost objective accounted for as a contract) and partially as indi
rect effort (IR&D project), then the contractor is in noncompliance with CAS 402. Audi
tors should follow 8-302.7 when deciding whether to report the noncompliance. 

b. Cost Share. Cost share includes both cash and/or in-kind contributions. DoD 
Grant and Agreement Regulations (DoDGARs) 34.2 require that in-kind contributions 
may be in the form of real property, equipment, supplies and other expendable property, 
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and the value of goods and purchased services directly benefiting and specifically iden
tifiable to the project or program. Issues to consider when evaluating any claimed cost 
share include pre-agreement costs, indirect costs, prior IR&D cost, and in-kind valua
tion/usage. 

(1) Pre-Agreement Costs – The auditor should verify that the amount claimed as 
cost share, whether it is cash or in-kind contributions, includes only cost incurred after the 
date of the OT, unless pre-agreement costs were authorized under the agreement. Costs 
incurred prior to entering into an OT are unacceptable for satisfying the contractor’s re
quired cost share. Costs incurred under current Government-funded research and devel
opment contracts, grants, or cooperative agreements, such as awards made by NASA, are 
also unacceptable for satisfying the contractor’s cost share. This position is supported by 
the DoDGARs Section 34.13(a) and 37.545, which states that claimed cost share is unac
ceptable if it was either (1) included as a contribution under any other federally-assisted 
project or program, or (2) paid by the Federal Government under another award. 

(2) Indirect Expense – The contractor may not claim, as a direct cost to the OT, an 
indirect expense that is more appropriately allocable to other cost objectives, for example, 
claiming depreciation expense on a current asset being used on the OT as a direct cost to 
the OT or claiming manufacturing product support as a direct cost, typically an indirect 
expense allocable to the programs using that specific production line. In both cases, a con
tractor’s claim of an indirect expense as its cost share, separate and distinct from any ap
propriate indirect expense allocation to that OT, will represent unacceptable cost share. 
This practice may also result in a CAS 402 noncompliance and have an impact on the 
contractor’s CAS covered contracts. A final cost objective must have charged to it (a) all 
of its direct costs, and (b) its allocable share of indirect costs. While the contractor may 
not claim as cost share any costs appropriately assignable to another cost objective as a 
direct or indirect expense, such as depreciation expense on a current asset, the contractor 
may claim a usage fee on fully depreciated equipment (see FAR 31.205-11(f), Deprecia
tion). 

(3) Prior IR&D Costs – IR&D costs incurred prior to the contractor being awarded 
the OT are unacceptable. On May 13, 1996, the Senate Armed Services Committee specif
ically addressed this issue in the U.S. Senate Report No. 104-267 addressing Research 
Projects: Transactions Other Than Contracts and Grants under the National Defense Au
thorization Act for Fiscal Year 1997. The report stated that the committee had intended 
that the sunk cost of prior research efforts not count as cost-share on the part of the private 
sector firms. Only the additional resources provided by the private sector needed to carry 
out the specific project should be counted. This position is consistent with policy issued by 
the DDR&E in its December 2, 1998 guidance, as well as guidance included in the Guide 
for Section 845 OTs for prototype projects. 

(4) In-Kind Valuation / Usage – The auditor should apply procedures to evaluate 
the valuation of the in-kind contributions and determine if they are reasonable and/or al
lowable. This may require the assistance of technical personnel. The auditor also needs to 
verify that these in-kind costs are not being claimed (either directly or indirectly) on any 
other DoD contracts, grants, or cooperative agreements. Furthermore, the auditor should 
verify that any in-kind contributions were used on the OT. This may also require that 
technical assistance be requested. 

c. FAR / DFARS. OTs are generally not subject to FAR or DFARS. However, if the 
award is a cost-type TIA with a for-profit contractor that has existing FAR and/or DFARS 
covered contracts it must use these same regulations for identifying allowable costs for the 
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OT (DoDGARs 37.625). In addition, if the contractor accounts for the OT as an IR&D 
project and allocates those costs to Government contracts, the costs must comply with 
applicable FAR and DFARS provisions. Therefore, as part of the incurred cost audit of 
IR&D/B&P, auditors should ensure that any unallowable OT costs that are included in the 
IR&D pool have been properly excluded and have not been reimbursed under Government 
contracts. In addition, as part of the evaluation of a specific OT, auditors should ensure 
that the contractor equitably accounts for the Government payments as a credit to the 
IR&D account and should verify that only allowable unreimbursed IR&D costs are allo
cated to Government contracts. 

d. Accounting Practices. OTs are sometimes awarded to contractors that already do 
substantial business with DoD. While it is expected that the contractor will use the same 
accounting system for Government contracts and the OT, the evaluation procedures should 
determine if the same system was used. The auditor should perform the necessary steps to 
determine if incurred costs (i.e., direct labor, material, other direct costs, and indirect 
rates) were accounted for using the same accounting practices used to account for DoD 
contracts. Limited steps should be performed to determine the potential cost impact on 
other Government contracts if the contractor did not use its normal accounting practices 
(i.e., contractor did not use DoD approved indirect rates for the OT). 

e. OT Billings. Government financing on an OT may be based on milestone payments 
or actual cost incurred. OT financing based on payable milestones may be structured in a 
manner that milestones need not be adjusted for actual expenditures (fixed price). Alterna
tively, the OT may require that milestones reasonably track with actual cost incurred (cost 
type). Under payable milestones, the consortium is entitled to bill for the milestone pay
ment identified in the Schedule of Payments and Payable Milestones when it accomplishes 
an identified milestone. If the milestone payment schedule is subject to adjustment based 
on actual cost incurred, the auditor should compare billed costs by milestone to incurred 
costs by milestone, if possible, to determine if any significant differences exist. The audi
tor should also compare total billed costs to total incurred costs to determine if there is any 
significant difference in total. In the event that incurred costs differ significantly from the 
milestone payment amount, the Agreement Administrator may adjust future milestone 
payment amounts. Regardless of whether the milestone payment is subject to adjustment, 
the auditor should confirm, on a selective basis, that the milestone was accomplished and 
accepted by the Government prior to the milestone being billed. When evaluating a Sec
tion 2371 or Section 845 OT, the auditor should verify that the contractor used its DoD 
provisionally approved overhead rates, and when available, final negotiated overhead rates 
to report/record indirect costs. If the DoD approved rates were not used, auditors should 
determine, to the extent possible, the cost impact to the Government. 

f. Preaward Evaluations. In the event the auditor is requested to perform a preaward 
evaluation of an OT proposal, the evaluation of the overhead rates should include an anal
ysis of the contractor’s anticipated workload. Depending on the significance of the pro
posed OT, the auditor should verify that the contractor has included the impact of the OT 
on its proposed overhead rates. The auditor should also comment on the proposed ac
counting treatment for the OT and identify whether the contractor estimated the OT costs 
in accordance with its procedures used to estimate costs on its DoD contracts. When the 
contractor estimates an OT as both an IR&D project and a contract, the guidance at 8
302.7 for citing a CAS 402 noncompliance should be followed. 
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g. Advance Agreements. FAR 31.109 encourages participants to negotiate advance 
agreements regarding cost treatment prior to the execution of certain financial instruments 
that include special or unusual costs. Various contractors may attempt to enter into ad
vance agreements regarding their accounting treatment of the OT as it relates to CAS 402 
requirements. Contractor requests for an advance agreement should be coordinated with 
the cognizant regional office. When requested to comment on OT advance agreements where 
the contractor plans to account for the OT costs as IR&D, the auditor should recommend that 
the advance agreement include a requirement for the use of the contractor's existing Gov
ernment contract accounting system for accumulating the OT costs. Since the OT costs 
would be classified as IR&D, they would already be part of the contractor's government 
contract accounting system. Thus, the use of any other system to account for the OT costs 
would only increase the amount of contractor and Government resources needed to audit the 
costs being allocated to the other Government contracts. 

h. Order of Precedence. In the event of a conflict between the terms of the OT 
agreement and other governing documents, the auditor should analyze the OT to deter
mine if an order of precedence has been established. Precedence may be established for 
the DoDGARs, the articles of the OT, the attachments to the OT, or the consortium’s 
articles of collaboration. 

i. Additional Areas for Evaluation. In addition to the detailed discussion of OT eval
uation areas identified above, auditors may be requested to perform any of the following 
steps. This list is not all-inclusive and evaluation procedures may be requested that are 
not identified here. The auditor should also analyze the OT to identify any discretionary 
clauses and suggest the requestor include procedures to evaluate compliance. 

(1) Accounting Changes. When the contractor has reclassified OT costs (i.e., 
direct to indirect), possibly as a result of an inconsistent accounting treatment, deter
mine the cost impact on DoD contracts. 

(2) Compliance with Other Regulations. Verify that the contractor’s treatment of 
the OT is in accordance with OMB Circular A-110 or A-133, and DoD Directive 
3210.6-R, DoDGARs. 

(3) Consortium-Lead Costs. Verify that the consortium lead is not separately 
charging its administrative costs to the OT, unless specifically provided for. These costs 
are usually considered to be an indirect expense. In addition, the lead should not be al
locating these costs to the lower level consortium members. If the inclusion of the OT 
administrative costs in the indirect cost pool results in a disproportionate allocation of 
indirect costs, then a special allocation in accordance with CAS 418, Allocation of Di
rect and Indirect Costs, may be appropriate. 

(4) Cost Savings or Other Benefits Achieved. Inquire of the contractor whether 
any cost savings or other benefits were achieved as a result of being granted statuto
ry/regulatory relief under the OT. 

(5) Facilities Capital Cost of Money (FCCOM). Verify that the contractor is not 
inappropriately claiming FCCOM when it was not included in its preaward proposal. 

(6) General & Administrative (G&A) Costs. Compare the proposed accounting 
treatment for the OT to the actual treatment being used. The contractor may have pro
posed all or a portion of the OT as IR&D effort. The contractor would not have applied 
G&A expenses to those costs. However, the contractor may be accounting for the OT 
costs as a contract and applying G&A. 

(7) Government Property. Verify the existence of Government property. 
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(8) Interest. If advance payments are authorized, the OT may require that a sepa
rate interest bearing bank account be established to account for the Government funds. 
Any interest earned should be remitted annually to the Government. Identify whether 
the lead consortium member has earned interest on the Government funds for the specif
ic OT, and if so, whether it was subsequently credited to the Government. This could 
result from the Government paying out funds to the lead consortium member, who in 
turn does not pay out the funds to the consortium members on a timely basis. 

(9) Profit. Verify whether the contractor is inappropriately applying profit to the 
Section 2371 OT. Profit is normally not provided for under a Section 2371 OT for basic, 
applied, and advanced research. 

(10) Program Income. Verify that income from such sources as royalties on pa
tents and copyrights is being credited to the agreement. 

(11) Special Clauses. Analyze the OT for any special clauses. 
(12) Termination. Perform an evaluation on a terminated OT. 

14-909.6 Evaluation Program 

A standard program, 17900 Other Transactions (OT), for performing applications of 
agreed-upon procedures to both Section 2371 and Section 845 OTs is available on the 
APPS and DCAA’s Intranet. Regardless of the type of OT being evaluated, the program 
should be tailored to meet the specific objectives of the evaluation to be performed. 
Additional tailoring will be required if it is determined that an examination will be per
formed. 

14-909.7 Reporting 

A report "shell" is available for reporting the results of the application of the agreed-
upon procedures, for both Section 2371 and Section 845 OTs. This report shell should 
be modified, as appropriate, to reflect the scope and results of the evaluation being per
formed. The report shell, 17900 Other Transactions (OT), is available on the APPS and 
DCAA’s Intranet. Auditors should also consider the guidance contained in 10-1000. 

14-910 Performance-Based Payments (PBPs) 

14-910.1 Introduction 

a. FAR 32.1001(a) provides that PBPs are the preferred financing method when the 
contracting officer finds them practical, and the contractor agrees to their use. PBPs are 
not authorized for use in conjunction with other methods of contract financing except 
advance payments and guaranteed loans (FAR 32.1003(c)). PBPs may be based on: 

(1) performance measured by objective, quantifiable methods; 
(2) accomplishment of defined events; or 
(3) other quantifiable measures of results (FAR 32.1002). 

b. The procedure for establishing PBPs is a two-part process comprised of establish
ing the performance bases (events or criteria) and establishing the performance-based 
finance payment amount. A PBP amount may be established on any rational basis in
cluding (but not limited to): 
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(1) engineering estimates of stages of completion; 
(2) engineering estimates of hours or other measures of effort to be expended in 

the performance of the event or achievement of a performance criterion; and 
(3) the estimated projected cost of performance of particular events (FAR 

32.1004(b)(4)). 

14-910.2 Administration and Payment of Performance-Based Payments 

FAR 32.1007(c) states that the contracting officer is responsible for determining 
what reviews are required for protection of the Government's interests when using 
PBPs. The contracting officer should consider the contractor’s experience, performance 
record, reliability, financial strength, and the adequacy of controls established by the 
contractor for the administration of PBPs. Based upon the risk to the Government, post-
payment reviews and verifications should normally be arranged as considered appropri
ate by the contracting officer. If considered necessary by the contracting officer, pre
payment reviews may be required. The contracting officer may also reduce PBPs when 
the contractor fails to comply with a material requirement of the contract, fails to pro
gress on the contract, is in unsatisfactory financial condition, or is delinquent in pay
ment of any subcontractor under the contract (FAR-32.1008). 

14-910.3 Role of the Auditor 

a. A user’s guide has been developed to facilitate the establishment of performance-
based events and PBP amounts. The guide instructs contracting officers to use DCAA 
and DCMA when establishing PBP events and values. The guide notes that representa
tives of DCAA and DCMA will have special familiarity with the program as well as 
with the contractor’s operations and organization. This experience and familiarity can 
be a valuable asset for the contracting officer and the program office when selecting and 
defining appropriate PBP events. Contracting officers are encouraged to seek the input 
of DCAA and DCMA representatives and to build in their continuing involvement when 
negotiating and structuring performance-based events and PBP amounts. Finally, the 
guide notes that using all of the experience and specialized expertise of DCAA and 
DCMA can often make a substantial difference in the practicality and success of a per
formance-based financing approach in a major contract activity. A copy of the PBP Us
er’s Guide in PDF format can be obtained at 
http://www.acq.osd.mil/dpap/Docs/PBPGuideNov2001.pdf. 

b. Auditors and financial liaison advisors (FLAs) can provide valuable financial ad
vice to those contracting officers and buying commands considering the use of PBPs. 
Since FAR 32.1007(c) makes the contracting officer responsible for determining what 
reviews are required when using PBPs, auditors should be fully responsive to requests 
from contracting officers for audit assistance in both pre-payment and post-payment 
PBP reviews. Auditors should acknowledge contracting officer requests in accordance 
with 4-103. 

c. Pre-payment auditor assistance may be sought in establishing and valuing PBP 
events. PBP events should be established to allow the contractor a reasonably consistent 
cash flow during the period of performance. Enough PBP events should occur during 
contract performance to avoid long periods of no or insufficient cash flow for the con
tractor when the rate of expenditures is significant. PBPs cannot, in total, exceed 90% of 
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the price of the contract or delivery item to which they apply (FAR 32.1004(b)(2)(ii)). 
Because the use of PBPs is limited to definitized fixed-price type contracts, the final 
payment (which will liquidate all prior PBPs) will occur only after the Government has 
accepted the contractor’s performance. 

d. Post-payment reviews may include verification of incurred costs on performance-
based contracts. Although post-payment reviews of incurred costs will not impact pre
viously negotiated PBP amounts, post-payment reviews can provide invaluable docu
mentation and support to both the Government and the contractor in establishing PBPs 
on follow-on and/or future contracts. The objective of such reviews is to provide ex
penditure profile information required to ensure that PBPs established on future con
tracts are commensurate with the value of the performance-based event or performance 
criteria and do not result in an unreasonably low or negative level of contractor invest
ment in the contract (FAR 32.1004(b)(3)(ii)). 

14-910.4 Reporting 

Audit reports will be issued on all completed PBP audits. The PBP audit report 
should be prepared in accordance with 10-1200 and addressed to the contracting officer 
who requested the audit. When the audit discloses materially adverse findings, these 
matters will be explained in detail. To ensure that all available facts have been consid
ered in the conclusions, the auditor should contact the contracting officer, discuss the 
findings, and invite the contracting officer to the exit conference with the contractor 
(see 4-300). 
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14-1000 Section 10 --- Application of Agreed-Upon Procedures 

14-1001 Introduction 

a. This section contains guidance on the performing agreed-upon procedures en
gagements. An agreed-upon procedures engagement is one in which an auditor is re
quested to issue a report of findings based on specific procedures, agreed-upon by the 
auditor and requestor, performed on an assertion (usually a contractor submission) or 
a subject matter. An agreed-upon procedures engagement is appropriate for situations 
where the requestor wants information on a subject matter or assertion, generally rela
tive to specific criteria, but does not require an opinion, recommendations or negative 
assurance. Instead, users of the report assess for themselves the procedures and find
ings reported by the auditor and draw their own conclusion based on the auditor’s 
work. 

b. Under Generally Accepted Government Auditing Standards (GAGAS), DCAA 
may perform an agreed-upon procedures engagement for any assignment if (1) the 
subject matter or assertion to which the procedures are to be applied is subject to rea
sonably consistent measurement, (2) the requestor and DCAA agree on the nature, 
timing, and extent of the procedures to be applied, including the criteria to be used 
and (3) the requestor assumes responsibility for the sufficiency of the procedures. 
GAGAS incorporate the Statements on Standards for Attestation Engagements 
(SSAE) Section 201 covering fieldwork and reporting on applications of agreed-upon 
procedures and the general attestation standard on criteria. 

14-1002 Agreed-Upon Procedures 

In an agreed-upon procedures engagement the requestor assumes responsibility 
for the sufficiency of the agreed-upon procedures since the requestor determines, 
based on their specific needs, what procedures should be performed. The auditor is 
responsible for carrying out those procedures. In planning an agreed-upon proce
dures engagement the auditor should: 

 Understand the requestor’s objectives, 
 Understand the difference between appropriate and inappropriate agreed-upon pro

cedures, and 

 Establish an agreement with the requestor on the terms of the engagement. 

14-1002.1 Understanding the Requestor’s Objectives 

a. Requests for DCAA services vary, depending on specific circumstances and 
customer needs. The auditor should inquire about the requestor’s objectives and 
then discuss with the requestor the procedures which will accomplish those objec
tives. The auditor should clarify exactly what the requestor needs and structure the 
assignment appropriately. Other types of audit services may be more appropriate to 
satisfy the requestor’s objectives. Requests for procedures that require the auditor to 
make determinations based on auditor judgment (e.g., reasonableness), or provide 
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recommendations or opinions should not be performed as an agreed-upon proce
dures engagement. Agreed-upon procedures acknowledgement letters delivered 
through APPS include a list of sample questions the auditor may use to assist in 
determining the appropriate engagement. 

b. If applicable, the auditor and requestor should also explicitly discuss the use 
of a technical specialist. The auditor should document the discussion. 

14-1002.2 Appropriate Agreed-Upon Procedures 

Auditing standards limit the type of work that can be performed as agreed-upon 
procedures. In determining the procedures to be performed, the auditor and reques
tor must only agree to procedures that do not require the auditor to form an opinion 
or make recommendations. Auditors should not agree to perform procedures that 
are overly subjective and open to varying interpretations. Terms of uncertain mean
ing (e.g., fair and reasonable, review, and evaluate) should not be used in describing 
the procedures unless such terms are defined within the procedures. The procedures 
to be applied to the subject matter are expected to result in consistent findings using 
the established criteria. Examples of inappropriate and appropriate procedures are 
presented below. 

Inappropriate 
Procedures 

Why Procedure 
is Inappropriate 

Appropriate 
Procedures 

Verify hours billed by Procedure is too vague. It isn’t Using ABC Company's April 20X6 
ABC Company under specific regarding the subject invoice for Contract No. 4500-6702, 
Contract No. 4500-6702. matter and does not state what 

criteria the billed hours are veri
fied against. 

compare hours invoiced to the con-
tractor's April 20X6 labor distribu
tion reports and report any differ
ences. 

Review contractor esti “Review” is too vague and sub- Compare proposed escalation for 
mates for escalation. jective. It implies that an opinion 

will be given. In addition, the 
specific subject matter and crite
ria are not stated. 

direct labor costs with the June 30, 
20X6 Global Insights Cost Analyzer 
indices for Professional and Tech
nical Workers and report any differ
ences. 

Compare proposed rates 
to actual rates for past 
years. 

The procedure is not specific 
regarding the subject matter or 
the criteria against which it will 
be measured. 

Compare the proposed indirect rates 
for Manufacturing Overhead, Fringe, 
and G&A to rates for Fiscal Years 
20X4 and 20X5 contained in the 
contractor's actual year end cost 
reports and report any differences. 

Read the contractor’s Merely reading a document to Determine if the contractor’s time-
timekeeping policies and obtain an understanding is insuf keeping policies and procedures 
procedures to obtain an ficient. What procedures will be require work authorizations to be 
understanding of those performed? What are the criteria? issued prior to employees perform-
policies and procedures. ing the work. 
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14-1002.3 Establishing an Agreement on the Terms of the Engagement 

a. GAGAS require auditors to establish a clear understanding regarding the 
terms of the engagement. DCAA auditors should accomplish this through an 
acknowledgement letter that clearly defines the specific procedures agreed-upon for 
the assignment, including the definition of materiality, if materiality limits are 
agreed to by the auditor and requestor (see 10-1002). The acknowledgement letter 
should not be issued until after DCAA and the requestor have discussed the re
quirements and reached an agreement on the procedures to be applied. The auditor 
should not perform an agreed-upon procedures engagement when the auditor and 
requestor do not agree upon the procedures to be performed or when the requestor 
does not take responsibility for the sufficiency of the procedures. The acknowl
edgement letter should be prepared in accordance with the applicable guidance in 4
104f. In some circumstances, the procedures initially agreed-upon may be modified 
over the course of the engagement. In such cases, the requestor’s acknowledgement 
of responsibility for the revised procedures should be documented in the working 
papers. A revised acknowledgement letter should be prepared if the modifications 
to the procedures are significant. 

b. The auditor should inform the requestor of any relevant systems that were 
previously reported as inadequate and the related internal control deficiencies, as 
well as known CAS or FAR violations that might significantly affect the objective 
of the agreed-upon procedures. However, the auditor is not required to perform pro
cedures beyond those agreed to. Such discussions should be documented in the 
working paper file, reiterated in the acknowledgment letter, if known at the time, 
and included in the audit report as “Other Matters to be Reported” (see 10-1011). 

c. When circumstances impose restrictions on the performance of the agreed-
upon procedures, the auditor should attempt to obtain agreement from the requestor 
for modification of the agreed-upon procedures. If an agreement cannot be reached, 
the auditor should describe the restrictions in the report (see 10-1008) or, if the re
strictions significantly impact the extent of the procedures, withdraw from the en
gagement. 

d. Before an auditor agrees to convert an examination to an application of 
agreed-upon procedures, the auditor should consider the guidance on disclaimer of 
opinion in CAM 2-102.2. An examination cannot be converted to an application of 
agreed-upon procedures merely to avoid disclosing a scope limitation encountered 
during the course of the examination. 

14-1003 Agreed-Upon Procedures Reports 

The format and content of application of agreed-upon procedures reports will 
comply with the general requirements of Chapter 10. Specific guidance on prepara
tion of these reports is contained in 10-1000. 
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CHAPTER 15 

15-000 Other DCAA Functions 

15-001 Scope of Chapter 

This chapter presents audit policies, procedures, and support requirements relative to 
other DCAA functions, including contract audit services for non-DoD agencies, the con
tract audit coordination, financial advisory services, support of negotiation conferences, 
the contract audit follow-up system, and board of contract appeals cases. 

15-100 Section 1 --- Special Procedures for Non-DoD Agencies 

15-101 Introduction 

a. This section presents policies and procedures relating to audit services rendered to 
non-DoD organizations other than Educational Institutions (Chapter 13), TRICARE (14
902) and National Guard Bureau (14-903). 

b. General requirements associated with servicing non-DoD organizations are stated in 
15-102. Procedures for processing reimbursement vouchers are discussed in 15-103. Sup
plemental requirements developed by and tailored to the needs of specific non-DoD organ
izations are presented in 15-104 through 15-120. 

15-102 General Requirements 

The Contract Audit Manual is the determining guide for the conduct and administra
tion of audits for non-DoD as well as DoD contracts. In addition to general guidance pro
vided throughout CAM, specific comments concerning non-DoD audits are contained in 
various sections of CAM under the audit area being discussed. Presented below is a reca
pitulation of pertinent CAM guidance as well as a synopsis of procedures unique to non-
DoD organizations. For more detailed information, the auditor should refer to the Reim
bursables section of the DMIS User Guide. 

15-102.1 Establishing Audit Cognizance and Processing Non-DoD Audit Requests 

a. Cross-servicing arrangements have been made with various non-DoD organizations. 
Section 1-300 provides guidance for performing audit services for non-DoD organiza

tions, including the rules for establishing audit cognizance and accepting or rejecting non-
DoD requests. 

b. Requests from non-DoD organizations not listed in the DMIS User Guide, must be 
coordinated through Headquarters, as described in 1-303 g and h. 

c. An increasing number of non-DoD organizations require their activities to submit 
requests through their Office of Inspector General. In those cases the DCAA field office 
will honor all reasonable administrative procedures specified by the requesting Office of 
Inspector General. 
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d. The cross-servicing arrangements provide for the non-DoD organizations to send the 
audit requests to the cognizant DCAA field office. Audits performed without a current au
dit request could result in disagreements regarding reimbursements for the audit services. 
When an auditor observes non-DoD contracts subject to audit coverage, for which audit 
requests have not been received, they will be brought to the attention of appropriate non-
DoD officials (contracting officer or Office of Inspector General) to facilitate issuance of 
requests for audit. 

15-102.2 Performing Contract Required Audits when Customer Funding is not 
Available 

a. This guidance supplements information contained in 15-102.7, Audit Reporting, to 
address those situations in which a non-DoD customer does not have the necessary funds 
to pay for contract required audit services. The following procedures apply in the event 
that an FAO has programmed an audit that includes DoD and non-DoD effort and the 
FAO is advised that there is no funding available to cover one or more non-DoD contracts. 
If the auditor has been informed by a non-DoD contracting officer that no funding is 
available and no authorization is provided, the auditor should consider deferring all audit 
effort until the following fiscal year. However, if deferral is not a viable option, the auditor 
should proceed as follows: 

(1) Notify the contracting officer(s) that their agency's contracts will not be included 
in the audit and no audit report will be issued to their office. 

(2) Adjust the Auditable Dollar Volume (ADV) and scope of audit as necessary. 
(3) For billing purposes, audit effort should be allocated to DoD and other participat

ing non-DoD agencies. 
(4) Exclude the presentation of information on applicable non-DoD contracts from 

the audit report. 
(5) The contracting officer(s) should be advised when the audit discloses significant 

weaknesses in the contractor’s system of internal controls or adverse conditions that cause 
the contractor to be high risk. Through discussions with the contracting officer(s), the au
ditor should identify the weaknesses and/or adverse conditions and state that these defi
ciencies may impact their agency's contracts. In accordance with 15-102.11, auditors 
should not expand effort to specifically address issues for non-DoD agencies that are not 
paying for audit services. However, DCAA has a professional responsibility to advise all 
affected agencies of conditions or situations that may place the Government at significant 
risk. Accordingly, audit reports that identify such high risk conditions shall be distributed 
to all affected agencies. 

b. If, after the audit report has been issued, a reimbursable customer approaches the 
FAO to request audit services for which funding authorization is subsequently made 
available, the following procedures apply: 

(1) The FAO should obtain funding authorization from the contracting officer. 
(2) The FAO should set up a separate assignment and perform the necessary audit 

steps and testing procedures to cover the requested non-DoD contracts. The assignment 
should be treated as contract required and scheduled considering risk and all workload 
priorities. 

(3) Additional audit effort should be billed to the non-DoD customer. 
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(4) A separate audit report should be issued that includes indirect rate information as 
well as direct costs on applicable non-DoD contracts. 

15-102.3 Non-DoD Cost Principles and Procedures 

The Federal Acquisition Regulation (FAR) is the primary regulation for use by all 
Federal executive agencies in acquiring supplies and services with appropriated funds. 
Agencies are authorized to issue supplemental regulations tailored to their organization
al needs. Thus, the cost principles and procedures applicable to a specific non-DoD or
ganization consist of the FAR together with that agency's supplemental regulation, if 
any. Auditors can obtain the most frequently used non-DoD supplements on the DCAA 
Intranet under Audit Tools, Useful Audit Links, Acquisition Regulations. The auditor 
should contact the appropriate non-DoD official (requestor, Office of Inspector General, 
or acquisition office) to determine whether that organization has issued supplemental 
regulations for agencies not listed below on the DCAA Intranet. 

15-102.4 Final Indirect Cost Rates for non-DoD Contracts 

a. Subpart 42.7 of the Federal Acquisition Regulation provides that final indirect 
cost rates will be established on the basis of auditor determination where contracting 
officer determination procedures are not applicable. For non-DoD contractors, contract
ing officer determination applies to business units under the cognizance of a corporate 
or resident administrative contracting office or where the predominant contract dollar 
amount is with an agency whose procedures require contracting officer determination. 

b. The non-DoD organization may issue supplemental regulations that modify the 
designation of auditor versus contracting officer responsibility for final indirect cost rate 
determination. The DCAA auditor should comply with the designation in the agency's 
supplemental regulations. Contact the non-DoD contracting officer to clarify the desig
nation of responsibility if there are any questions on this subject. 

c. The format and content of audit reports on annual indirect cost rates, prepared in 
accordance with 10-500, are the same for non-DoD contracts as for DoD contracts, 
whether the auditor-determined or contracting officer-determined method applies. 

15-102.5 Applicability of CAS to non-DoD Contracts 

Cost Accounting Standards (CAS) apply to non-DoD contracts effective April 17, 
1992. For further guidance on applicability of the CAS Board's rules, regulations, and 
standards, see 8-100, 8-200, and 8-300. 

15-102.6 Obtaining Technical Evaluation of Non-DoD Proposals 

Some non-DoD organizations do not routinely furnish technical reports on contrac
tors' price proposals. In those cases, the auditor should inform the requestor of the need 
for a technical report (9-306). 
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15-102.7 Audit Reporting 

a. As stated in 15-103d, e, and f, DCAA Forms 1 and 1c or their equivalents will not 
be used to report suspended and/or disapproved costs to certain contracting organiza
tions. Such reporting will be accomplished promptly after disclosure of the suspended 
or questioned item by means of a letter or audit report. 

b. Interim audit status reports will be issued in all cases where required or requested 
by the contracting organization in its request for audit of the contract. Audit reports will 
also be issued in all cases where interim audits disclose any adverse conditions or 
weaknesses in the contractor's management practices that the auditor feels should be 
brought to the attention of the contracting officer. 

c. Audit reports will be addressed in the manner prescribed by 10-207. A number of 
non-DoD organizations have requested supplemental distribution of audit reports which 
frequently includes distribution of the original or one or more copies to their Office of 
Inspector General. The requested supplemental distribution is commented on in various 
sections of CAM under the audit area being discussed. The table presented in 15-1S6 
lists, by organization and by type of report, the additional distribution requirements for 
these non-DoD organizations. 

d. In conjunction with the above, the non-DoD address lists presented in 15-1S1 
through 15-1S5 will provide guidance in identifying the cognizant non-DoD offices 
which commonly request our services. 

e. When a non-DoD organization submits an audit request through its Office of In
spector General, the non-DoD organization assignment number or other identifier will 
be included in the “References” section of the cover sheet (Figure 10-2-1) and the first 
one or two sentences of the audit report (10-207.1c). 

f. Guidance on release to the GAO of audit reports and records pertaining to non-
DoD organizations is given in 1-200. 

15-102.8 Suspected Irregularities 

Procedures for referring suspicions of irregularity with respect to non-DoD con
tracts are included in DCAAR 7640.15. 

15-102.9 Boards of Contract Appeals - Non-DoD Agencies 

General comments on audit services provided to assist in hearings before boards oth
er than the ASBCA appear in 1-406.2. 

15-102.10 Non-DoD Postaward Audits 

DCAA's standard memorandum of understanding states that the customer may provide 
the DCAA Office of Assistant Director, Operations, a list of all contract pricing actions for 
which the customer wants DCAA to perform a postaward audit in the next fiscal year. 
This list will constitute specific authority by the customer for DCAA to perform, and bill 
for, these specific postaward audits. 
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15-102.11 High Risk Conditions 

Funding constraints now limit the ability of some non-DoD customers to request and 
pay for routine DCAA audit services for their contracts. However, when performing audits 
auditors sometimes become aware of high risk conditions (e.g., financial distress or non
performance of Government contracts) that may impact these non-DoD agencies. Alt
hough DCAA auditors should not expand efforts to specifically address issues for non-
DoD agencies that are not paying for audit services, DCAA has a professional responsibil
ity to advise all affected agencies of conditions or situations that may place the Govern
ment at significant risk. 

Audit reports that identify such high risk conditions shall be distributed to all affected 
agencies. This does not include audit reports addressed to administrative contracting offic
ers (e.g., CAS noncompliance reports) since these contracting officers are responsible for 
resolving the issues and the results will apply to all Government contracts. 

15-102.12 Reimbursable Billings 

Field activities will input reimbursable billing information in the DMIS Reimbursa
ble Module in accordance with the requirements of the DMIS User Guide. 

15-103 Procedures for Processing Non-DoD Cost-Reimbursement Vouchers 

a. The processing of reimbursement vouchers under cost-reimbursement type contracts 
awarded by non-DoD organizations can be accomplished by one of five methods, depending 
upon which method the organization has selected. These methods are discussed in para
graphs c. through g. below. Paragraph 15-104 identifies the method designated by each of 
the non-DoD organizations. Common to all methods and contrary to DoD contract voucher 
processing procedures, reimbursement vouchers under non-DoD agency contracts must be 
signed by an authorized certifying officer of the contracting organization prior to payment. 

b. Certain particular procedures have been adopted by the National Aeronautics and 
Space Administration (NASA) for its cost-reimbursement type contracts. Since the vol
ume of auditable NASA contracts is substantial, the procedures are described separately in 
detail in 15-105. 

c. Under the first method, interim vouchers will be prepared by the contractor and for
warded directly to the cognizant auditor. They will be evaluated by the auditor and provi
sionally approved for payment in the same manner as interim vouchers received on DoD 
cost-reimbursement type contracts. They will then be forwarded to the finance office of 
the Government organization which awarded the contract for certification and payment. 
Completion vouchers and necessary supporting documentation will generally be received 
by auditors and processed in the same manner as DoD completion vouchers. Any sus
pended or disapproved costs resulting from audit will be reported by use of DCAA Forms 
1 and 1c, or equivalent forms as specified by the contracting organization. The procedures 
for preparation and distribution of the notice of costs suspended and/or disapproved and 
appeals by the contractor will be as prescribed in 6-902 through 6-908. The auditor will 
make appropriate deductions on the contractor's submitted vouchers for suspended or dis
approved costs. 
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d. The second method is the same as the first with respect to receipt of vouchers, 
provisional approval of interim vouchers, and processing of completion vouchers by the 
auditor. It differs from the first method in that the auditor will report suspended and/or 
disapproved costs in writing with a recommendation that the amount questioned be de
ducted from the next available voucher. Vouchers approved for provisional payment, 
together with the written notification, if any, will be forwarded to the contracting organ
ization's fiscal office. That office should be requested to notify the cognizant audit of
fice of the action taken with respect to any recommended suspension or disapproval. 
The contracting organization's fiscal office will refer the vouchers and audit reports to 
the contracting officer, who will certify the vouchers for payment. The contracting of
ficer will also make the determination with respect to the auditor's recommendations for 
suspended and/or disapproved costs and notify the contractor as appropriate. 

e. The third method is the same as the first with respect to receipt of vouchers and pro
visional approval by the auditor. The vouchers will, however, be forwarded to the con
tracting organization's contracting officer for final approval, rather than being forwarded 
to that organization's finance office. Similarly, any notification of suspended and/or disap
proved costs will be forwarded to the contracting officer for final approval and notification 
to the contractor. Such notification will be made in writing with a request that the auditor 
be advised of the contracting officer's decision. Since the approval of the contracting of
ficer is required before the suspension or disapproval becomes effective, the auditor will 
not notify the contractor of any such recommendations and should not make any deduc
tions from vouchers for costs suspended and/or disapproved. 

f. Under the fourth method, the contracting organization will instruct its contractors 
to forward interim and completion vouchers directly to the administrative contracting 
officer or other designated official of the organization. This official will certify the 
voucher and process it for payment. The cognizant auditor will receive a paid copy of 
the voucher. In some cases, however, the contractor may forward an information copy 
of the voucher to the auditor at the time of its initial submission to the contracting or
ganization. Procedures for reporting questioned costs or fee will be the same as in 15
103d. 

g. Under the fifth method, the contractor will forward the first and the final vouchers 
on each cost-reimbursement type contract to the cognizant auditor. All other vouchers 
will be submitted directly to the contracting officer's representative. The cognizant audi
tor will evaluate the initial voucher in accordance with paragraphs 6-1007c and 3-3S1. 
However, costs will be determined by the cost principles and procedures in the Federal 
Acquisition Regulation together with agency supplemental regulations. If acceptable, 
the voucher will be provisionally approved and submitted to the contracting officer's 
representative. If the evaluation discloses deficiencies in the contractor's internal control 
or billing procedures which the auditor cannot resolve with the contractor, an audit re
port will be issued to the contracting organization's Office of Audit. The report should 
state the deficiencies and the recommendations for corrective action. In addition, the 
initial voucher should be attached to the audit report. The cognizant auditor will receive 
a paid copy of each voucher processed under the contract. The final voucher, together 
with the required documentation submitted by the contractor to the cognizant auditor, 
will be processed in the same manner as DoD completion vouchers (Section 9 of Chap
ter 10). DCAA Forms 1, or equivalent forms as specified by the contracting organiza
tion, will be prepared for any suspended or disapproved costs. The original and four 
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copies of the form will be forwarded to the contracting organization's Office of Audit 
with a request that the DCAA auditor be advised of the action taken. However, the orig
inal and four copies of DCAA Forms 1 pertaining to contracts awarded by the Depart
ment of Transportation will be forwarded to the contracting officer. 

15-104 Non-DoD Organizations to which Various Procedures are Applicable 

Listed below are the non-DoD organizations to which various procedures are applica
ble. NASA procedures and requirements are discussed separately in 15-105 and 15-106. 
The various procedures described in 15-103 apply to all other non-DoD organizations. The 
list designates which procedure applies to each organization. This list comprises all the 
non-Department of Defense organizations with which arrangements have been made for 
audits by DCAA of contracts awarded by such organizations. 

Organization Procedure 
Prescribed by 

Notes 

Agency for International Development -- (5) 
Department of Agriculture 15-103f 
Department of Commerce 15-103e 
Department of Education 15-103f 
Department of Energy 15-103f 
Department of Health and Human Services 15-103f 
Department of Homeland Security -- (5) 
Department of Housing and Urban Development 15-103f 
Department of the Interior 15-103f 
Department of Justice -- (5) 
Department of Labor 15-103f 
Department of State 15-103d 
Department of Transportation 15-103g (1) 
Department of the Treasury 15-103d 
Department of Veterans Affairs 15-103f 
Environmental Protection Agency 15-103f (2) 
Government Accountability Office 15-103c 
General Services Administration 15-103f 
National Aeronautics and Space Administration 15-105, 15-106 
National Science Foundation 15-103f (3) 
Nuclear Regulatory Commission 15-103d 
U.S. Postal Service 15-103c (4) 
All Others -- (5) 

Notes: 
(1) The DCAA auditor will not make any deductions on public vouchers. For cost-

reimbursement type contracts awarded by the Department of Transportation, the vouchers 
and memorandums will be submitted to the cognizant contracting organizations listed in 
15-1S4. 
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(2) Contractors will forward the original interim voucher directly to the finance of
fice with copies for the project office and contracting office. The finance office processes 
the vouchers for payment which includes Project Officer review and approval of costs and 
identification of any suspended costs. Costs which may be disallowed are referred to the 
Contracting Officer. Paid vouchers are provided to the contracting office. The contractor 
will be provided with the EPA Form 1900-68 which explains any suspended or disallowed 
costs. Any costs that are disallowed will also be referred to the cognizant audit office at 
that time for inclusion in the annual incurred cost audits. Completion invoices are submit
ted along with an interim cumulative claim and reconciliation statement which summariz
es costs claimed at the point of completion. After receipt of these documents, the Contract
ing Officer requests that a final contract evaluation be performed through the EPA Office 
of Acquisition Management who prepares a request to the EPA Office of the Inspector 
General and the cognizant audit offices. As evaluation of final vouchers are requested, the 
requesting office will obtain a Contract Payment System Report showing invoice pay
ments and adjustments and identify any suspended or disallowed costs in the audit request. 

(3) For interim vouchers, NSF will instruct its contractors to submit the vouchers to 
the NSF finance office. They are then forwarded to the contracting officer's technical rep
resentative for approval. This official certifies the voucher and returns it to the finance of
fice for approval. Contractors are required to send completion vouchers to the NSF con
tracting officer. When NSF is the cognizant agency, the NSF contracting officer will either 
discuss with or send vouchers to the NSF Cost Analysis/Audit Resolution Branch to in
corporate final overhead rates in all contracts that have post determined rates. If another 
agency is cognizant, the NSF contracting officer will discuss with or send completion 
vouchers to the NSF Office of Inspector General (OIG) to consider for final audit. If it is 
determined that a final audit is desired, the NSF OIG may forward the vouchers to the 
cognizant auditor. 

(4) Interim and completion vouchers should be sent to the cognizant U.S. Postal In
spection Service requesting the audit, with one copy to the contracting officer. 

(5) See information under specific customer in DMIS User Guide. 

15-105 Procedures Applicable to Cost Reimbursement Contracts Awarded by 
National Aeronautics and Space Administration (NASA) 

15-105.1 General 

a. NASA contracting officers will furnish DCAA branch managers or resident auditors 
with a separate letter of delegation of authority to perform audits to cover each cost-
reimbursement type contract for which an audit is requested. The letter will be accompa
nied by: 

(1) an attachment setting forth the details of the audit services to be performed and 
(2) a form designated "Acceptance of Delegation of Audit Services Function," 

which is to be acknowledged and returned to the contracting officer. 
This form also provides for an estimate of the cost of audit performance by fiscal year for 
each contract, including related auditable subcontracts. The FAO should complete the 
form, except for the section on estimated cost of audit performance, and transmit it direct
ly to the contracting officer. The estimated cost of audit performance will not be entered, 
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since DCAA Headquarters will furnish such estimates to NASA on an agency-wide basis 
rather than by individual contract. 

b. Vouchers under cost-reimbursement-type NASA contracts will be processed in ac
cordance with procedures described below. These procedures are applicable only to 
vouchers for reimbursement of costs. Claims for fees are submitted by contractors on sep
arate vouchers directly to the NASA contracting officer for evaluation and administrative 
approval. If the audit discloses any information concerning fees which should be brought 
to the attention of the contracting officer, this information will be promptly furnished by 
letter or audit report. 

(1) Interim reimbursement vouchers for incurred costs can be submitted either di
rectly to disbursing offices or to the auditor. (See 6-1003b) When interim vouchers are 
submitted to the auditor, he/she will approve them for provisional payment and send 
them directly to the designated NASA Center for certification and payment. Final 
vouchers will be submitted by the contractor directly to the auditor for appropriate eval
uation and transmittal to the responsible administrative contracting officer. The proce
dures applicable to DoD contracts will be utilized in processing these vouchers. The au
ditor therefore will not sign final vouchers. The contractor will submit, as a minimum, 
enough copies of vouchers to accommodate the distribution requested in the attachment 
to the letter of delegation received from NASA contracting officers (see 15-105.1a), as 
well as one copy each for retention by the cognizant auditor and the administrative con
tracting officer. 

(2) NASA Form 456, Notice of Costs Suspended and/or Disapproved, will be used 
in lieu of DCAA Forms 1 and 1c. When an issue covered by the Form 456 also affects 
other contracts not included on the Form 456, such as DoD, other civilian agencies, or 
other NASA contracts, include a schedule of the affected contracts, showing the con
tract number, suspended/disapproved amount, and contracting officer's name and phone 
number. This information is very helpful for the NASA contracting officer to facilitate 
Government-wide consistency on dispositioning the issue. 

(3) After preparation of the NASA Form 456, the auditor will submit it to the 
NASA contracting officer for review, approval, and countersignature in the number of 
copies requested by the attachment to the NASA letter of delegation referred to in 15
105.1a. One copy of this form will also be retained by the auditor. After approval and 
countersignature, the NASA contracting officer will send two copies of the approved 
NASA Form 456 to the contractor to advise of the suspension or disapproval and will 
return three copies to the cognizant auditor. The auditor should offer to obtain the con
tractor acknowledgment of the approved Form 456 and distribute the form copies ac
cording to the NASA instructions, if doing so would expedite the procedures. The audi
tor will attach two copies of the approved Form 456 to the next subsequent voucher 
provisionally approved. If the contractor has not made a deduction on this voucher for 
the amount shown thereon, the auditor will make the necessary deduction. 

c. If there are NASA cost-reimbursement-type contracts which provide for use of actu
al indirect cost rates, NASA Forms 456 for each such contract will be submitted with the 
indirect cost report to NASA ( 10-506 ) to adjust any excess of indirect costs previously 
claimed on such contracts over the amount allowable. 
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15-105.2 Final Voucher Evaluation Memorandums 

Upon completion of the audit of each NASA cost-reimbursement-type contract, 
issue a final voucher evaluation memorandum to the cognizant contracting officer. 

15-106 Supplemental Requirements for NASA Contracts 

To meet the needs of special local situations, departures from procedures described 
in this section may be arranged by DCAA Headquarters, ATTN: OAL, and the cogni
zant NASA contracting officer. 

15-106.1 NASA Cost Principles and Procedures 

a. The cost principles and procedures prescribed by the Federal Acquisition Regulation 
(FAR) together with the NASA FAR Supplement (NFS) apply to NASA contracts. Each 
FAO responsible for audits of NASA contracts should maintain a current copy of applica
ble parts of these regulations. 

b. When costs are allocable to a contract, but are unallowable under NASA cost 
principles, they will not be charged directly or indirectly to any other contract. 

15-106.2 Audit Services for NASA 

a. The policy for establishing cognizance and accepting or rejecting non-DoD audit 
requests stated in 1-300 does not apply to NASA. DCAA will perform all contract audit 
work requested by NASA (1-303i). 

b. Although not subject to the provisions of DoDI 7640.02, Policy for Follow-up on 
Contract Audit Reports, NASA has elected to use the DCAA monthly reports, as de
scribed in 15-604.3, for all contract audit reports reportable under 15-603.2. 

c. Refer to Chapter 13 for policies and procedures relating to OMB circular A-133 Au
dit services rendered to NASA. 

15-106.3 Programming Operations Audits at NASA Locations 

a. NASA has requested that certain specified areas which may significantly affect the 
level of costs incurred be given selective audit emphasis as part of the normal evaluation 
of contractors' activities. These areas are listed in Supplement 3-S20. 

b. The selection of systems/operations audits to be performed will be based on such 
factors as the dollar value of NASA contracts, type of contract, performance requirements, 
prior audit experience, and special matters of particular concern to NASA. The DCAA 
auditor should confer with the cognizant NASA contracting officer (see Supplement 15
1S2) prior to establishing the annual audit plan. The auditor should also communicate with 
the NASA contracting officer thereafter when major changes are being made or when oth
er circumstances so warrant, to identify those functions which are of particular interest to 
NASA and to determine whether the audit service rendered is sufficient for NASA pro
curement purposes. 

c. Promptly after completing each operations audit prepare and distribute a report in 
accordance with 10-400. 
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15-106.4 Special Information Reports for NASA 

a. A special report will be submitted promptly to NASA when underruns or over
runs, terminations, unexpected changes, inadequate contractor controls, or any other un
usual circumstances will have an immediate and significant impact on the costs of 
NASA contracts. 

b. Prepare such reports in a letter format in accordance with 10-1200. Usually a stand
ard scope of audit statement would not be applicable in providing information of this na
ture. Rather than using terms such as "report," "audit (examination)," "review," or "appli
cation of agreed-upon procedures," the subject should refer to the information being 
provided for NASA. For example, a report subject might begin: "Information for NASA 
on Contractor's Internal Controls." 

c. If there is a NASA administrative contracting officer or contracting officer's repre
sentative assigned to the contractor facility, the report may be addressed to that official. 
Otherwise, address the report to the NASA procurement contracting officer having the 
major NASA interest in the contractor's operations. 

15-106.5 Indirect Cost Audit Reports for NASA 

a. The Federal Acquisition Regulation together with the NASA FAR Supplement 
provide that final indirect cost rates will be established on the basis of auditor determi
nation when contracting officer determination procedures are not applicable. Contract
ing officer determination applies at business units under the cognizance of a NASA ad
ministrative contracting officer or when NASA has the predominant contract dollar 
amount (FAR 42.705-1). For contractors subject to indirect cost rates determined by 
DCAA, NASA treats the DCAA report rates as final. If NASA is responsible for the rate 
determination, the DCAA report is advisory and will be addressed accordingly. 

b. In view of the foregoing, the formats and contents of audit reports on annual indirect 
cost rates, prepared in accordance with 10-500, are the same for NASA contracts as for 
DoD contracts, whether the auditor-determined or contracting officer-determined method 
applies. Provide additional distribution for NASA per 10-507. 

15-106.6 Audits of Progress Payments for NASA 

a. Audits of progress payments under NASA fixed-price contracts will be initiated as 
requested by NASA procurement offices. The cognizant NASA contracting officer will 
provide the responsible DCAA branch manager or resident auditor a letter of delegation 
for each contract selected. Each letter of delegation will be accompanied by a form desig
nated "Acceptance of Delegation of Audit Services Function," which should be completed 
by the DCAA office and returned to the originating NASA office. 

b. Audits of progress payments and preparation, addressing, and distribution of related 
audit reports will be governed by 14-206. 
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15-107 Supplemental Requirements for Agency for International Development (AID) 
Contracts 

Special AID audit and reporting requirements are stated in 13-310. These require
ments, although applicable primarily to contracts awarded to educational institutions, 
also apply to contracts awarded to other nonprofit and commercial contractors and 
should be noted in such cases. 

15-108 Supplemental Requirements for Department of Agriculture Contracts 

Audit services will be provided the Department of Agriculture (USDA) only if the 
request is made by the cognizant regional Department of Agriculture Office of Inspector 
General - Auditing (OIG-A) (15-1S5). Requests received directly from a USDA agency 
should be returned, with a reminder that such requests must be channeled through the 
USDA regional OIG-A. 

15-109 Supplemental Requirements for Department of Commerce Contracts 

Audit requests are no longer administered through the Office of Inspector General. In
stead, all reports should be sent directly to the requesting activity. 

15-110 Supplemental Requirements for Department of Energy Contracts 

a. The cost principles and procedures prescribed by the Federal Acquisition Regula
tion (FAR), supplemented by the Department of Energy Acquisition Regulation 
(DEAR), apply to Department of Energy contracts. DEAR Part 931 applies to DOE con
tracts other than DOE prime contracts covered by DEAR Subpart 970.31 which involve 
operation of Government-owned-contractor-operated facilities and National Laborato
ries. A contract covered by DEAR Subpart 970.31 will contain a special cost principle 
clause setting forth provisions on allowable and unallowable costs applicable to the con
tract. In auditing DOE contracts, auditors will comply with all reasonable requirements 
and instructions of DOE. 

b. Costs claimed under DOE contracts should be evaluated in accordance with the 
applicable provisions cited therein. Costs unallowable under a contract in accordance 
with its governing cost principles will not be charged directly or indirectly to any other 
contract. 

c. DCAA has agreed to perform contract audit work at all DOE prime contractor lo
cations other than those designated as Management and Operating Contractors (1-303h). 

15-111 Supplemental Requirements for Department of Health and Human Services 
(DHHS) and Health Care Financing Administration (HCFA) Contracts. 

a. The Department of Health and Human Services (DHHS) has placed some con
straints upon its representatives regarding their authority to issue requests for audit ser
vices. 
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(1) Requests for audits of pricing proposals from contracting officers, program direc
tors, or price analysts shall be honored. A copy of reports sent to contracting officers will be 
distributed to the DHHS Office of Inspector General (15-1S3). 

(2) Other audit requests must come from the regional or headquarters office of the 
DHHS Inspector General (15-1S3). The Inspector General will forward the audit reports to 
the using activity. 

b. Any long-term requests or informal understandings should be confirmed with the 
DHHS Office of the Inspector General. 

c. When an auditor observes DHHS contracts subject to audit coverage for which audit 
requests have not been received, the auditor should notify the DHHS Office of the Inspector 
General and determine if funding is available. This includes those DHHS contracts benefit
ing from operations audits or other across-the-board audits. 

d. For Health Care Financing Administration, Peer Review Organization (HCFA PRO) 
audits, all audit services will be processed through the Chesapeake Bay Branch Office of the 
Mid-Atlantic Region. Should any FAO receive a request directly from HCFA, they should 
notify the Chesapeake Bay Branch to ensure that the audit has been authorized and funded. 
Funding is limited on the HCFA PRO audits and FAOs must ensure that billings for these 
audits do not exceed the amount that has been funded for the assignment. 

15-112 Supplemental Requirements for Department of the Interior Contracts 

The Department of Interior, Office of Inspector General has delegated responsibility for 
audit requests to the individual bureaus within the department. Accordingly, audit requests 
may come from any component of the Department of Interior. 

15-113 Supplemental Requirements for Department of Labor Contracts 

Audit services will be provided to the Department of Labor (DOL) only if requests are 
received from the Assistant Inspector General for Audit. DCAA must obtain a written re
quest for all audits, including contract required audits. DOL's procurement offices may nei
ther request nor authorize audits. 

15-114 Supplemental Requirements for Department of Transportation Contracts 

a. The Office of Inspector General (OIG) for the Department of Transportation (DOT) is 
no longer responsible for processing DCAA audits. This change came about as a result of the 
DOT’s Appropriations Act for 1997 which eliminated all OIG funding for DCAA contract 
audits. Accordingly, each DOT contracting officer is authorized to request audit services 
through an Interagency Agreement Order (IAO). This means that each audit will be request
ed, and can only be performed, upon issuance of a task order. The DOT contracting activity 
will notify the cognizant FAO of an impending audit and request a dollar amount for obligat
ing funds. FAOs should give the DOT an estimate of funds based on the anticipated number 
of billable audit hours times the current reimbursable hourly rate. Billable hours is defined as 
the sum of direct audit hours plus the application of the Reimbursable Adder Rate (RAR fac
tor). FAOs should not commence audit effort until a written and signed notification, in the 
form of an Interagency Agreement Order (IAO), is received from the DOT contracting of
ficer. 
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b. It is extremely important for FAOs to closely monitor the number of audit hours ex
pended on each DOT order for audit services. Our objective is to assure that no hours are 
expended in excess of hours funded. Therefore, it is imperative that each FAO keep track of 
the cumulative billable hours on each DOT audit assignment. In order to provide adequate 
safeguards to ensure funded hours are not exceeded, FAOs are required to establish a system 
for monitoring the hours expended on DOT audits. This system should incorporate an inter
nal control which requires a reassessment of the estimated hours (obligated funds) once 75% 
of the direct hours budgeted have been expended. If it appears that the estimated hours are 
not adequate, the Department of Transportation contracting officer should be advised of the 
following available options: 

(1) The contracting officer can modify the IAO to provide sufficient funds for the level 
of effort to be provided, or 

(2) The contracting officer can request that audit effort continue until the funds that 
have been obligated are depleted. In this case, the contracting officer should be advised that 
the audit report will reflect an audit opinion appropriate for the level of effort that was ex
pended (i.e., this could mean an adverse opinion will be issued), or 

(3) The contracting officer can direct termination of the work and no audit report will 
be issued. 

c. In accordance with P.L. 104-50, section 348, the Federal Aviation Administration is 
exempt from FAR and any other regulatory material not specifically included in the FAA 
“Acquisition Management System” (AMS), effective April 1, 1996. The FAA AMS cost 
principles can be accessed at http://fast.faa.gov/. Though the FAA AMS cost principles mir
ror those covered in the FAR Part 31, allowability of costs on FAA contracts should be de
termined using the FAA AMS cost principles. The FAA AMS should also be the applicable 
regulation cited in the audit report. However, at contractor locations where contract admin
istration responsibility rests with another Government agency (e.g., DoD, DOE, etc.) the cost 
principles (e.g., FAR, DFARS, etc.) used by the agency having contract administration re
sponsibility may be used to determine the allowability of costs for FAA contracts. Auditors 
at contractor locations with FAA contracts should verify which agency has the contract ad
ministration responsibility. 

d. For each audit report sent to a DOT activity (including the Massachusetts Highway 
Department Central Artery/Third Harbor Tunnel project), send two copies of the report to 
the DOT Office of the Inspector General. An address list for Department of Transportation 
offices is provided on 15-1S4. 

15-115 Supplemental Requirements for Department of the Treasury Contracts 

a. With the exception of the Internal Revenue Service (IRS), Treasury Inspector General 
for Tax Administration (TIGTA), copies of audit reports pertaining to a Department of 
Treasury contract or procurement action will be sent to: 

Department of the Treasury
 
Office of the Inspector General
 
1500 Pennsylvania Ave., NW
 
Room 2412
 
Washington, DC 20220
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b. If the audit report is for the IRS, TIGTA, the original report should be mailed to: 

Treasury Inspector General for Tax Administration 
Attn: Director, Special Projects 
915 Second Avenue, Room 2640 
Seattle, WA 98174 

In addition, two copies should be mailed to: 
Internal Revenue Service, 
Procurement Chief, 
Cost and Price Analysis Branch 
6009 Oxon Hill Road, Suite 700 
Oxon Hill, MD 20745-3129 

15-116 Supplemental Requirements for Environmental Protection Agency 
Contracts 

a. The Environmental Protection Agency (EPA) Office of Inspector General, DCAA 
Monitoring Team, will authorize and coordinate all audit requests. EPA has requested 
that FAOs send the Notification of Contract Required Audits (including a copy of 
Schedule H from the claim and reimbursable participation percentage by Agency for 
incurred cost audit) and all acknowledgment letters within two weeks of receiving the 
EPA Audit control Number and that the following information be included in the letter: 

(1) EPA contract/subcontract number to be audited. 
(2) Contract period of performance to be audited. 
(3) Reference the EPA Audit Control Number. 
(4) DCAA Assignment Number. 
(5) Estimated audit hours, including hours for assist audit. 
(6) Estimated final report date. 

EPA procedures require that audit requests must include a valid ten-digit EPA con
trol number; otherwise the assignment is not to be accepted/reimbursed. All requests 
for EPA OIG audit control numbers, correspondence, and a copy of all audit reports 
should be e-mailed to: farnsc_mailbox@epamail.epa.gov. A hard copy of the audit re
ports should be mailed to FARNSC at the following address: 

U.S. EPA
 
Aerial Rios Building
 
(Mail Code 3802R)
 
1200 Pennsylvania Ave., NW
 
Washington, DC 20460
 
ATTN: Manager, FARNSC
 
b. If requested, an annual report will be sent to the Inspector General for Audits on 

each contractor/grantee where: 
(1) EPA contracts/grants are in excess of $1 million, or 
(2) two or more contracts/grants are in effect during the contractor's fiscal year. 

In its request for audit, EPA will indicate the type of information required in the annual 
report, such as status of contracts/grants, amounts questioned, and other related data. 
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15-117 Supplemental Requirements for National Science Foundation (NSF) 
Contracts 

All audit requests will originate from the National Science Foundation, Office of In
spector General, 4201 Wilson Boulevard, Arlington, Virginia 22230. All questions 
concerning National Science Foundation audit requests will be directed to this address. 
The procedures described in 1-300 should be followed when auditable NSF contracts 
are identified for which audits have not been requested. 

15-118 Supplemental Requirements for U.S. Army Corps of Engineers (USACE) 
Contracts 

a. Requests for audit services will be issued by the individual USACE’s contracting 
activities. Only audits of USACE Civil Works projects are reimbursable. Funds for Civil 
Works projects come from the Energy and Water Development Appropriation and not 
from DOD. DCAA provides audit support for USACE-funded Military contracts and 
agreements at no cost. The auditor will need to contact the requester to find out if the con
tract is Military (not reimbursable) or Civil Works (reimbursable). Refer to the Reimburs
able Pamphlet for additional information. 

b. DCAA will also provide contract audit support to USACE contracting personnel 
during civil and military emergencies, disasters and special operations. DCAA may be re
quested to perform real-time audit support on-site (e.g., physical observations of contract 
performance) and on an expedited basis. In addition to the routine audit services, DCAA 
may be requested to provide financial advisory services in support of the Government’s 
acquisition program for the emergency response efforts. The auditor will issue an 
acknowledgement letter identifying the specific services (both audit and non-audit) and 
any related reporting requirements once the services have been defined and coordinated 
with USACE. (See guidance in 2-105 when performing non-audit services). 

15-119 Supplemental Requirements for Department of Education Contracts 

All requests for audit services will be issued only by the Department of Education, Office 
of Inspector General. Education prefers to notify DCAA when a contract should be included 
in a contract required audit. FAOs should not request a written confirmation when Educa
tion declines to participate in a contract required audit. FAOs must have an audit request 
prior to initiating any audit for Education. 

15-120 Supplemental Requirements for DHS Contracts 

a. The Memorandum of Understanding (MOU) between DCAA and Department of 
Homeland Security (DHS), Office of the Chief Procurement Officer (OCPO) covers all DHS 
organizational elements. DHS organizational elements will address requests for audits di
rectly to the cognizant DCAA field office. 

b. Completed DCAA audit reports will be sent to the requesting organizational element 
and/or whoever is designated in the request. In addition, copies of the following types of 
audit reports, memorandums, or DCAA Forms will be provided to the DHS Office of the 
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Chief Procurement Officer, Director, Oversight and Strategic Support, electronically at Pro
curement.Support@dhs.gov: 

(1) Audits of Contractor Business Systems (accounting system, estimating system, 
compensation system, etc.); 

(2) Audits of Compliance with Cost Accounting Standards; 
(3) Audits of Cost Impact Proposals submitted pursuant to the Cost Accounting 

Standards clause (changes in cost accounting practice and/or noncompliances); 
(4) Postaward Audits (Reviews for Compliance with the Truth in Negotiations Act); 
(5) DCAA reports and memorandums that contain questioned costs or cost disallow

ances; and 
(6) DCAA Forms 1 and Forms 2000. The Forms 2000 will be provided to DHS by the 

Justice Liaison Auditor at DCAA Headquarters. 

15-121 Requests for Audit Services Received from State or Local Governments 

a. This guidance pertains to requests for audit services when the request is initiated by 
a representative of a state or local government. The procedures are based on the provi
sions of OMB Circular No. A-97, "Rules and Regulations Permitting Federal Agencies to 
Provide Specialized or Technical Services to State and Local Units of Government under 
Title III of the Intergovernmental Cooperation Act of 1968." The OMB Circular sets the 
ground rules permitting federal agencies to provide specialized or technical services to 
state and local governments. 

b. Title III of the Intergovernmental Cooperation Act of 1968 is intended to: 
(1) encourage intergovernmental cooperation in the conduct of specialized or tech

nical services, 
(2) enable state and local governments to avoid unnecessary duplication of special 

service functions, and 
(3) authorize federal agencies that do not have such authority to provide reimbursa

ble specialized and technical services to state and local governments. 
c. Requests for Indirect Rate Information. Field audit offices (FAOs) are authorized to 

provide readily available contractor information to an audit representative from a state or 
local government. This includes information that is contained in an audit report or infor
mation that is contained in the permanent files on the contractor. Auditors may answer ques
tions and concerns raised by the requestor and may provide a copy of the audit report to 
them. The key requirement is that the information is readily available and does not require 
additional audit effort. The FAO should not bill the requesting entity, since this type of ef
fort is not a billable activity. 

d. Requests for Contract Audit Services. At contractor locations where DCAA is the re
sponsible audit agency, FAOs may be asked to perform contract audit services by a state or 
local government. FAOs should first check with Headquarters, ATTN: OWD, to determine 
if a Memorandum of Understanding (MOU) is in place for the requesting organization, to 
obtain the Funding Customer Identification (FCID) billing code, and the billing rate to be 
used. Both the MOU and the funding arrangements must be in place prior to providing any 
audit services. When performing audits for state and local governments, bear in mind that 
the following conditions must be met: 

(1) The effort is consistent with work normally performed under our contract audit 
mission; 
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(2) There is a written request for services from the state or local government; 
(3) The services requested can be performed without a negative impact on the exist

ing audit staff; 
(4) The predominance of audit services will be at contractors that have either DoD 

or other Federal contract awards subject to audit. The provision of audit services at con
tractors that have no DCAA presence will be incidental and at the discretion of the Re
gional Director. 

(5) The requestor agrees to pay for the audit services in advance and a funding au
thorization number is contained in the request; and 

(6) The requestor certifies that the requested audit "cannot be procured reasonably 
and expeditiously through ordinary business channels." 
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15-1S1 Non-DoD Supplement - Address List for NASA Office of Inspector General 
Field Offices 

The NASA Office of Inspector General has established a centralized office and e-mail 
address for the receipt of DCAA audit reports. Audit reports should be sent to the cognizant 
NASA IG office when the NASA IG requests that it be furnished a copy. 

NASA Office of Inspector General
 
Assistant Inspector General for Auditing
 
Code W
 
NASA Headquarters
 
300 E Street, S.W.
 
Washington, DC 20546-0001
 
(202) 358-1220 
(202) 358-3022 FAX
 
E-mail address: dcaa@nasa.gov
 

DCAA audit reports should not be sent to the following NASA-IG offices, unless specif
ically requested by the OIG. The following list of OIG offices is for information purposes 
and should be used if there is a need for auditor contact: 

Address of Center 

NASA Office of Inspector General Mail Stop 190 
Goddard Space Flight Center Greenbelt, MD 
20771-0001 
(301) 286-0497 
(301) 286-1680 FAX 
NASA Office of Inspector General 
Mail Stop 501-9 
Glenn Research Center at Lewis Field 
Cleveland, OH 44135-3191 
(216) 433-5413 
(216) 433-5489 FAX 
NASA Office of Inspector General 
Mail Stop 292, 
Langley Research Center 
Hampton, VA 23681-2199 
(757) 864-8500 
(757) 864-6328 FAX 
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NASA Office of Inspector General 
Mail Stop M-DI, Bldg 4201 
George C. Marshall Space Flight Center 
Marshall Space Flight Center, 
AL 35812-0001 
(256) 544-1149 
(256) 544-5856 FAX 
NASA Office of Inspector General 
Mail Stop KSC/OIG 
John F. Kennedy Space Center 
Kennedy Space Center, FL 32899-0001 
(321) 867-4531 
(321) 867-4881 FAX 
NASA Office of Inspector General 
Mail Stop 204-11, 
Ames Research Center 
Moffett Field, CA 94035-0001 
(650) 604-2672 
(650) 604-3955 FAX 
NASA Office of Inspector General 
Mail Stop 180-300 
Jet Propulsion Laboratory 
4800 Oak Grove Drive 
Pasadena, CA 91109-8099 
(818) 354-3360 
(818) 393-4882 FAX 
NASA Office of Inspector General 
Mail Stop W-JS 
Lyndon B. Johnson Space Center 
2101 NASA Road 1 
Houston, TX 77058-3696 
(281) 483-4773 
(281) 483-5773 FAX 
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Langley Research Center, NASA NAS 1 (1) 
P. O. Box 1000 Mail Stop 126 
Hampton, VA 23681-2199 
(757) 864-2426 
(757) 864-8541 FAX 

NNL (2) 

Ames Research Center, NASA NAS 2 (1) 
Mail Stop 241-1 
Moffett Field, CA 94035-1000 
(650) 604-5800 
(650) 604-4646 FAX 

NNA (2) 

John H. Glenn Research Center 
Mail Stop 500-313 
21000 Brookpark Road 
Cleveland, OH 44135-3191 
(216) 433-2800 
(216) 433-5489 FAX 

NAS 3 (1) 
NNC (2) 

Dryden Flight Research Center, NASA 
P.O. Box 273 
Mail Stop D-1044 
Edwards, CA 93523-0273 
(661) 276-3326 
(661) 276-2292 FAX 

NAS 4 (1) 
NND (2) 

Goddard Space Flight Center, NASA NAS 5, NAS W (1) 
Mail Stop 210.1 
Greenbelt, MD 20771-0001 
(301) 286-7522 
(301) 286-1706 FAX 

NNG, NNH (2) 

NASA Management Office - JPL 
Mail Stop 180-801 
4800 Oak Grove Drive 
Pasadena, CA 91109-8099 
(818) 354-4817 
(818) 354-6051 FAX 

NAS 7 (1) 
NNN (2) 

George C. Marshall Space Flight Center, NASA NAS 8 (1) 
Mail Stop PS01 
Marshall Space Flight Center, AL 35812-0001 
(256) 544-0253 
(256) 544-9344 FAX 

NNM (2) 
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Lyndon B. Johnson Space Center, NASA 
Mail Stop BD8 
2101 NASA Road 1 
Houston, TX 77058-3696 
(281) 483-5554 
(281) 483-3106 FAX 

NAS 9, NAS 15 (1) 
NNJ (2) 

John F. Kennedy Space Center, NASA NAS 10 (1) 
Mail Stop OP 
Kennedy Space Center, FL 32899-0001 
(321) 867-7212 
(321) 867-8599 FAX 

NNK (2) 

John C. Stennis Space Center, NASA NAS 13 (1) 
Mail Stop BA30 
Stennis Space Center, MS 39529-6000 
(228) 688-3632 
(228) 688-1141 FAX 

NNS (2) 

Notes 
(1) For NASA contracts awarded on or before September 30, 2003. 
(2) For NASA contracts awarded on or after October 1, 2003. 
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15-1S3 Non-DoD Supplement --- Address List for Department of Health and Human 
Services Regional Audit Offices 

Region Address of Regional Audit Office Geographic Areas 
I. Regional Inspector General for Audit, DHHS 

John F. Kennedy Federal Building, RM 2425 
Boston, MA 02203 
(617) 565-2684 
(617) 565-3750 FAX 

Connecticut, Maine, Massa
chusetts, New Hampshire, 
Rhode Island & Vermont 

II. Regional Inspector General for Audit, DHHS 
Federal Building, RM 3900A 
26 Federal Plaza 
New York, NY 10278 
(212) 264-4620 
(212) 264-6307 FAX 

New Jersey, New York, Puer
to Rico & Virgin Islands 

III. Regional Inspector General for Audit, DHHS 
535 Market St Rm 4300 
Philadelphia, PA 19101 
(215) 861-4470 
(215) 861-4541 FAX 

Delaware, District of Colum
bia, Maryland, Pennsylvania, 
Virginia & West Virginia 

IV. Regional Inspector General for Audit, DHHS 
61 Forsyth Street, SW 

Room 3T41 
Atlanta, GA 30301 
(404) 562-7251(404) 562-7795 FAX 

Alabama, Florida, Georgia, 
North Carolina, and South 
Carolina 

V. Regional Inspector General for Audit, DHHS 
105 West Adams 
23rd Floor 
Chicago, IL 60603 
(312) 353-2618 
(312) 353-1194 FAX 

Illinois, Indiana, Michigan, 
Minnesota, Ohio & Wiscon
sin 

VI. Regional Inspector General for Audit, DHHS 
1100 Commerce Street 
RM 4E1A 
Dallas, TX 75242 
(214) 767-8414 
(214)767-2039 FAX 

Arkansas, Louisiana, New 
Mexico, Oklahoma, & Texas 

VII. Regional Inspector General for Audit, DHHS 
601 E. 12th ST 
RM 4A-5 
Federal Building 
Kansas City, MO 64106 
(816) 426-3591 
(816) 426-3655 FAX 

Colorado, Iowa, Kansas, Mis
souri, Montana, Nebraska, 
North Dakota, South Dakota, 
Utah, & Wyoming 
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VIII. Regional Inspector General for Audit, DHHS 
Federal Office Building 
50 United Nations Plaza 
RM 171 
San Francisco, CA 94102 
(415) 437-8369(415) 437-8372 FAX 

Alaska, Arizona, California, 
Hawaii, Idaho, Nevada, Ore
gon, Washington, American 
Samoa, Guam, Trust Ter. of 
Pacific Islands, & Wake Is
land 
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Offices 

Address of Office 
Supplemental Address for Submission 
of Public Vouchers and Audit Reports 

Department of Transportation 
Office of the Inspector General 
Office of Planning, Training & Tech 
Support, JA-2 
Room 9210 
400 7th Street, SW 
Washington, DC 20590 
(202) 366-2704 
(202) 366-3912 FAX 

Not Applicable 

Department of Transportation ATTN: Acquisition Management 
Office of the Secretary Includes former Transportation Adminis
400 7th Street SW trative Service Center (TASC) 
M-63 Rm 5106 (Contract No. Prefix DTOS59 or 
Washington, DC 20590 DTTS59) 
(202) 366-4953 
(202) 366-9848 FAX 
Research and Special Programs Admin
istration 
Volpe National 
Transportation Systems Center, Kendall 
Square 
55 Broadway DTS-85 
Cambridge, MA 02142 
(617) 494-2170 
(617) 494-3656 FAX 

ATTN: Contract Price Analyst, DTS-85 
(Contract No. Prefix DTRS57) 

Department of Transportation Research 
and Special Programs Admin. 
Office of Contracts and Procurement 
400 7th Street, SW Rm. 7104 
Washington, DC 20590 
(202) 366-5180 
(202) 366-7974 FAX 

ATTN: Contracting Officer, DMA-30 
(Contract No. Prefix DTRS56) 

Federal Highway Admin. ATTN: Office of Acquisition Manage-
Headquarters ment, HAAM-10 
400 7th Street, SW Rm. 4410 (Contract No. Prefix - DTFH61) 
Washington, DC 20590 
(202) 366-4205 
(202) 366-3705 FAX 
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Federal Land Highway ATTN: Director of Acquisition, HFL-1 
Program Office (Contract No. Prefix DTFH68, 70 and 
400 7th Street, SW Rm 6311 71) 
Washington, DC 20590 
(202) 366-9482 
(202) 366-7495 FAX 
Federal Transit Admin. ATTN: Director, Office of Procurement, 
400 7th Street, SW Rm 9101 TAD-40 
Washington, DC 20590 (Contract No. Prefix DTUM and DTFT 
(202) 366-4980 60) 
(202) 366-3808 FAX 
Federal Railroad Admin. 
1120 Vermont Ave NW 
MS-50 
Washington, DC 20590 
(202) 493-6130 
(202) 493-6171 FAX 
National Highway Traffic Safety Admin. ATTN: Contracting Policy Analyst, 
400 7th Street, SW Rm 5301 NPO-220, Office of Contracts and Pro-
Washington, DC 20590 curement 
(202) 366-9561 (Contract No. Prefix DTNH22) 
(202) 366-9555 FAX 
St. Lawrence Seaway 
Development Corp. 
P.O. Box 520 
Massena, NY 13662 
(315) 764-3244 
(315) 764-3268 FAX 

ATTN: Contracting Office 
(Contract No. Prefix DTSL55) 

United States Maritime Admin. 
400 7th Street, SW Rm 7310 
Washington, DC 20590 
(202) 366-9081 
(202) 366-3237 FAX 

ATTN: Deputy Director, MAR-380 
(Contract No. Prefix DTMA) 

Federal Aviation Admin. ATTN: Contracts Support Branch, ASU-
Headquarters 370, 
800 Independence Ave, SW (Contract No. Prefix DTFA01 and 
Washington, DC 20591 DTFAWA) 
(202) 267-7535 
(202) 267-5149 FAX 
Federal Aviation Admin. 
Aeronautical Center, AMQ 120 
P.O. Box 25082 
Oklahoma City, OK 73125 
(405) 954-7713 
(405) 954-0133 FAX 

ATTN: Pricing Support Services, AMQ 
(Contract No. Prefix DTFA-AC02) 
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Address of Office 
Supplemental Address for Submission 
of Public Vouchers and Audit Reports 

Federal Aviation Admin. 
Wm J. Hughes Technical Center 
Atlantic City International Airport, 
Atlantic City, NJ 08405 
(609) 485-6320/6127 
(609) 485-6766 FAX 

ATTN: Contracts Manager, ACX-51/52 
(Contract No. Prefix DTFA03) 
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15-1S5 Non-DoD Supplement --- Address List for Department of Agriculture 
Regional Audit Offices 

Address of Regional Audit Office Geographic Areas 
Regional Inspector General Connecticut, Delaware, District of Columbia, 
Northeast Region Maine, Maryland, Massachusetts, New Hampshire, 
Suite 2-2230 New Jersey, New York, Pennsylvania, Puerto Rico, 
5601 Sunnyside Ave. Rhode Island, Vermont, Virgin Islands, Virginia, 
MS 5300 and West Virginia 
Beltsville , MD 20705-5300 
(301) 504-2100 
(301) 504-2437 FAX 
Regional Inspector General 
Southeast Region 
401 W. Peachtree Street, NW 
Suite 2328 
Atlanta, GA 30308 
(404) 730-3210 
(404) 730-3221 FAX 

Alabama, Florida, Georgia, Kentucky, Mississippi, 
North Carolina, South Carolina, and Tennessee 

Regional Inspector General Illinois, Indiana, Michigan, Minnesota, Ohio and 
Midwest Region Wisconsin 
111 N. Canal Street Suite 1130 
Chicago, IL 60606-7295 
(312) 353-1352 
(312) 353-3017 FAX 

Regional Inspector General Arkansas, Louisiana, New Mexico, Oklahoma, and 
Southwest Region Texas 
101 S. Main Street Room 324 
Temple, TX 76501 
(254) 743-6565 
(254) 298-1373 FAX 
Regional Inspector General Colorado, Iowa, Kansas, Missouri, Montana, Ne-
Great Plains Region braska, North Dakota, South Dakota, Wyoming, and 
8930 Ward Parkway, Suite 3016 Utah 
Kansas City, MO 64114 
(816) 926-7667 
(816) 926-7676 FAX 

Regional Inspector General Alaska, Arizona, California, Hawaii, Idaho, Nevada, 
Western Region Oregon, Territory of Guam, Trust Territories of the 
Suite 225 Pacific, and Washington 
75 Hawthorne Street Suite 200 
San Francisco, CA 94105-3920 
(415) 744-2851 
(415) 744-2871 FAX 

DCAA Contract Audit Manual 



December 22, 2014 1529 
15-1S6 

15-1S6 Supplement --- Additional Report Distribution Requirements for Non-DoD 
Organizations 

ORGANIZATION 
TYPE OF 
REPORT 

SUPPLEMENTAL 
DISTRIBUTION 

(Note) ADDRESS 

All non-DoD 
Forward Pricing, 
Terminations, Eq
uitable Adjustment 
Claims, Systems, 
Incurred Cost 

DCAA-FLA
NONDOD 

15-100 

Suspected 
Irregularity DCAAI 7640.16 

AID Annual Report 
CAC 
All Other 
Reports 

13-706.7 

15-107 

13-706.7 
10-905a(5) 
15-107 

Dept of 
Commerce 

All 15-109 15-109 

DHHS 

Proposals 15-111a(1) 15-1S3 

Closings 10-905.a(4) 15-1S3 

All Other 
Reports 

15-111a(2) & b 15-1S3 

Dept of Interior All 15-112 15-112 

Dept of 
Transportation 

All 15-114 15-1S4 

EPA All 15-116 15-116 

Dept of 
Agriculture 

All 15-108 15-1S5 

Dept of Homeland 
Security 

Internal Controls, 
CAS Compliance, 
Cost Impact Pro
posals, Post 
Awards 

15-120 15-120 

Note. The general DCAA policy for addressing audit reports is stated in 10-207. Sup
plemental distribution requirements specified by the non-DoD organizations are refer
enced in this column. 
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15-200 Section 2 --- Contract Audit Coordinator (CAC) Program 

15-201 Introduction 

This section sets forth the policies and procedures applicable to the Contract Audit Co
ordinator (CAC) Program. It also provides guidelines for their implementation by field 
audit offices. 

15-202 Policy for Establishment 

a. A CAC program may be established and implemented as stated in this section for 
designated (1) larger multi-segment contractors; (2) Government-owned, contractor-
operated (GOCO) plants; or (3) other groups of contractors operated as an integrated com
plex or engaged in a major procurement program or in furnishing the same or similar ser
vices or end items to the Government, e.g., shipbuilding or aircraft jet engines. 

b. When there is a major organizational segment of a contractor's overall corporate 
structure that consists of a group of subordinate segments under common organizational 
control, which are relatively independent and have significant auditable Government busi
ness, a Group Audit Coordinator (GAC) may be established. There should be sufficient 
contract audit issues, usually unique to the group and normally different from the rest of 
the corporation, which require coordination among a number of FAOs. Further, there 
should be a contractor representative available at this group level that can speak for the 
group and is authorized to resolve issues. 

c. Where establishment of a GAC is requested and approved, the DCAA organizational 
designation of the auditor cognizant of the parent level operations will vary depending on 
the circumstances. If other segments within the company's organization have sufficient 
audit requirements, a CAC at the corporate level would be appropriate; if not the position 
may be a Corporate Home Office Auditor (CHOA). 

d. The guidance contained in 15-204 should be followed when establishing a GAC, 
and all the CAC Case Files required by 15-211 will be maintained at the GAC level, in
cluding distribution to Headquarters. All other portions of this guidance should be fol
lowed as applicable to the GAC. 

e. The program will apply to all locations of each designated contractor or specific 
group of contractors. It will cover contract audit matters subject to or requiring central
ized direction, control, or resolution in such areas as accounting, pricing, audit program
ming, CAS compliance, and cost estimating policies and practices. In each case, the ex
tent of coordination will be determined by the specific circumstances. 

f. Assignment and performance of the coordination duties described herein should be 
considered an identified part of supervisory and administrative responsibilities at the re
gional or FAO levels. 

15-203 Program Objectives 

The overall objective is to increase the effectiveness of contract auditing at those con
tractor locations designated for inclusion in the program by such means as: 

a. Establishing a focal point for each contractor or contractor group to coordinate con
tract audit matters and distribute information regarding activities of common concern and 
interest within the CAC/CHOA/GAC complex. 
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b. Facilitating discussion and resolution of major audit problem areas with corporate or 
group level personnel. 

c. Establishing closer working relationships among audit personnel and responsible 
contract administration officials in the evaluation of price proposals and negotiation, ad
ministration, repricing, and settlement of contracts and subcontracts. 

d. Promoting consistency in the audit treatment of incurred and estimated cost repre
sentations and implementation of CAS. 

e. Coordinating with procurement offices on contract provisions affecting accounting 
and finance. 

f. Establishing coordinated audits where appropriate. 

15-204 Designation of Audit Coordination Office 

a. Regional directors will submit recommendations to Headquarters, ATTN: P, for the 
establishment of a CAC complex where such action is in consonance with the policy and 
objectives stated in 15-202. 

b. A regional office or FAO will be selected as the audit coordination office for each 
CAC complex in accordance with the following guidelines: 

(1) For multi-segment contractors, the FAO having the predominant audit workload 
or a major workload will ordinarily be selected. Proximity to the contractor's home office 
will also be considered. 

(2) For other complexes, the CAC function will be assigned to the regional or field 
audit office which has responsibility for one or more of the larger contractor(s) performing 
on the major program. Proximity to the key procurement or contract administration of
fice(s) will also be considered. 

c. When a CAC complex is authorized by Headquarters, the regional director will noti
fy all interested DCAA regional and field offices, as well as all applicable Government 
procurement and contract administration offices, of the name of the CAC and his/her of
fice location. Also inform the principal representative(s) of a multi-segment contractor of 
the establishment of the CAC and the objectives of the program. Notification of the estab
lishment of a CAC complex for GOCO plants or other groups of contractors need not be 
furnished to the contractors involved. 

15-205 Responsibilities of the CAC 

The responsibilities of the designated contract audit coordinator (CAC) will include 
but are not limited to: 

a. Coordinating the contract audit activities of applicable FAOs as required to accom
plish the program objectives, and formulating the annual CAC program or plan of opera
tion. 

b. Acting as the contact point for discussions with contractor officials in corporate and 
divisional offices on such matters as: 

(1) Management policies and practices, including proposed changes thereto, having 
cost implications. These may involve relocation of operations, establishment of a new di
vision, change in organizational structure, new types of products or contracts, and similar 
matters which would be of significant concern to cognizant auditors at the contractor's 
other plants or divisions (see 1-502 on change of FAOs). 
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(2) Inconsistencies and weaknesses in cost accounting procedures and practices, es
timating methods, or indirect cost allocation procedures particularly those which are 
common to more than one division. 

(3) Compliance with CAS Board rules, regulations, and standards (see Chapter 8). 
(4) Treatment of inter- and intra-company transfers or billings. 
(5) Access to the contractor's accounting, operating and statistical records, current 

and prospective budgets, operating and financial statements, internal audit reports, corpo
rate minutes, operating committee minutes, and working papers and documents providing 
the basis for corporate managements' certifications and disclosures pursuant to the Sar-
banes-Oxley Act of 2002. 

(6) Questions on the contractor's local practices and procedures affecting cognizant 
auditors at other locations and requiring consultation or resolution at a higher management 
level. 

c. Notifying cognizant auditors at the respective contractor locations of the results of 
discussions held and actions taken concerning any of the matters covered above; also ad
vising such auditors on proposed or established changes affecting the contractor's account
ing, pricing or estimating procedures, and other changes or management decisions having 
a bearing on contract audit activities. 

d. Coordinating with cognizant auditors to promote consistency of audit treatment of 
sensitive and controversial elements of cost such as research and development, advertis
ing, selling expenses, pension and retirement plans, compensation (see 5-803.2) and re
cruitment expense. 

e. Coordinating with cognizant auditors to promote consistency and uniformity of audit 
approach by: 

(1) providing them with complete details concerning special audit procedures, 
techniques, and programs which may be usefully applied at their assigned locations, 

(2) alerting cognizant auditors of problems at other locations which may exist at 
their assigned locations, 

(3) informing cognizant auditors of the details of problem resolution achieved at 
other locations that may also be applicable at their assigned locations, and 

(4) advising cognizant auditors of action taken on problems referred to the audit 
coordination office for resolution. 

f. Furnishing guidance for the scheduling and performance of the annual (historical) 
home office audit, and home office or other intracompany audits required for forward pric
ing. 

g. Ensuring distribution of pertinent home office reports, and the results of the reviews 
of the corporate minutes and tax returns to each FAO within the CAC network (3-204.16); 
and ensuring that the contractor's corporate annual report is made available to FAOs with
in the network, the CAC's regional office, Headquarters, Special Projects Division (PSP) 
and the Field Detachment. 

h. Reviewing quarterly SEC filings and accompanying notes. Items to consider when 
reviewing the SEC filings include the disclosure of off-balance sheet arrangements and 
related party transactions in the Management's Discussion and Analysis (MD&A) section, 
the report of management on the company's internal control over financial reporting, and 
the independent auditor's attestation report on management’s assessment of the company's 
internal control over financial reporting. If the filings or financial statement notes identify 
any relevant areas of risk, the CAC should review the information and related supporting 
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documents and provide the results of the review to the applicable FAOs in the CAC net
work. 

i. Coordinating with cognizant auditors, contracting officers, and other responsible of
ficials, as appropriate, in the resolution of general questions of reasonableness of costs 
generated by divisions or affiliates of the contractor. 

j. Assisting departmental negotiators by coordinating with cognizant auditors on: 
(1) Timely issuance of indirect cost audit reports. 
(2) Consistency in audit presentations and explanations for questioned costs. 
(3) Uniform audit position and rationale on similar items questioned at different lo

cations. 
(4) Attendance at company-wide indirect cost negotiations. 

k. Cooperating with procurement and contract administration personnel in performing 
contractor-wide studies and issuing reports to assist in increasing the effectiveness of pro
curement and in achieving consistency in pricing and costing. 

l. Developing coordinated objectives or programs for the audit of selected functional 
areas and indirect cost items that are common to several locations within the CAC network 
(see 15-206). 

m. Responding to inquiries for information, special studies, etc. on sensitive items or 
significant and common problem areas in the CAC network. Such inquiries will ordinarily 
be made by Headquarters to the regional director with a copy forwarded directly to the 
CAC. Replies will be made by similar procedures. Inquiries and replies may be made by 
telephone when required by time limitations. 

n. Evaluating reports submitted by network FAOs and consolidating, where appro
priate, significant findings for presentation to appropriate Government and/or contractor 
officials involving major procurement programs for same or similar services or end 
items, e.g., GOCO plants. Such reports can present pertinent information on common 
problem areas and indicate recommended action to be taken by procurement and/or con
tractors to increase the financial effectiveness of contracts. 

o. If the contractor is a Defense Industry Initiative (DII) signatory company, notifying 
the FAOs within the CAC network the extent of the contractor’s DII participation and the 
results of the corporate office review of the contractor’s DII questionnaire. The list of sig
natory companies is included in DII’s Annual Report, which is available on DII’s web site 
at http://www.dii.org. The DII Annual Report and other DII information are also available 
on the DCAA Intranet under the Policy and Plans, Special Projects (PSP) web page. 

(1) DII’s fundamental principles include establishing codes of ethics and implement
ing self-governance programs to monitor ethics and compliance with Federal procurement 
laws and regulations. The DII conducts annual activities supporting its objectives and ini
tiatives. The DII Annual Report summarizes these activities and provides a discussion of 
the signatory companies’ ethics and conduct practices. As part of the corporate office audit 
of the control environment and overall accounting controls, the CAC should query the 
corporate office contractor on its DII activities and furnish the CAC network a summary 
of the contractor’s activities, if applicable. 

(2) Each year DII signatory companies complete a questionnaire to document ethics 
activities and compliance with the DII principles. A copy of the questionnaire is included 
as an attachment to the DII Annual Report. As part of the corporate office audit of the con
trol environment and overall accounting controls, the CAC should request from the con
tractor its responses to this questionnaire and the supporting documentation. The contrac-
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tor’s responses to the DII questionnaire and the supporting data are useful information to 
assist in assessing the contractor’s internal control structure. Therefore, the CAC should 
review the contractor’s responses to the questionnaire (and the supporting data) and pro
vide the CAC network a summary of this review. 

(3) The periodic notification to the CAC network FAOs should include an explana
tion of the contractor’s DII related activities that pertain to each segment (as applicable). 
The information provided should be sufficient to assist the segment auditor to determine 
the extent of the contractor’s DII participation for consideration during the annual assess
ment of internal controls. 

15-206 Coordinated Audit Objectives or Programs 

15-206.1 Criteria for Multi-Segment Contractor CAC Complexes 

As respects multi-segment contractors, common audit objectives and programs are par
ticularly applicable when the same policies and procedures are used throughout the CAC 
complex in such areas as accounting, estimating, personnel practices, purchasing, and im
plementation of CAS. In these and other instances the use of common audit programs 
promotes consistency of audit treatment of selected functional areas at all participating 
components, as well as assisting in the proper time phasing and consolidation of audit re
ports. In those multi-segment CAC complexes where common audit programs cannot be 
used, the CAC should develop and issue common audit objectives. 

15-206.2 Criteria for Other CAC Complexes 

Where the CAC program is comprised of selected contractors involved in a major 
item procurement program or the production of similar or like end items, common audit 
programs cannot usually be adopted because of the differences in accounting, estimat
ing, and other management systems existing among the different contractors. However, 
common objectives should be developed and must be sufficiently defined to produce 
audit results which are compatible for consolidated audit reports. Some examples of ar
eas to be given attention in such CAC programs would include: 

(1) purchasing of common items, 
(2) use of the same subcontractors, 
(3) labor utilization, 
(4) make-or-buy programs, and 
(5) Government-furnished materials and equipment. 

15-206.3 Procedures for Coordinated Audits 

Audit objectives and programs should be developed by the CAC with the cognizant audi
tors, and audits made accordingly. The following guidelines are applicable: 

a. Selection of the functions and indirect cost items to be audited will depend upon ma
teriality, sensitivity, and the possibility that such may be questionable or unallowable. 

b. The CAC will establish on an overall annual basis the functions and indirect cost 
items selected for coordinated evaluation and the summary and consolidated reports to be 
issued. 
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c. If coordinated audit programs or detailed audit objectives, as appropriate, have been 
prepared, copies will be distributed to each participating FAO. 

d. While the audits are in process, the CAC and participating FAOs should communi
cate with each other as necessary to clarify questions and problems which may arise. 

e. Workshops may be arranged, subject to regional office approval, to discuss and re
solve problems and significant questionable areas which cannot otherwise be disposed of. 

f. Where indirect cost negotiations are involved, individual reports prepared by the as
signed FAOs will be forwarded to the CAC for incorporation in a consolidated audit re
port covering items audited on a coordinated basis. 

15-207 Responsibilities of Other Audit Offices 

Audit offices having responsibility for CAC network components shall follow a policy 
of full disclosure and positive support to the contract audit coordination program. These 
offices will: 

a. Provide to the contract audit coordinator: 
(1) Copies of any reports requested or otherwise considered pertinent for CAC net

work consideration or action. 
(2) Complete data concerning any local problem areas that, in their opinion, may 

also exist at any other locations of the contractor or within the CAC network. 
(3) Complete data concerning any local problem area that, while not believed to ex

ist at other CAC network locations, cannot be resolved locally. Problems should not be 
submitted until local efforts for resolution have been exhausted. When forwarding unre
solved problems, it is necessary that the cognizant auditors explain action taken at the lo
cal level and make recommendations for solution by the contract audit coordinator. 

(4) Description of special audit procedures, techniques, or programs developed lo
cally that resulted in more effective audit performance and that may be applied at other 
locations. 

b. Perform, on a coordinated basis, audits of selected functional areas, indirect cost 
items, major item procurement program elements, etc., in accordance with the time sched
ules and/or audit programs established for the CAC network under 15-206. 

c. Coordinate the following draft reports or correspondence (prior to issuance) with the 
CAC to ensure consistency within the CAC network and provide the CAC a copy of the 
report or correspondence when issued: 

(1) Cost Accounting Standards draft audit reports containing audit exceptions; 
(2) Operations audit draft reports for major contractors (see 14-504) with recom

mended cost avoidances; 
(3) Restructuring costs draft audit reports; and 
(4) Other correspondence (for example, advance agreements) or draft audit reports 

that involve issues that require CAC coordination to ensure consistency among the CAC 
network (as defined by the CAC). The CAC should provide its policy on coordination of 
draft audit reports and draft correspondence to the CAC network. 

15-208 Communication Among Audit Offices 

a. Full and free exchange of information and thinking is essential to this program. To 
that end, the audit coordination office and the FAOs responsible for audit at the other con-
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tractor locations are authorized to communicate directly with one another in respect to the 
types of matters described above. Such communication may be through the media of tele
phone, correspondence, small workshops or visits, as appropriate. The CAC is encouraged 
to pursue the availability of contractors' tele/video conferencing facilities as a means of 
communication if possible. 

b. Communications between audit offices on problem areas or interrelated audit mat
ters should not be delayed pending the holding of a contract audit coordination conference. 
They should be initiated as soon as the need is recognized, and should be continued there
after, on a day-to-day basis as required, to effect resolutions of problem areas. 

15-209 CAC Conferences 

15-209.1 Objectives of Conferences 

In addition to the normal and regular communication channels provided above, confer
ences of cognizant auditors of a multi-segment contractor or groups of contractors will be 
held to evaluate mutual problems. These conferences: 

(1) serve as a means for the dissemination of information and the exchange of experi
ences, 

(2) enable conferees to reach common understandings and crystallize unresolved prob
lems, and 

(3) result in agreement on actions to be taken. 

15-209.2 Planning and Conducting CAC Conferences 

a. Conferences will be planned and held as required, in coordination with the cognizant 
regional office. Approval for holding conferences and workshops must be obtained from 
Headquarters, ATTN: DX, at least 45 days before the date of the planned conference. (The 
approval requirement does not extend to the conduct of routine operational meetings be
tween CAC and DCE staff members to address specific issues. Moreover, the participation 
by the CAC and his or her key supervisor in CACO or DCE conferences, when DCAA is 
not jointly holding and planning the conference, will be left to the discretion of regional 
management.) If attendance and participation in a CACO, DCE or other conference ex
tends to employees from more than one region and if the total number of DCAA employ
ees is more than four, approval for attendance should be requested as if the conference 
were being held by DCAA. A copy of the request should be concurrently provided to 
Headquarters, ATTN: PSP. The request for approval must include the following: a draft 
agenda (15-209.2.d); specific requests for Headquarters participation in agenda topics, if 
desired; justification for a location other than the Corporate Office, if applicable; and a 
completed DCAA Form 1100-1(EF) [MRD 06-DX-005(R) dated May 4, 2006]. 

(1) DX will provide the requestor notification, within 10 business days, on whether the 
conference has been approved as proposed; approved with changes; or disapproved for rea
sons stated in the notification. 

(2) Normally a CAC conference should be scheduled at least once every two years; if 
other considerations indicate a longer interval, the regional director and Headquarters CAC 
program manager should be appropriately advised. 
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b. Invitations to participate in conferences will be extended to the Defense Corporate 
Executive (DCE) or the corporate ACO (CACO), procurement personnel, and audit rep
resentatives from non-defense audit agencies, such as NASA, having a significant audit 
interest. However, the total number of conferees should be kept to a practical minimum. 
To facilitate a productive concurrent consideration by different audit and/or procure
ment representatives, separate workshop sessions may be scheduled at the same time as 
part of the conference proceedings. A separate session for audit personnel only should 
be considered in preparing the agenda. Topics to be considered for presentation during 
auditor-only sessions include procurement support problems, and audit techniques em
ployed at various contractor locations that resulted in improved audit effectiveness or 
significant audit findings. A summary report of each workshop should be furnished to 
the conference participants. 

c. Contractor representatives may be invited to address the conferees and engage in 
discussion of matters of mutual interest. Their participation will be limited to specific ses
sions devoted wholly to this purpose. 

d. The CAC should prepare a draft conference agenda on the basis of day-to-day 
knowledge of CAC activities and information solicited from FAOs on appropriate topics. 
The draft agenda should be time-phased, incorporate a concise description of each topic 
showing its scope and applicability, and describe any problems for discussion by partici
pants. Before release of the agenda, an advance copy will be submitted for regional office 
approval. The CAC will generally serve as conference chair. 

e. Recommendations for action to resolve problem areas will be developed during the 
conference. Where applicable, each such recommendation should be assigned a due date 
for its implementation. If the conferees cannot agree on a solution to a problem, the matter 
should be submitted to the appropriate regional directors for resolution (see 15-210). 

15-209.3 Conference Minutes 

a. Within 30 working days after the close of the conference, the CAC will prepare the 
conference minutes and submit them to the regional office for review and approval. After 
review and approval by the regional office, the CAC will distribute the minutes to the fol
lowing: 

(1) Regional office. 
(2) Other interested regional offices. 
(3) Cognizant auditors. 
(4) CACO, NASA, and other interested offices having representation at the confer

ence. 
b. The regional office will transmit the minutes (with appropriate comments, if any) to 

Headquarters, Attn: PSP. 

15-210 Resolution of Problem Areas 

It is anticipated that most of the contract audit problems that may arise can be resolved 
through discussions between the contract audit coordinator and the contractor's key man
agement officials, or by agreement among the cognizant auditors involved, subject to ap
propriate audit and procurement administrative approvals. 
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15-210.1 Resolution with Contractor 

In the event resolution cannot be achieved with the contractor, the audit problem will 
be referred by the contract audit coordinator to his/her regional office for disposition. 
Where resolution cannot be achieved at that level within a reasonable time, Headquarters, 
ATTN: PSP, will be apprised of all pertinent facts as a basis for appropriate action. 

15-210.2 Resolution Among Auditors 

Disagreements between a contract audit coordinator and a cognizant auditor in com
mon problem areas will be referred by the contract audit coordinator to his/her regional 
office. If the cognizant auditor is in another region, the regional office will take steps to 
resolve the disagreement with the regional office in which the cognizant auditor is located. 
If this cannot be accomplished, the interested regional offices will refer the matter to 
Headquarters, ATTN: PSP. Where appropriate, an Advice of CAC Case (see 15-211) will 
be used to accomplish this referral. 

15-211 CAC Case Files 

15-211.1 Establishing CAC Cases 

a. Contract audit coordinators will maintain appropriate records to document activities 
under the CAC program. A CAC case file will be established, at the contract audit coordi
nator's discretion, for (1) each separate problem area or action item submitted to the con
tract audit coordinator under the CAC program if resolution will not be accomplished in a 
relatively short time frame, and (2) any studies or inquiries undertaken under the monitor-
ship of the contract audit coordinator, the scope of which is CAC complex-wide, or affects 
more than one location. 

b. Examples of CAC case file subjects include: 
(1) difficulties concerning access to records; 
(2) local problems which cannot be resolved locally; 
(3) problems affecting more than one contractor division or plant; 
(4) problems requiring coordination or action at the corporate headquarters level; 
(5) problems requiring uniform action at the contract administration level; 
(6) CAS compliance issues, and 
(7) special studies or inquiries on corporate accounting, pricing, and cost estimating 

policies and procedures. 
c. Each CAC case file will contain all pertinent data on the matters and issues in

volved. Appropriate documentation will also be maintained for CAC activities or actions 
not made the subject of an individual CAC case file. 

15-211.2 Advice of CAC Case 

a. When a CAC case file is opened, the contract audit coordinator will prepare an Ad
vice of CAC Case. The advice will show the name of the contractor, the date the case was 
established, and a control number consisting of the fiscal year and a consecutive series of 
numbers (for each fiscal year) beginning with one. The advice will include a statement of 
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the case, source of the case, action taken to date, and any action planned. It will be signed 
by the contract audit coordinator. Below the signature, the following statement will ap
pear: 

"Recipients of this advice are invited to submit suggestions for solution of the prob
lem." Copies of the advice will be distributed to: 

(1) the cognizant regional office, 
(2) each of the other cognizant FAOs, 
(3) the CACO where appropriate, 
(4) case file, and 
(5) Headquarters, ATTN: PSP. 

b. Supplemental Advices of CAC Cases may also be issued as required to present subse
quent additional data and status information which the CAC considers should be distributed 
to the above recipients to keep them currently informed about the case. 

15-211.3 Case Resolution 

When a CAC case is resolved, the contract audit coordinator will prepare an Advice 
of CAC Case Resolution, which will include the name of the contractor, the case control 
number, date the case was closed, and a statement of resolution. The advice will be 
signed by the contract audit coordinator and distributed as in 15-211.2. 

15-212 CAC Information Files 

The CAC will maintain adequate files relating to the CAC network and activities for 
his/her own use and the use of participating FAOs, regional directors, DCAA Headquar
ters, and others as may be authorized. If the CAC maintains a web site, then information 
from these files may be posted on the CAC’s password protected web site. Information 
posted on the CAC’s web site should be kept current. The CAC information files should 
include as a minimum the following: 

a. Contractor Organization 
(1) For multi-divisional CACs, location of the corporate office, and each operating 

division, plant and/or affiliate performing Government contracts. 
(2) For groups of contractors constituting a CAC network, a list showing the name 

and location of each contractor. 
(3) Location of each ACO and DCAA regional and field audit office cognizant of 

the individual offices or plants indicated in (1) and (2) above. 
(4) Organizational chart of each division or constituent contractor, including the 

names of key personnel. 
(5) Annual financial reports as available for each contractor or component within the 

CAC network. 
(6) Number of employees for each of the locations shown in (1) and (2) above. 
(7) For multi-segment contractors, major product lines and services by division or 

plant as applicable. 
(8) For multi-segment contractors, annual (calendar or fiscal year) volume of sales 

by office, division or plant, and if available, amount and percentage of Government busi
ness for each. 
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b. Policies and Procedures 
Access to corporate or institutional policies and procedures including those applicable 

to each contractor, GOCO plant, or division in the CAC network. 
c. Plans, Programs, Reports, etc. 

(1) Annual CAC program or plan of operation. 
(2) Common audit programs, audit objectives, and unusual audit programs of appli

cable FAOs. 
(3) Major audit reports submitted by the CAC and applicable FAOs. (These include 

reports on functional areas, surveys, indirect costs, significant pricing proposals, and non
compliance with CAS.) 

(4) Reports on GAO reviews and procurement surveys, and other non-DCAA re
ports. 

d. Correspondence and Communications 
(1) Minutes of all CAC conferences and workshops. 
(2) Trip reports covering visits to FAOs. 
(3) Written comments of the CAC on the review of reports submitted by FAOs. 
(4) All correspondence pertaining to the CAC program. 

e. CAC Cases
 
Files pertaining to CAC cases designated by number and title (See 15-211.)
 
f. Other. The CAC information files should serve as a central collection and distribu

tion point for information on: 
(1) Access to all types of contractor records about which there is some difficulty or 

question from time to time. 
(2) The status of completion of corporate-wide audits where common programs are 

in use. 
(3) Changes or proposed changes in management policies and practices having cost 

implications. 
(4) Current practices in estimating methods, overhead allocation methods, CAS, 

IR&D costs, advance agreements, pension plan management, insurance on plants, intra
company cost transfers, and other areas common to more than one office, division, or 
plant. 

(5) Specific areas which may afford special opportunity for achieving contractor-
wide or group-wide cost reduction and consistent audit treatment. 
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15-300 Section 3 --- Financial Liaison Advisory Services 

15-301 Introduction 

a. This section provides policies and procedures applicable to the performance of the 
DCAA Financial Liaison Advisor (FLA). Financial liaison covers advisory audit services 
that are offered to DoD procurement and contract administration offices to assist them in 
achieving the objectives of sound contracting by providing onsite accounting and financial 
advice to contracting officers, negotiators, and buyers. 

b. GAGAS prohibits DCAA from auditing its own work or providing nonaudit services 
in situations where the nonaudit services are significant or material to the subject matter of 
audits (GAGAS 3.22). These standards also require audit organizations to be free from 
external impairments to independence both in appearance and in fact (GAGAS 3.10). By 
limiting the advisory services they perform to those in 15-304, FLAs will avoid even any 
appearance of violating the GAGAS independence standards. 

c. The FLA is responsible for: 
(1) facilitating effective communication and coordination between procurement of

ficers and auditors; 
(2) providing advice to the procurement office in connection with contractors' cost 

representations and related matters, in consultation with the cognizant FAO; 
(3) providing to DCAA information regarding specific awards, trends in the type 

and volume of awards and other data impacting on immediate or long-range DCAA re
sponsibilities; and 

(4) providing DCAA management with information as to the adequacy, responsive
ness and timeliness of the advisory audit reports being submitted by field audit offices. 
See 15-304 for further description and guidance on the liaison services provided by 
DCAA financial liaison advisors. 

15-302 FLA Authorization 

a. DoD Directive 5105.36 (see 1-1S1 3.1 & 5.9) authorizes the Director, DCAA to 
provide accounting and financial advisory services to all DoD Components responsible for 
procurement and contract administration and to establish and maintain liaison advisors, as 
appropriate, at major procuring and contract administration offices. 

b. Financial advisory services are provided onsite by FLAs working at the individual 
procuring and contract administration offices or offsite by FLAs located at DCAA Head
quarters. Generally speaking, the onsite FLAs are located at: 

(1) the major procurement commands with the most significant auditable contracting 
activity, or 

(2) the procurement policy-making groups for the military services (see 15-303). 

15-303 Onsite FLAs 

15-303.1 Audit Liaison Division (OAL) 

OAL reports to the Assistant Director, Operations, and is responsible for (1) managing 
the Agency's Financial Advisory Services programs, and (2) directly supervising all FLAs. 
For those with access to the DCAA Intranet, information regarding OAL representatives 
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currently onsite at the major procurement commands, and contract administration offices, 
and major buying offices’ activity codes and a cross-reference to onsite OAL representa
tives is available under Audit Tools. 

15-303.2 Memorandum of Understanding (MOU) 

a. To ensure that the FLA services being rendered are genuinely useful and effective 
and that there is no misunderstanding as to the nature of these services, DCAA enters into 
memorandums of understanding (MOUs) with those buying commands that can sup
port/justify a full-time FLA. The MOU represents general agreement on the available ser
vices and facilities to be provided the FLA. It also represents a commitment by both par
ties to cooperate in the exchange of information to resolve procurement-related problems. 

b. Each MOU is signed by DCAA's Assistant Director, Operations, and by the respon
sible official at each of the FLA locations. It is a working document without an established 
effective period, and as such can be amended at any time. Questions regarding the MOU 
may be directed to the Chief, Audit Liaison Division (see liaison information at the DCAA 
Intranet site under Organizations). 

15-304 FLA Services 

15-304.1 General 

The onsite FLA is DCAA's principal point of contact at the procuring or contract 
administration activity to which assigned. The duties of the FLA cover a broad spectrum 
ranging from expediting the submission of advisory audit reports to on-the-spot consul
tation on complex financial and accounting matters relating to contract costs. The FLA 
duties also include focusing on improving the quality of information for decision-
makers by providing confidence about the reliability and relevance of information. This 
information may be required by contracting officers throughout the contract negotiation 
process and the life cycle of the contract. To properly provide FLA services, the FLA 
must be independent. Many of the key services that the FLA performs are discussed in 
15-304.3 to 15-304.14. 

15-304.2 Proactive vs. Reactive 

Whenever possible, FLAs are to take a proactive role as opposed to a reactive role. The 
proactive role stresses the opening of lines of communication with all command activities 
including contracting officers, pricing directorates, legal staff, and all other acquisition 
officials requiring DCAA services. It also: 

(1) emphasizes the joint exploration of ways to improve coordination and the estab
lishment of mechanisms to identify, evaluate and resolve issues; 

(2) recognizes that a strong relationship between DCAA and the acquisition and 
contract administration commands provides a clearer understanding of customer needs; 
and 

(3) facilitates DCAA's ability to provide quality, timely, and responsive audit and 
assurance services. 
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15-304.3 Professional Accounting and Financial Advice 

The FLA advises procurement personnel on accounting and financial matters in areas 
of DCAA responsibility. This includes: 

a. Advising procurement personnel on types of DCAA audit services and facilitating 
audit services with cognizant Field Audit Offices (FAOs). 

b. Explaining or elaborating on the accounting and auditing principles, including CAS, 
underlying advisory audit report comments, findings, and recommendations and, when 
necessary, obtaining additional data, elaboration, or explanations from the field auditor. 

c. Assisting procurement personnel in their efforts to obtain specific cost information 
when an audit of a contractor's proposal is not required (see 9-107) such as in below 
threshold proposals. 

(1) FLA assistance in obtaining such information (e.g., indirect cost rates, labor rates, 
loading factors, etc.) from the cognizant DCAA field audit office (FAO) may be necessary 
and is usually beneficial when a contracting officer is experiencing difficulty: 

(a) contacting the cognizant DCAA FAO, 
(b) obtaining the requested data in a timely manner, or 
(c) obtaining the requested data because of its connection with some unusual or con

troversial matter. 
(2) FLAs may advise on the types of contractor data that the contracting officer might 

request from the contractor to support direct labor base rates, indirect rates, pools and ba
ses, loading factors, and other cost elements. 

d. Providing advice regarding reports on contractors' accounting and estimating sys
tems in consultation with the cognizant FAO. 

e. Advising the contracting officer on the results of audit as he/she prepares for the ne
gotiation, after an audit report has been issued and in consultation with the FAO. 

f. Facilitating the attendance of field auditors at the negotiation conference, and if re
quested by the FAO, participating in the negotiation to support the DCAA findings. (Also 
see 15-304.6.) 

g. If an FAO is not able to attend negotiations, the FLA will provide assistance only 
with direct coordination with the FAO when discussing the treatment accorded costs in 
negotiations in which an audit report was issued. 

h. Advising the contracting officer on matters relating to DCAA's postaward audit re
ports, and coordinating on requests for followup audit effort on postaward audit findings. 

i. Providing counsel and any necessary coordination where a contracting officer is 
planning to issue a request for audit on only a part of a contractor's price proposal. 

j. Attend government only meetings to address general issues and problems affecting 
DCAA’s relationship and work with acquisition and contract management personnel; such 
as barriers to accomplishing audits caused by the contractor, proposals inadequate for au
dit, due date extensions, etc. 

k. Facilitate coordination between FAOs and Command on issues related to billing, 
Wide Area Work-Flow (WAWF) and contract close-out procedures. 

15-304.4 Coordination of Requests for Audit of Price Proposals 

a. The FLA is available to provide procurement personnel with information regarding 
the DCAA field audit office to which a copy of the request for field pricing support should 
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be sent, and the type of audit they request based on the information they require. This is to 
assist contracting officers in using language that clearly identifies the specific information 
that is desired. This should be done in consultation with the cognizant FAO to ensure any 
areas of risk for that contractor are provided to the contracting officer for consideration in 
developing the request. 

b. Direct telephonic communications between procurement personnel in the larger buy
ing offices and the cognizant field auditors may result in multiple requests from various 
negotiators for the same data or requests for data already available in the files of the FLA; 
requests for data with unrealistic time deadlines; and requests for data to be furnished by 
telephone which is of such significance or magnitude that it should be furnished only by 
means of an advisory audit report. Also, direct telephonic communications may result in 
misinterpretation because the negotiator may not readily understand what the data means. 
Consequently, when a field auditor receives a telephonic request for data, questionable or 
problem areas which cannot be resolved at that time should be promptly referred to the 
FLA who will obtain any needed clarification or background information from the reques
tor (see 9-107). 

c. The FLA should provide the procuring activity with the proposal adequacy checklist 
and provide general advice on the application of the checklist. The FLA should make ar
rangements with the procurement activity to be furnished a copy of each request for field 
pricing support as well as any notices of date adjustments for the auditor's submission of 
audit report to the Plant Representative/ACO. 

d. When the buying office changes product requirements, quantities, or specifications 
while an audit is in process, the FLA should confer with the contracting officer to assess 
the impact of the changes on the current proposal. The FLA should then confer with the 
field auditor on the advisability of continuing the current audit or suspending audit until a 
revised proposal is submitted. Where appropriate, arrangements may be made for supple
mental audit reports. 

e. Responsibility for the submittal of a timely audit report rests with the cognizant field 
auditor; responsibility of the FLA in this matter is to facilitate the use of audit service. The 
FLA shall look into any inquiry made either orally or in writing by the procuring activity 
where it is stated that a specific advisory audit report is overdue or was not received on a 
timely basis. On each such matter the FLA shall discuss the matter with the FAO and the 
procuring activity in an effort to assure timely reporting or more practicable due dates for 
future requests. 

15-304.5 Counsel on Advisory Audit Reports 

a. The FLA is available to discuss audit reports with procurement personnel. This can 
involve providing interpretation and explanation of the accounting and auditing principles 
underlying the findings, comments, and recommendations set forth in the report or obtain
ing from the cognizant field auditor additional information or further elaboration and ex
planation regarding particular cost elements. DCAA offices will provide the onsite FLA 
one copy of each advisory audit report when it is issued (see 15-307 and FLA information 
available at the DCAA Intranet site). 

b. The FLA will pursue all leads and concerns raised by the management at the com
mands being supported, and those requiring the attention of DCAA field and/or Headquar
ters management should be elevated accordingly. A file should be maintained on problem 
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areas in order that recurring matters indicating a trend or other condition requiring action 
at FAO, regional or Headquarters level may be communicated by the FLA to the appropri
ate office. Arrangements should be made with the procurement office to provide appropri
ate notification of problems and problem areas to the FLA, preferably by direct written 
communication or by copy of a PNM in which the matter is set forth. 

15-304.6 Arranging for DCAA Participation in Negotiation Conferences 

a. The FLA should arrange to obtain advance information concerning impending con
tract negotiation conferences in instances where an audit report has been issued. Encour
age the contracting officer to request DCAA attendance at negotiations. This could in
volve the prenegotiation conference attended only by Government representatives, the 
formal negotiation conference with the contractor, or both. When such attendance is re
quired, the PCO's request to the field audit office should be transmitted promptly to pro
vide maximum time for preparation and travel arrangements. Where the PCO consistently 
fails to solicit necessary field auditor attendance, the FLA should resolve the problem in 
accordance with 15-402.1. 

b. Arrangements for auditors' participation in negotiations should be coordinated with 
the DCAA FLA. Field auditors should inform the FLA of any requests for attendance at 
negotiations received directly from contracting officers, and discuss any question concern
ing the necessity or duration of his or her attendance. Field auditors should notify the FLA 
upon arrival at a supported procuring activity to attend a negotiation. The negotiations in 
which field auditors are invited to participate are usually large-dollar, complex procure
ments, and it may be advisable for the FLA to attend with the field auditor, especially 
where continuity is needed because negotiations are expected to extend over a number of 
days or weeks at both the contractor's location and the procurement office and it will not 
be possible for the field auditor to be present at all sessions. 

c. In those cases where a field audit report was issued and the field auditor is not able 
to attend, the FLA can attend negotiation meetings and conferences when requested by the 
contracting officer, and should provide whatever accounting and audit advice and assis
tance is required in direct consultation with the cognizant FAO. 

15-304.7 Procurement and DCAA Policy and Procedures 

The FLA will explain and clarify DCAA policy and procedures to the procuring activi
ty to which assigned, when requested. In turn, when the FLA becomes aware of new or 
revised policy or procedures that impact upon DCAA operations, the FLA will advise 
Headquarters, the Audit Liaison Division. 

15-304.8 FLA Support of Major Defense Systems Procurement – Liaison Services 

a. DoD Directive 5000.1, DoD Instruction 5000.2, and the Defense Acquisition Guide
book set forth the policies and procedures and establish specific requirements and respon
sibilities for acquiring major defense systems. As stated in the Directive, the policy of 
DoD is to assure that the acquisition process is timely, efficient, and effective. When 
providing liaison services the FLA should make a direct offer to assist the program man
ager for the major defense systems procurement during the initial stages of the program as 
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well as after contract award. Maintaining good communications and close working rela
tionships with the program manager will help facilitate the acquisition process. 

b. Although not intended as a complete listing, the types of liaison services provided 
by the FLA on major defense system procurements will generally include those summa
rized below: 

(1) To act as the facilitator and liaison for DCAA on matters requiring contact with 
the contracting officer, project manager and their staffs. 

(2) To recommend to the procurement activity, when appropriate, that the request 
for proposal (RFP) should require the contractor to: 

(a) Disclose any deviations from its normal accounting and/or estimating proce
dures used to prepare the proposal. 

(b) Identify the dollar impact of such deviations. 
(c) Identify and explain any anticipated differences between the accounting for 

costs to be incurred under the proposed contract and the accounting methods and proce
dures reflected in its proposal. 

(d) Prepare and furnish for audit historical unit cost trend studies and analyses of 
experienced labor and overhead and G&A expense rate data. 

(3) To assist the procurement office in understanding the accounting and financial 
aspects of the contractor's submission in consultation with the FAO and in conjunction 
with an audit. 

(4) To monitor the overall audit input, arranging the timing of field audit effort and 
reporting so that submissions coincide with the overall time schedules and requirements of 
the procurement office. 

(5) To advise FAOs promptly of any unusual cost provisions in the RFP in order that 
appropriate coverage may be provided in the audit program. 

(6) To advise FAOs of any special areas of audit coverage desired by the procuring 
authority and not detailed in the RFP; this may be especially important in a competitive 
situation. 

(7) To facilitate discussions between the appropriate contracting official and the 
cognizant Prime FAO on the extent to which audits will be needed on major subcontract 
proposals. 

(8) To maintain sufficient contact with the FAOs to monitor the timeliness of audit 
service, and arrange for any necessary extensions of scheduled report dates. 

(9) To facilitate communications between cognizant FAO and requestor to explain 
the audit results. 

(10) To arrange for any additional audit effort that may become necessary subse
quent to the submission of audit reports. In these efforts, it is essential that the field audit 
offices are timely and completely responsive and that actual or expected delays are com
municated promptly to the FLA in order that he or she may initiate appropriate action with 
the procurement office. 

15-304.9 Reserved 

15-304.10 Auditors Role on Source Selection Evaluation Boards (SSEBs) 

a. FAR 15.300 prescribes policies and procedures for selection of a source or sources 
in competitive negotiated acquisitions. The objective of source selection is to select the 
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proposal that represents the best value to the Government, which may not be the lowest 
price. The Source Selection Authority (SSA) is responsible for source selection. In some 
instances there will also be a Source Selection Advisory Council (SSAC) which advises 
the SSA. The Source Selection Evaluation Board (SSEB) evaluates proposals and reports 
to the SSAC and/or SSA. The SSEB is comprised of contracting, legal, logistics, tech
nical, and other expertise to ensure a comprehensive evaluation of offerors. 

b. To avoid any potential independence issues, DCAA FLAs may not be a member of 
the SSEB. Such participation would constitute a nonaudit service. See 15-301 for further 
information on GAGAS independence standards when performing nonaudit services. 
FLAs may serve as advisors to SSEBs and provide support such as: 

(1) Advise on requirements that should be included in RFP Section L and M, includ
ing the criteria on the DCAA Adequacy Checklist; 

(2) Advise on the type of audit services available; 
(3) Explain the importance of requiring proposals to be adequate for audit; 
(4) Provide general advice on FAR and CAS applicability; 
(5) Facilitate audit of proposals, pre-award surveys of prospective contractors’ ac

counting systems, and financial condition risk assessments; and, 
(6) Provide other types of FLA functions as described in other sections of CAM 15

300. 
c. Source selection information is confidential in accordance with FAR 3.104-3 and 

3.104-4. Source selection information may not be shared with anyone not appointed to the 
SSEB. The FLA may be requested to sign a non-disclosure agreement and may do so in 
accordance with CAM 1-403.5. 

d. DCAA field auditors will not be members or advisors to SSEBs, but Field Audit Of
fices will provide requested audit services in support of SSEBs. When performing audit 
efforts related to an SSEB, auditors will not be required by the SSEB to sign a non
disclosure agreement. In accordance with CAM 1-507, DCAA auditors are required to 
perform audits in such privacy as warranted under the circumstances, and provide all nec
essary safeguards to contractor confidential data at all times. 

15-304.11 Distribution of Contract Documents and Price Negotiation Memorandum 
(PNM) 

a. The FLA will assist procurement personnel in the identification of FAOs to which 
contract documents should be sent. 

b. CAM 4-108b states the procedure to be followed by field auditors in the event a 
copy of the PNM is not furnished by the contracting officer within a reasonable time after 
contract negotiation. Upon receipt of a copy of the FAO's follow-up request, the FLA has 
the responsibility to follow up until the PNM (or Command equivalent document such as 
Business Clearance, Contract Modification) is distributed. Preparation and distribution of 
the PNM is the responsibility of the PCO. However, when requested by the PCO, the FLA 
may assist in clarification of matters related to audit input and accounting terminology. 
Although it is not desired that the FLA receive PNMs, he or she should try to arrange that 
the procedures of the procurement activity provide (1) direct distribution of a copy of the 
PNM to the cognizant auditor, and (2) notification to the cognizant FAO in those instances 
where no PNM will be prepared, i.e., when the procurement was cancelled, the offeror 
was unsuccessful, etc. 

DCAA Contract Audit Manual 

http:15-304.11


1548 December 22, 2014 
15-305 

15-304.12 Participation in Training Sessions, Seminars and Review Groups 

The FLA 's participation in informal training sessions and seminars of the procurement 
or contract administration office is encouraged since it affords an excellent opportunity to 
elaborate on DCAA services available to the procurement office. 

15-304.13 Assistance in Preparing Replies to Government Accountability Office 
(GAO) Reports 

Procurement and contract administration activities will on occasion request the assis
tance of the liaison auditor or the financial advisor in preparing replies to GAO reports. 
FLAs may only verify the financial matters relating to DCAA audit reports. This should 
be done in conjunction with the cognizant FAO. The FLA and FAO should follow guid
ance and procedures in 1-204 regarding interaction with the GAO. 

15-304.14 General 

The FLA should be continuously alert to major items of audit workload originating at the 
procurement office. When it is learned that a major proposal will require audit evaluation in 
the near future, the appropriate resident or branch office(s) should be informed. Along these 
same lines, the FLA should assist field auditors by providing information on developments 
affecting contracts under their cognizance, facilitating communications with FAO and pro
curement personnel on audit issues, and coordinating with procurement personnel in estab
lishing the agendas for negotiation conferences so that the field auditor's time at the confer
ence is not unduly extended. 

15-305 Financial Liaison Advisory Services to Contract Administration Offices 

a. Many of the FLA services provided to the procurement centers are also available to 
Administrative Contracting Officers (ACOs) and other procurement-support personnel at 
the contract administration offices (CAOs). However, since DCAA field audit office 
(FAO) managers are often co-located or housed in close proximity, and in daily contact 
with their CAO counterparts, it is generally unnecessary to assign FLAs to the CAOs. 

b. Meetings should be held periodically between the local management of the DCAA 
FAO and CAO to discuss issues of common concern, and to determine whether DCAA 
and the CAO could benefit from new or improved financial liaison advisory services. 
When this appears to be the case, the FAO responsible for the CAO should not hesitate to 
provide the services. If there is no DCAA FAO in close proximity to the CAO, the matter 
of financial liaison advisory services should be brought to the attention of the appropriate 
DCAA regional office. 

15-306 Financial Liaison Advisory Services for Sensitive Compartmented 
Information (SCI) and Special Access Programs (SAP) 

a. As a result of their special security requirements, SCI and SAP procurements require 
unique financial liaison advisory services. To provide these services, DCAA has estab-
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lished an FLA team referred to as the Special Programs Team. The team reports to the 
Chief, Audit Liaison Division (OAL). 

b. DCAAM 5110.1, Chapter 6.2 – Field Detachment, sets forth DCAA's operating pro
cedures for supporting SCI and SAP efforts. The Special Programs Team FLAs are sub
ject to these same procedures to ensure that they are properly trained to handle SCI and 
SAP efforts. Questions relating to DCAA's general support of SCI and SAP efforts may be 
directed to the Senior FLA - Special Programs. 

15-307 Audit Report Distribution to FLAs 

a. As provided for in various sections of Chapter 10, the FLAs (see FLA and office in
formation available at the DCAA Intranet site) are to be included in the distribution of all 
DCAA audit reports resulting from forward pricing audits (including rate audits), posta
ward audits, terminations, and claims. 

b. This requirement does not mean that the FLAs should be limited only to the types of 
reports noted above. Special consideration should always be given to providing the cogni
zant FLA with a copy of any audit report that may require, or could benefit from, FLA co
ordination or involvement. However, prior to transmitting non-listed audit reports, first 
coordinate with the FLA to determine if there is a need for a copy of the report. 
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15-400 Section 4 --- Auditor Support of a Negotiation Conference 

15-401 Introduction 

This section contains procedures and guidance on audit support of negotiation con
ferences. It is DCAA’s policy to support contracting officers at negotiations where 
DCAA has issued an audit report on the contractor’s submission (e.g., price proposals, 
incurred cost submissions, termination claims), especially for complex submissions with 
significant audit issues. While this section primarily addresses negotiation conferences 
for price proposals, DCAA is available to support contracting officers at any type of ne
gotiation; e.g., those involving incurred costs or terminations, as well as price proposals. 
Attendance at Government only pre-negotiation meetings when requested by the con
tracting officer to discuss audit report results is also encouraged. Providing support and 
technical advice based on the auditor’s technical knowledge and expertise to help the 
contracting officer understand audit report results does not impair auditor independence. 
Answering questions about audit rationale/computations or giving advice regarding con
tractor rebuttals to reported results helps the contracting officer understand audit con
clusions. 

15-402 Auditor Attendance at a Negotiation Conference 

15-402.1 Notification of Availability of Audit Assistance 

In routine audits, auditor availability for negotiations will be presumed. If auditor 
attendance is considered critical; for example, due to the complexity or controversial 
nature of the matters presented in the audit report, the audit report should contain a 
statement recommending that the contracting officer invites DCAA to attend the negoti
ation conference (see 10-210.5e(2)(f)). See 15-304.6 for the FLA’s responsibilities re
lated to arranging for DCAA participation in negotiation conferences. When buying of
fices continually fail to solicit necessary auditor attendance at negotiation conferences, 
the FLA, together with the regional directors, should confer with the head of such activ
ities. Refer significant unresolved problems to Headquarters, Attention: O, for discus
sion at higher procurement levels. 

15-402.2 Request for Auditor Attendance at the Negotiation Conference 

Field auditors should inform the FLA of any requests for attendance at negotiations 
received directly from contracting officers (see 15-304.6). On receiving the request for 
audit assistance, the FLA will discuss the report with the contracting officer to deter
mine the extent of the assistance required. To the maximum extent practicable, the FLA 
should render the required assistance through his or her own office, particularly where it 
involves only an explanation of accounting principles or a limited amount of infor
mation which can readily be obtained by contacting the audit office which performed 
the audit. Copies of selected audit office working papers may be provided to efficiently 
satisfy an inquiry. The copies will be marked with appropriate protective markings 
based on the information contained therein and consistent with the audit report (see 10
205). Where, however, the assistance involves extensive referral to audit working pa-
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pers or presentation of information on conduct of the examination, the FLA will arrange 
directly with the audit office for auditor attendance at the negotiation conference (see 
15-304.6). Any requests for auditor attendance which will involve more than two weeks 
should be coordinated with the regional office. 

15-402.3 Subcontract Negotiation Conferences 

Arrangements may be made for a DCAA auditor who performed a subcontract audit 
to attend a subcontract negotiation conference only when all negotiating parties concur. 
Participation should be limited to explaining the audit procedures performed and the 
results of examination. The conduct of subcontract negotiations is the responsibility of 
the upper-tier contractor. 

15-403 Advisory Audit Counsel in the Negotiation Conference 

15-403.1 Negotiation Process 

The negotiation of a fair and reasonable price is a complex process involving consider
ation of many factors including: 

(1) actual costs and completion estimates; 
(2) the amount of profit or fee in relation to total cost, the complexity of the work, 

quality, efficiency, and ingenuity of the contractor's performance, and the technical and 
financial risk assumed; and 

(3) the competitiveness of the end price. 
Costs constitute an important factor in the contract price negotiation and the discussions 
between the contractor and the contracting officer include the objective of arriving at a 
definitive agreement, to the maximum extent possible, on the amount of costs to be con
sidered in the price. Definitive agreement on each element of cost may not always be pos
sible because of honest differences of opinion or other considerations between the negoti
ating parties. As a result negotiation involves a give and take proposition and the 
contracting officer usually cannot negotiate a price which includes cost considerations ex
actly in accordance with the advisory audit report. In this situation, the auditor should ad
vise the contracting officer on the extent and financial significance of any differences or 
considerations which exist. In connection with profit or fee, many of the other factors 
enumerated above that are considered in price negotiation, are also not subject to a precise 
determination. Such factors as the complexity of the work or the contractor's ingenuity are 
not generally expressed in dollar and cents terms but require judgmental evaluation of a 
broader basis. Accordingly, in some instances, a total end price may be negotiated without 
specific monetary resolution of all of the individual cost elements or other pricing factors 
involved. 

15-403.2 Nature of Audit Counsel 

The auditor will provide support and technical advice based on the auditor’s technical 
knowledge and expertise to help the contracting officer understand audit report results. 
Providing the contracting officer this type of support and advice does not impair auditor 
independence and will assist in the conclusion of a fair and reasonable price agreement 
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with the contractor. Whether in actual attendance at the conference or through support 
from the audit office, the auditor may provide the following types of support: 

a. Explain the audit report recommendations on the costs of the particular items in 
the contractor's proposal. Copies of appropriate supporting working papers may be pro
vided to help answer a request in an efficient, economical, and effective manner, espe
cially when auditor attendance at the negotiation conference is not feasible. The copies 
will be marked with appropriate protective markings based on the information contained 
therein and consistent with the audit report (see 10-205). 

b. Answer questions raised by conference participants relating to the scope of audit or 
the rationale for audit computations, determinations or recommendations. Appropriate ref
erences should be made to the factual information and documentation in the supporting 
working papers. 

c. Provide technical advice regarding contractor rebuttals to audit results or recom
mendations. 

d. Assist the contracting officer in understanding how any additional cost infor
mation/data the contractor may submit or any different considerations which it may allege 
during the negotiation conference impacts the reported audit conclusions. Auditors should 
support the contracting officer to the extent possible by providing advice on the additional 
data. This may include, for example, providing advice on the contractor’s rationale for a 
revised estimate, verifying data to the contractor’s books and records or other supporting 
data, or running various Government position scenarios using the data through audit report 
schedules and underlying spreadsheets, where appropriate. 

e. The auditor should exercise judgment in determining whether a supplemental report 
is more appropriate in the specific circumstances. If the data is complex and/or represents 
a significant update to the audited proposal, and requires extensive review or analysis, the 
auditor would generally need to issue a supplemental report (see 10-214). 

f. When a supplemental report is not issued, any documentation provided to the con
tracting officer of the work performed should be clearly marked to distinguish it from au
dit report results. For example, it should include a statement noting that the documentation 
contains advice provided in support of negotiations and does not represent audited data, 
nor a revised audit opinion. Nothing short of a supplemental report will result in a revised 
audit opinion. 

15-403.3 Limitations of Audit Counsel 

As discussed in FAR 15.404-1(a)(1), the contracting officer has exclusive responsibil
ity for ensuring that the final price is fair and reasonable. It is not appropriate for the audi
tor to provide in writing, or otherwise, an overall opinion on a "bottom-line" negotiation 
objective (but see 15-403.4 below). 

15-403.4 Contracting Officer's Treatment of Reported Recommendations 

Circumstances may arise before or during a negotiation conference when the auditor 
believes the contracting officer has given inadequate or improper treatment to the audit 
recommendations in the advisory audit report. In such cases, the auditor has the respon
sibility to make his/her position clear to the contracting officer prior to the negotiation 
settlement. This should be accomplished with appropriate tact and objectivity at a time 
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when the contractor is not present. When the contracting officer fails to accept an audit 
recommendation and the auditor feels that this action has a significant or continuing im
pact on the reasonableness of pricing or contract administration and there is an oppor
tunity for useful corrective action, the procedures outlined in 1-403.3 should be fol
lowed. 

15-404 Documenting Auditor Support of Negotiations 

15-404.1 Auditor's Memorandum of Negotiation 

The FAO auditor should prepare a memorandum for the record (MFR) as soon as pos
sible after attendance at a negotiation conference. In those cases where the FLA attends 
the negotiation conference without the FAO auditor (see 15-304.6), the FLA will prepare 
the MFR and provide a copy to the FAO. The memorandum will include the audit report 
number and basic identification data with respect to the contractor, the contract, personnel 
in attendance, etc.; information on the matters discussed during the negotiation confer
ence; a summary of the action taken on audit recommendations; and the results of the ne
gotiation. Where applicable, the memorandum should also cover advice the auditor pro
vided to the contracting officer on additional data presented by the contractor (including 
copies of any documentation provided to the contracting officer of the work performed), 
and any other pertinent matters not covered in the audit report. If the contractor's proposal 
was revised during negotiations, indicate the extent to which the audit report is applicable 
to the revised proposal, or show a self-explanatory reconciliation. Comment on possible 
improvements in the audit report presentation, the extent of contracting officer acceptance 
of audit recommendations, the effectiveness of the contribution made by the auditor at the 
negotiation conference, audit problem areas disclosed by the negotiation, and other perti
nent matters. If the FAO does not attend the negotiation conference but provides other 
significant support (e.g., by attending a pre-negotiation meeting or providing advice to the 
contracting officer on data provided by the contractor in anticipation of negotiations), the 
MFR should appropriately document the support provided (including copies of any docu
mentation provided to the contracting officer of the work performed). File the original 
memorandum and any supporting documentation in Livelink in the same folder with the 
official audit working paper files (see 4-407e(9)). Also file a copy of the memorandum in 
Livelink under activity code 49200 Negotiations and furnish a copy to the FLA. In addi
tion, the regional office will be furnished a copy of every memorandum documenting: 

(1) a settlement that is not supported by audit report findings or 
(2) unusually effective auditor participation. 

15-404.2 Written Concurrence of Settlement 

Auditors are sometimes asked to affirm their concurrence in writing with positions ne
gotiated by contracting officers. These negotiated positions frequently differ from audit 
report positions, as a result of both subjective and objective arguments raised by contrac
tors at negotiations. When asked to provide such concurrence, the auditor should profes
sionally decline. This is because the contracting officer has the authority to make flexible 
concessions without audit concurrence, as well as the responsibility to document the nego-
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tiations. (See 15-403.2d, for guidance on dealing with additional cost information fur
nished by the contractor.) 
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15-500 Section 5 --- Procedures for Actual or Potential Contract Disputes 
Cases 

15-501 Introduction 

This section identifies the responsibilities of field, regional, and Headquarters per
sonnel. It outlines the reporting requirements for actual or potential board of contract 
appeals (BCA) cases and cases in other forums, such as the United States Court of Fed
eral Claims. 

15-502 Contracting Officer Decisions 

Their warrants authorize contracting officers to resolve claims by or against 
contractors related to contracts subject to the Contract Disputes Act. Contractors may 
appeal written decisions to agency boards of contract appeals or to the courts (see FAR 
33.211). The Armed Services Board of Contract Appeals (DFARS Appendix A) hears 
most cases affecting DoD contract costs. Many BCA and court cases involve 
controversial items. Since appeal decisions often influ-ence the treatment of these items 
in future years, DCAA has special interest in them. 

15-503 Coordinated Support of Contract Disputes Activity 

a. Close communication, through established channels, between the FAOs, regional 
offices, and Headquarters is needed throughout the course of such appeals. Close com
munication with the Government trial attorney and with the contracting officer is also 
very important. 

b. It is Agency policy to assist the Government trial attorney in accounting matters in 
all cases, whether initiated through an Agency finding or by other means. Audit support 
should fully respond to the actual needs of the Government trial attorney and may 
consist of comprehensive audit and accounting advisory services, accounting research 
applicable to the specific case, testimony relative to the audit report, or testimony as an 
expert on accounting and auditing matters. Providing assistance to the Government trial 
attorney includes providing assistance to other Government counsel who are supporting 
the litigation of the case. 

c. Audit work is privileged when performed at the request of Government trial attor
ney in support of ongoing or anticipated contract litigation. The attorney work product 
privilege applies and it protects the auditor’s advice from release or disclosure to the 
other party. Auditors must coordinate closely with Government trial attorney before per
forming litigation support work and during the performance thereof. Auditors must re
quest and follow counsel advice on such matters as whether to affix the attorney work 
product legend on auditor documents, whether and how to discuss factual aspects of the 
ongoing audit with the auditee, and the restrictions on handling and use of the auditor’s 
working papers and advisory reports or memos. The Government trial attorney may re
quest that audit work be performed but they should not direct how such work is to be 
accomplished. If such direction occurs, the auditor should explain to Government trial 
attorney that DCAA will be fully responsive to the request for an audit evaluation, but 
that specific audit tasks needed for that evaluation will be determined by DCAA. If un
successful, the auditor in a positive, proactive manner should indicate he/she will timely 
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coordinate the request with DCAA management. Written clarification should be provid
ed to the Government trial attorney after coordination with regional management and 
DCAA Headquarters (Policy and DL). An exit conference will not be held unless the 
Government trial attorney expressly approves it and its scope in writing (see 4-304.7). 

15-504 Reporting Requirements for Contract Disputes Cases 

15-504.1 DCAA Contract Disputes Cases 

a. DCAA is responsible for evaluating all appeal decisions that have an impact on 
the allowability of costs under DoD contracts. Where such decisions appear to adversely 
affect the desired DoD policy, DCAA will recommend changes to the acquisition pro
cedures through established channels. Headquarters has established a web-based appli
cation for real-time reporting to provide appropriate tracking of contract disputes cases. 
The policies and procedures for reporting contract disputes cases are outlined in DCAAI 
7730.13. Reporting requirements are summarized in 15-504.2 and 15-504.3. 

b. Actual cases have board or court docket numbers while potential cases have not 
yet reached that stage. Potential cases are those where the contracting officer has issued 
a unilateral decision advising the contractor of a time frame for appeal — 90-day appeal 
rights to the ASBCA or 12-month appeal rights to the Court of Federal Claims (FAR 
33.211). The status or expiration of appeal rights for most potential cases can be tracked 
through DMIS. DMIS requires that after a contracting officer’s unilateral final decision, 
the contractor’s appeal rights must expire before reporting audit amounts sustained and 
the related net savings. In addition, even though a contracting officer’s decision has not 
yet been made, there may be occasions when significant CAS or FAR cost principle is
sues are known to be in dispute and may result in litigation. The FAO should coordinate 
with the Regional Contract Disputes Coordinator (CDC) regarding the desirability of 
reporting such a potential case. 

c. For reporting purposes, contract disputes cases (both actual and potential) will be 
designated either significant or routine. Significant cases requiring case summary in
formation (see 15-504.2) are those where: 

(1) a Cost Accounting Standard issue is involved; 
(2) a Cost Principle issue is involved; 
(3) specific DCAA audit guidance is being challenged; 
(4) over $50 million is in dispute, regardless of the issue; or 
(5) the case involves unusual or complex issues, e.g., the FAO has requested re

gional or Headquarters support or the case is externally sensitive as evidenced by major 
media attention or Congressional interest. 
Cases which do not meet any of the five criteria identified above are considered routine 
and do not require input of case summary information. All cases should be included in 
the web-based application on a real-time basis (see 15-504.3.) This includes all cases 
involving a DCAA audit report and any additional disputes cases that the FAO is re
quested to support during the litigation process. 
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15-504.2 Significant Case Summary Reporting 

As soon as a significant, actual or potential, contract disputes case is identified based 
on the five criteria identified above, FAOs will input a new contracts dispute record in
cluding case summary information into the web-based application. The format for the 
case summary information is included within the web-based application. Items such as 
notices of deposition, actual depositions, memorandums for record, and trip reports con
cerning DCAA participation in the dispute proceedings should be provided to the re
gional CDC, and as appropriate, forwarded to the Headquarters’ CDC program manag
er. 

The case summary information should be updated for known or anticipated signifi
cant actions related to the dispute. 

Both the FAO and the regional CDC are responsible for the accuracy and timeliness 
of case summary information. They should also make recommendations for DCAA 
counsel (DL) involvement, if warranted (see 15-507.) 

15-504.3 Reporting 

The Inventory of Contract Disputes Cases and case summaries will be maintained on 
a real-time basis on the web-based CDC reporting system. The web-based CDC report
ing system is available on the DCAA intranet under Organization, Headquarters, Policy 
(P), Accounting and Cost Principles (PAC); select the link to Contract Disputes Case 
Intranet Web Application. Upon the disposition of a case, the case record in the web-
based application will be shown as closed. The regional CDC is responsible for the ac
curacy and timeliness of the information maintained within the web-based application. 

15-505 Regional Contract Disputes Coordinator (CDC) Responsibilities in 
Contract Disputes Cases 

15-505.1 Evaluate Audit Position 

Regional CDCs will evaluate the audit position, working papers, supporting docu
mentation, contractor's response or rebuttal, and other data to ensure that the case is 
well-founded. Appeals are time-consuming and expensive, so regional offices should 
make every effort to present the board or court with a clear, well-supported position. 
DCAA's position should include rebuttals to any known contractor arguments. Regional 
offices should recommend additional audit work if the existing documentation is inade
quate. In such cases, the field auditor should advise the Government trial attorney if 
more time is required to develop the supporting data. 

15-505.2 Technical Assistance 

Regional offices will furnish assistance to the FAO and Government trial attorney 
when necessary. Regional CDCs will help the field in developing cases. They will en
sure that the auditor clearly understands the major points in the case, and that the trial 
attorney understands the accounting significance of these points. 
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15-505.3 Coordinate Government Accounting Witnesses 

Government trial attorneys sometimes request expert witnesses to testify in the areas 
of cost accounting standards, Government procurement regulations, generally accepted 
accounting principles, and generally accepted governmental auditing standards. These 
witnesses come from various sources, including Government, academia, public account
ing and consulting firms, and industry. Regional offices will provide assistance to the 
Government trial attorney in locating appropriate witnesses. Most RAMs would qualify 
as expert witnesses in the various areas covered by contract audit. In some cases, FAO 
managers and field supervisors may qualify as expert witnesses. 

15-505.4 Develop and Train Field Witnesses 

DCAA witnesses of fact (usually the auditor who performed the audit or the supervi
sory auditor) or expert witnesses (usually the RAM or RSPM) need to prepare for their 
roles. Government trial attorneys prepare witnesses for trial, but, occasionally, this 
preparation is brief and at the last minute. Whenever appropriate, DCAA should support 
the witness preparation process. After coordinating with the Government trial attorneys, 
regional CDCs should acquaint the field auditor witness with courtroom procedure, in
cluding simulated courtroom testimony. To familiarize themselves with the trial/hearing 
process, regional CDCs should attend selected board hearings or court trials in their re
gions. 

15-505.5 Evaluate Field Support 

Regional CDCs should periodically evaluate FAO compliance with their responsibil
ities for the contract disputes program (see 15-506) to assure that FAOs are in compli
ance with Agency policy and to submit suggestions regarding possible improvements. 
The compliance program should assure active FAO contact with Government trial attor
neys. 

15-505.6 Real Time Case Summary Reporting 

Regional CDC's will oversee real time reporting of contract dispute case summaries 
(both initial and updates) for all significant cases and maintenance of the inventory of 
routine cases in the web based application as described in 15-504. 

15-506 FAO Responsibilities in Contract Disputes Cases 

15-506.1 Release of Official Information in Litigation and Testimony by DCAA Per
sonnel as Witnesses 

DCAA Regulation 5410.11, Release of Official Information in Litigation and Testimo
ny by DCAA personnel as witnesses, requires a determination by the General Counsel or 
his/her delegate prior to the release of official DCAA information for use in litigation or 
the provision of DCAA personnel to be interviewed, contacted, or used as witnesses con
cerning DoD information. The authority to authorize the release of requested information 
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or authorize testimony of DCAA personnel has been delegated to the Chief Trial Attorney 
or other trial attorneys representing the Government in contract appeals proceedings be
fore the ASBCA. Based on the nature of the contract disputes case, litigation requests will 
typically be processed through the attorneys representing the Government. Therefore, in 
accordance with Section 3.3.3 of DCAAR 5410.11, the regulation would not apply and 
DCAA personnel are not required to contact DCAA's General Counsel prior to responding 
to the request. The regulation does apply when litigation requests are received directly 
from counsel representing other than the United States Government, in which case DCAA 
personnel are required to contact the DCAA General Counsel or his/her delegate prior to 
responding to the request. 

15-506.2 Support Government Trial Attorney 

Audit support to Government trial attorneys should consist of clearly communicating 
the facts of the case, explaining the significance of the auditing and accounting issues, if 
required, and providing appropriate requested assistance. This may include suggesting ar
eas for discovery or participating as a technical advisor during depositions. Field auditors 
should provide only basic accounting information and specific issue (factual) support. 
They should exercise special care to avoid expressing opinions on subjects outside the ac
counting field. They should not express legal or engineering opinions, for example. Audi
tors should elevate to the regional offices any requests from Government trial attorneys 
that fall outside of accounting areas. For example, auditors should avoid assessing the liti
gative risk of a case. This responsibility for board or court cases rests with the Govern
ment trial attorney. FAOs should inform the regional CDC in advance of significant meet
ings with the trial attorney in order to facilitate regional involvement in important cases. 

15-506.3 Coordinate with Government Trial Attorney and Contracting Officer 

Offer services to the contracting officer and Government trial attorney whenever a 
situation arises where audit services can be effectively used. Notify the Government trial 
attorney and the contracting officer promptly of any problems of access to records or 
contractor delay in furnishing data (see 1-504.4). Request them to obtain any necessary 
technical reviews, and notify them of any technical reviews that are not received on a 
timely basis. Delays in receiving required technical reports can impair the Government's 
case and hamper the auditor's work. FAOs should be aware of cases in a prehearing status 
and periodically contact the Government trial attorney to offer assistance and discuss case 
status. 

15-506.4 Maintain Case Files 

Establish a separate case file for each active board or other contract disputes case. 
Index the file for easy retrieval of documents. Prepare and maintain, in the file, a case 
summary for significant cases (see 15-504.2) and a chronology of significant events for 
routine cases. Documents belonging in the case file are the decision being appealed, the 
contract, the audit report, the contractor’s complaint, the Government’s response to the 
complaint, correspondence between parties relating to the appeal, and any other pertinent 
information. Audit assignment files related to contract disputes should be segregated from 
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the general working paper files and maintained in a locked file or cabinet. Contract 
disputes cases can last for many years. This procedure secures and protects documents 
during transition periods (change of cognizant supervisors or FAO, for example). 

15-506.5 Produce Documents 

Clarify and coordinate requests for the production of documents with the trial attorney 
and the regional office. Review DMIS data to identify all pertinent files. Once identified, 
segregate these files with the case file for the remainder of the litigation. A DCAA repre
sentative should physically observe any contractor access to these files during discovery. 
Arrange to have all pertinent working papers at the hearing. Protect classified documents 
essential to the case in the appropriate manner. Retain copies of all working papers re
leased from DCAA custody. 

15-506.6 Testify as a Witness 

The auditor who performed the original audit or his supervisor will normally be the 
DCAA factual witness, unless the regional audit manager in coordination with the re
gional CDC and the Government trial attorney believe other arrangements are appropri
ate. If the performing auditor is not available (because of termination, for example), or 
if the original auditor was a trainee, the supervisory auditor involved in the original au
dit will be the recommended DCAA factual witness. Promptly notify the regional office 
when FAO personnel must testify, so the regional CDC may review the case and assist 
in the witness preparation when appropriate. Self-study course No. 9310, "Auditor Tes
timony in BCA Proceedings" should be taken by all DCAA witnesses. The CDC should 
coordinate planned action with the Government trial attorneys. Refer any requests from 
the Government trial attorney for additional or expert witnesses to the regional CDC. 

15-506.7 Evaluate Audit Support 

Following audit participation in an appeal, evaluate the effectiveness of audit support and 
the need for additional guidance on the issues involved. This report should be submitted to 
the regional office. 

15-507 Headquarters Support 

a. Headquarters, Accounting and Cost Principles Division, will monitor all actual 
and potential cases and update guidance based on an analysis of individual cases or 
trends. Headquarters will assist regional offices upon receipt of a written request, input 
of case summary information (see 15-504.2), the region's position, and any additional 
supporting documentation needed to clearly explain the issue (see 4-902.2). The Ac
counting and Cost Principles Division will evaluate regional requests for Office of Gen
eral Counsel (DL) involvement and make referrals to DL, if appropriate. Similarly, 
Headquarters may refer a representative to testify in support of the regional expert wit
ness in significant cases concerning highly complex or unique issues involving account
ing principles, auditing standards, contract cost issues, the application of the FAR cost 
principles, etc. Headquarters will support cases when such support will serve a useful 
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purpose and the elements of the case are likely to have a significant impact on future 
allowability and allocability of costs at a number of contractor locations. 

b. Headquarters, DL, will review and analyze regional requests for DL support 
referred by the Accounting and Cost Principles Division. DL will coordinate with 
Policy the identification of cases appropriate for DL involvement. Similarly, any direct 
requests from Government trial attorneys for DL involvement in contract disputes cases 
will be coordinated with Policy. For cases accepted by DL for involvement, DL will 
contact the Government trial attorney and offer assistance. DL will communicate to 
Policy and the region the significant areas of assistance provided to the Government 
trial attorney. 
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15-600 Section 6 --- Contract Audit Follow-up 

15-601 Introduction 

This section presents the responsibilities of acquisition components and contract audi
tors under DoD Instruction 7640.02, Policy for Follow-up on Contract Audit Reports. This 
instruction supersedes DoD Directive 7640.2, Policy for Follow-up on Contract Audit Re
ports, which was cancelled. 

15-602 Background and General Requirements 

a. Audit reports often deal with significant problems or controversial situations. Ac
cordingly, each report must provide clear rationale for the audit position. At times, differ
ences of opinion between the auditor and the contracting officer may arise during the set
tlement of specific audit issues. Whenever a problem of this type occurs, the auditor must 
provide the contracting officer with all pertinent evidential materials. Moreover, there 
shall be continuous communication between the contract auditor and the contracting of
ficer, to promote understanding and improve the potential for satisfactory resolution, be
fore a final decision is rendered. 

b. DoD Instruction 7640.02, Policy for Follow-up on Contract Audit Reports, dated 
August 22, 2008, prescribes DoD policies for contract audit follow-up and establishes a 
system for management action on contract audit reports. The system provides for 
(1) tracking and reporting of specified types of contract audit reports, (2) procedures to 
monitor and ensure the proper, timely resolution and disposition of contract audit reports, 
and (3) periodic evaluations by internal auditors of the effectiveness of the DoD compo
nents' follow-up systems. 

15-603 Responsibilities of Acquisition Components 

The DoD Instruction requires Secretaries of the Military Departments and the Direc
tors of the Defense Agencies to: 

a. Designate a top management official to oversee contract audit follow-up (CAFU), 
including resolution and disposition actions. 

b. Establish and implement procedures whereby contracting officers shall fully con
sider all contract audit findings and recommendations in developing the pre-negotiation 
and post-negotiation positions, if applicable, including the assessment of recommended 
penalties and interest. 

c. Establish and implement procedures for maintaining records regarding the status of 
all reportable audit reports. 

d. Require periodic internal reviews of the DoD components’ follow-up programs to 
determine whether contracting officials timely and effectively resolve and disposition au
dit findings and recommendations, including the assessment of penalties and interest. 
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15-604 DCAA Responsibilities 

The DoD Instruction requires DCAA to: 
a. issue timely audit reports and provide timely and complete responses to contracting 

officers or review officials who request clarification or information supporting the audit 
findings and recommendations, 

b. provide timely and adequate support to the DoD IG and any other DoD organization 
reviewing a DoD component’s contract audit follow-up program, 

c. consider all feedback provided by contracting officials to analyze and improve audit 
procedures and practices, and 

d. provide a monthly listing of new reportable contract audit reports to the DoD com
ponents. The information in the monthly listing is described in 15-605.2d. 

15-605 Procedures in DoD Instruction 7640.02 

15-605.1 Tracking of Audit Reports 

DoD components are required to track all contract audit reports. Reportable audits are 
to be tracked by the components in a CAFU system that (1) records the actions taken to 
resolve and disposition reportable contract audits and (2) serves as the source for the semi
annual status information reported by the DoD Inspector General to the Secretary of De
fense and to Congress. 

15-605.2 Reporting Requirements 

a. Most DoD components use the CAFU system maintained by the Defense Contract 
Management Agency (DCMA), and that system generates the semiannual status reports 
required by the DoD IG. Components not using DCMA’s automated CAFU system must 
submit status reports within three business days after the end of the semiannual periods 
ending March 31 and September 30. The semiannual status reports include reportable re
ports (1) open as of the end of the reporting period, and (2) closed during the reporting 
period. 

b. Reportable reports are: 
(1) those reports, regardless of dollar value, containing findings and recommenda

tions covering accounting and management systems audits (including estimating systems, 
control environment and overall accounting systems, billing systems, compensation sys
tems, material management and accounting systems, budget and planning systems, labor 
systems, information technology systems, purchasing systems, and direct and indirect cost 
systems), accounting and management systems follow-up audits, estimating system real-
time deficiency reports, earned value management systems, post-award audits, cost ac
counting standards (CAS) noncompliance reports and CAS cost impact statements. Re
ports containing only favorable findings and recommendations, such as CAS reports rec
ommending that a contractor's proposed accounting change be approved, are not 
reportable. 

(2) reports with total questioned costs or potential cost avoidance of $100,000 or 
more regardless of Government participation, covering operations audits, operations fol
low-up audits, incurred costs (except for audits of audit-determined indirect rates where 
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the auditor and contractor agree on all questioned costs and the auditor does not identify 
questioned costs subject to penalty), settlement of final indirect cost rates, final pricing 
submissions, termination settlement proposals, claims, insurance and pension audits, capi
tal and direct medical and education cost audits, retention incentive pay audits and Service 
Contract Act wage determination reviews. 

(3) all supplemental audit reports that supersede or supplement a previously issued 
reportable audit report are reportable, regardless of whether the supplemental report in
cludes findings, recommendations, questioned costs, or potential cost avoidance. Auditors 
should issue a supplemental report when there is a significant change in audit findings (see 
CAM 10-214 on supplement reports). A supplemental report supersedes the prior audit 
report in the CAFU system; therefore, auditors should not use other communication meth
ods such as email because these will not be reflected and tracked in the CAFU system. 

c. Audit reports covering pre-award proposals; forward pricing labor, overhead, and 
other advance rate proposals; progress payments; pre-award surveys; proposals for change 
orders or modifications; assist audits; auditor-determined final indirect rates where the au
ditor and contractor agree on the questioned costs and DCAA does not identify questioned 
costs subject to penalty; and any other audit reports not specifically identified as reporta
ble in the Instruction are not subject to the reporting requirements of the Instruction. 

d. DCAA Headquarters will provide a listing of reportable audits issued each month to 
the DoD components within three business days following month’s end. The listing in
cludes the report number; report date; contractor name; DoD Activity Address Code; type 
of audit; questioned costs, potential cost avoidance, or recommended price adjustment; 
questioned costs subject to penalty; and whether the report includes qualifications or unre
solved costs. 

e. Questioned costs are not adjusted for contract type (e.g., fixed-price or cost-type) or 
Government participation. This allows users to readily match questioned costs shown in a 
component’s CAFU system record to questioned costs in the corresponding audit report. 

f. The contracting officers shall report questioned costs and sustained amounts in the 
CAFU system by: (1) including those agreed to between the auditor and contractor, except 
audit-determined incurred cost audits where the auditor and contractor agree on all ques
tioned costs and the auditor does not identify questioned costs subject to penalty, (2) in
cluding those negotiated by another DoD contracting officer that are not being reported 
elsewhere in the CAFU system, and (3) excluding corporate or divisional allocated costs if 
another DoD contracting officer is responsible for negotiating and reporting them in the 
CAFU system. 

g. The contracting officers shall ensure the accuracy of all data in their CAFU system. 

15-605.3 Resolution and Disposition of Reportable Contract Audit Reports 

a. The contracting officer shall document the resolution of the audit report in a signed 
and dated pre-negotiation memorandum, if applicable. The contracting officer shall indi
cate whether each audit finding and/or recommendation is agreed to and, if not, the ra
tionale for the disagreement. 

b. The contracting officer shall (1) assess penalties and interest if the contracting of
ficer determines that the contractor included costs that are expressly unallowable or previ
ously determined to be unallowable in its final indirect cost rate proposal, (2) report the 
amount of assessed penalties in the CAFU system separate from the reported costs ques-
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tioned sustained, and (3) collect interest assessed on overpayments resulting from defec
tive certified cost or pricing data or assessed on increased costs paid by the Government as 
a result of a cost accounting standard noncompliance. 

c. All reportable reports are to be tracked until dispositioned by the contracting officer 
and closed for follow-up purposes. Prior to reporting the audit as dispositioned, the con
tracting officer shall prepare, sign, and date a post-negotiation memorandum documenting 
the disposition results of all reported findings and recommendations. A copy of the post-
negotiation memorandum shall be provided to DCAA or to other Government agencies 
involved in, or affected by, the negotiation, as appropriate. 

d. Upon receipt of the post-negotiation memorandum, the auditor is responsible for 
making sure that the information in DMIS is appropriately updated. If post-negotiation 
memorandums are not received on a timely basis, auditors should periodically contact the 
contracting officer and request the status. Guidance for obtaining and processing the post-
negotiation memorandum is contained in the DMIS User Guide, Appendix A - DCAA 
Guidance for Calculating and Reporting Audit Results in the DCAA Management Infor
mation System. 

15-606 NASA Contract Audit Follow-up 

DCAA provides NASA with an electronic extract from DMIS listing (1) the reportable 
contract audit reports where NASA is the disposition official, and (2) the reportable in
curred cost audit reports where DCMA is the disposition official and the NASA portion of 
questioned costs equals $100,000 or more. 
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TI-000 TOPICAL INDEX TO THE CONTRACT AUDIT MANUAL 

TI-001 Topical Index 

This section is an internal index to the Contract Audit Manual (CAM). It is an 
alphabetical listing of subjects captioned in the individual CAM subsections. 

TI-002 Other Resource Availability 

DCAA maintains the full text of the CAM, all Standard Audit Programs, Shell Reports,
Supplemental Materials, and Audit Guidance on our current Intranet. DCAA’s Intranet 
also provides links to other locations that contain regulations and guidance such as FAR,
DFARS, BLS, OMB Circulars, and other FAR Supplements. 
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TOPIC REFERENCE TOPIC REFERENCE 

A&E CONTRACTS 
See Construction Contracts 

A–122 

Establishing the Engage-
ment/Acknowledgment/No 
-tification Letter 4-104 

See OMB Circular ACMS 
ACCESS TO RECORDS 

Access to Records of Con
tractor 1-504 

See Advanced Cost Manage
ment Systems 

ADEQUACY 
GAO Access to Records and 

Files 
Government's Right of Ac

1-203 
Adequacy and Complexity of 

the Contractor's Systems, 
Policies, Procedures, and 

cess to Records 14-110 Internal Controls 3-204.11 
Other Access to Records Is

sues -- Records Destroyed 
or Not in Condition for 
Audit 

ACCOUNTING AND 
MANAGEMENT SYSTEMS 
Audit of Policies, Procedures, 

and Internal Controls 
Relative to Accounting 
and Management Systems 

Obtaining an Understanding 

1-506 

5-000 

Adequacy of Cost Account
ing System for Preparation 
of Price Proposals 

Adequacy of Cost Impact 
Proposals 

Adequacy of the Contractor's 
Briefing System 

Audit Adequacy of Proposals 
or Claims 

Audit Programs and Working 
Papers for Disclosure 

9-302 

8-502.5 

3-302.3 

12-503 

of the Contractor Account
ing and Management Sys
tems 

ACCOUNTING SYSTEM 
5-106 

Statement Adequacy Au
dits 

Audit Reports on Adequacy 
of Initial Disclosure 

8-205 

Accounting System (Control 
Environment) 5-311 

Statement (Disclosure 
Statement Reports) 10-804 

Adequacy of Cost Account
ing System for Preparation 
of Price Proposals 

Audit of Material Manage
ment and Accounting Sys
tem (MMAS) Internal 

9-302 

Audit Reports on Concurrent 
Adequacy and Compliance 
Audits of Revised Disclo
sure Statements (Concur
rent CAS Reports) 

Audits of Disclosure State
10-806 

Controls -- Standards 1 
Through 10 

Educational Institution Ac
5-700 

ment for Adequacy 
Criteria for Adequacy De

termination 

8-200 

8-206 
counting Systems 

Post Award Accounting Sys
tem Audits 

13-303 

5-203 

Determining Adequacy of 
Certified Cost or Pricing 
Data 9-204 

Preaward Survey of a Pro
spective Contractor’s Ac
counting System 

Preaward Surveys of Pro
spective Contractor Ac
counting Systems and Post 

5-202 

Determining Adequacy of 
Data Other than Certified 
Cost or Pricing Data 

Evaluating the Adequacy of 
Certified Cost or Pricing 
Data or Data Other Than 

9-208 

Award Accounting System 
Audits 

ACKNOWLEDGMENT/NOTIF 
ICATION 

5-200 
Certified Cost or Pricing 
Data in Price Proposals 

Evaluation of the Adequacy 
of Internal Controls 

9-200 

6-404.4 
Contractor Notification Letter 4-302.3 
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TOPIC REFERENCE 

Maintenance of CFAO Let
ters of Adequacy Determi
nation 8-209 

Report Distribution - Ade
quacy 10-804.7 

ADVANCE AGREEMENTS 
Advance Agreements (Indi

rect Cost) 9-703.3 
Advance agreements A-300 31.109 
Indirect Costs Advance 

Agreements 6-710 
ADVANCE PAYMENTS 

Contract Audits of Advance 
Payments 14-904 

ADVANCED COST 
MANAGEMENT SYSTEMS 
Advanced Cost Management 

Systems (ACMS) 14-800 
ADVERTISING COST 

Public relations and advertis
ing costs A-300 31.205-1 

AGREED-UPON 
PROCEDURES 
Application of Agreed-Upon 

Procedures – General 14-1000 
Audit of Part(s) of a Proposal 

and Applications of 
Agreed-Upon Procedures 
– Price Proposals 9-108 

Reports on Application of 
Agreed-Upon Procedures 10-1000, 14-1003 

AID CONTRACTS 
See Educational Institutions 

ALLOCABILITY 
See Cost Principles 

ALLOCATION METHODS 
Allocation Methods and Con

sistency of Application 6-505.2 
Indirect Cost Allocation 

Methods 13-805.3 
Indirect Costs Allocation 

Methods -- Bases and 
Pools 6-606 

ALLOWABILITY 
See Cost Principles 

ANTICOMPETITIVE 
Suspected Anticompetitive 

Procurement Practices 4-705 
APPENDIXES (PROPOSAL 

REPORTS) 
Appendixes (Proposal Re

ports) 10-308 

TOPIC REFERENCE 

APPLICATION CONTROLS 
See Information Technology 

ARMED SERVICES BOARD 
OF CONTRACT APPEALS 
See Contract Disputes 

ASBCA 
See Contract Disputes 

ASSETS ACQUIRED FROM 
THE GOVERNMENT 
See Depreciation Costs 

ASSIST AUDITS OF 
INCURRED COSTS 
Assist Audits of Incurred 

Costs 6-800 
AUDIT DETERMINED RATES 

See Indirect Cost 
AUDIT OPINION 

Audit Opinion - General 10-103.3 
Audit Opinion - Pricings 10-304.6 
Audit Opinion - Termination 10-706.1 
Reporting the Audit Opinion 

in Price Proposal Audit 
Reports 9-212 

Types of Audit Opinions in 
Price Proposal Audit Re
ports 9-211 

AUDIT PLANNING 
Audit Planning – Concurrent 

Auditing 6-107.2 
Audit Planning Data – Edu

cational Institutions 13-304 
Audit Planning 3-000 
Coordinated Audit Planning 4-202.1 
Internal Control Audit Plan

ning Summary (ICAPS) 3-400 
Introduction to Contract Au

dit Planning 3-100 
Introduction to Audit As

signment Planning 3-200 
Preparation of the Internal 

Control Audit Planning 
Summary 3-405 

AUDIT PROGRAM 
Audit Program (Operations 

Audit) 14-502.3 
Audit Program for Postaward 

Audits 14-114 
Audit Programs and Working 

Papers for Disclosure 
Statement Adequacy Au
dits 8-205 
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TOPIC 

Audit Programs for Material 
Costs 

Contents of the Audit Pro
gram 

Developing the Audit Pro
gram Steps 

Modifications to the Audit 
Program 

Preparing the Audit Program 
The Audit Program 
The DCAA Postaward Audit 

Program 
AUDIT REPORT FORMAT 

AND CONTENTS 
(GENERAL) 
Audit Report Format and 

Contents (General) 
AUDIT REPORTS ON 

Audit Reports on Adequacy 
of Initial Disclosure 
Statement (Disclosure 
Statement Reports) 

Audit Reports on Annual In
curred Costs 

Audit Reports on Compliance 
of Initial Disclosure 
Statement (Disclosure 
Statement Reports) 

Audit Reports on Compliance 
with CAS (CAS Compli
ance Reports) 

Audit Reports on Concurrent 
Adequacy and Compliance 
Audits of Revised Disclo
sure Statements (Concur
rent CAS Reports) 

Audit Reports on Contract 
Audit Closing Statements, 
Other Contract Closings, 
and Price Redetermina
tions 

Audit Reports on Cost Ac
counting Standards Mat
ters 

Audit Reports on Gov’t 
Property 

Audit Reports on Noncom
pliance with Disclosed or 
Established Practices, 
CAS, or FAR (Noncom
pliance Reports) 

REFERENCE 

14-405.2 

3-203.1 

3-203.3 

3-203.4 
12-303
 

3-203
 

14-102
 

10-200
 

10-804
 

10-500
 

10-805
 

10-807
 

10-806
 

10-900
 

10-800
 

14-408
 

10-808
 

TOPIC REFERENCE 

Audit Reports on Operations 
and Internal Control (Sys
tem Audits) 10-400
 

Audit Reports on Postaward 
Audits of Certified Cost or 
Pricing Data 10-600
 

Audit Reports on Price Ad
justment Proposals or 
Claims 10-1100
 

Audit Reports on Price Pro
posals 10-300
 

Audit Reports on Termina
tion Settlement Proposals 10-700
 

AUDIT RESPONSIBILITY
 
Audit Responsibility – Ad

vance Funds 14-904.2 
Audit Responsibility – Home 

Office Audits 6-804.1 
Audit Responsibility – Non-

appropriated Funds 14-905.2 
Audit Responsibility – 

Offsite Locations 6-805.1 
Audit Responsibility - Pro

gress Payments 14-203
 
Audit Responsibility – Tech

nical Service Contracts 6-205.2 
Audit Responsibility – Vol

untary Refunds 4-802.2 
CAS Audit Responsibility 8-104
 
Contract Audit Responsibility 14-906.2 

AUDIT SAMPLING 
Audit Sampling 4-600
 

AUDIT SCOPE 
Audit Scope - Field Pricing 

Support 9-103.3 
Audit Scope - Incurred Costs 

at Low-Risk Contractors 
with $15 Million or Less 
Auditable Dollar Volume 
(ADV) 6-104
 

Audit Scope - Incurred Costs 6-103
 
Audit Scope - Progress Pay

ments 14-204
 
Audit Scope - Purchasing 

Controls 5-605
 
Audit Scope 9-1205
 
Document Audit Scope Limi

tations 13-703.3 
Factors Influencing the Audit 

Scope 3-204
 
Limitation of Audit Scope 13-706.3 
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TOPIC 

AUDIT SERVICES 
Audit Services for NASA 
Audit Services for Non-DoD 

Agencies 
Contract Audit Services for 

Nonappropriated Funds 
Contract Audit Services for 

TRICARE 
Nonaudit Services 
Requests for Audit Services 

Received from State or 
Local Governments 

AUDITING STANDARDS 
Auditing Standards and 

DCAA Audits 
Auditing Standards 
Auditing Standards 
Generally Accepted Govern

ment Auditing Standards 
(GAGAS) 

AICPA Reporting Standards 
for Attestation Engage
ments (GAGAS 6.30) 

BASE 
See Allocation Methods 

BID PROTEST 
Bid Protests 
Relationship with Govern

ment Legal Counsel in 
Contract Disputes, Bid 
Protests, and Other Mat
ters 

BILLING RATES 
Appendix - Billing Rates 
Provisional Billing Rates 

BILLING SYSTEM 
Audit of Billing System In

ternal Controls 
Billing System - Information 

Technology System Inter
nal Controls 

Billing System Examination 
Considerations for Con
tract Types 

Billing System Policies and 
Procedures 

Criteria for Adequate Billing 
Systems – Major Contrac
tors 

Criteria for Adequate Billing 
Systems – Nonmajor Con
tractors 

REFERENCE 

15-106.2 

1-300 

14-905 

14-902 
2-106 

15-120 

2-100 
2-000 
2-102 

2-101 

2-402 

1-406.3 

1-406 

10-505.2 
6-705.1 

5-1100 

5-1109 

6-10S1 

5-1107 

6-1007.2 

6-1007.3 

TOPIC REFERENCE 

Implementation of Billing 
System Policies and Pro
cedures 5-1108 

BOARD OF DIRECTORS 
Board of Directors or Audit 

Committee 5-307 
BRIEFING 

Adequacy of the Contractor's 
Briefing System 3-302.3 

Briefing Contract Require
ments 5-1108.3 

Briefing of Contract Terms 5-911.2 
Briefing of Contracts and 

Requests for Proposals 3-300 
Contract Briefing System 3-302 
Objective of a Contract Brief

ing System 3-302.1 
Prior Contract Briefing 12-604 

BUDGET AND PLANNING 
Audit of Contractor Budget 

and Planning System In
ternal Controls 5-500 

BUDGET PERFORMANCE 
Budget Performance - Revi

sions 5-510 
Budget Performance and 

Measurement 5-509 
BUSINESS COMBINATION 

Asset valuations resulting 
from business combina
tions A-300 31.205-52 

Assets Acquired in a Busi
ness Combination Using 
the Purchase Method of 
Accounting. 8-404.2 

Bonuses Resulting From 
Business Combinations 6-414.6 

CAC 
See Contract Audit Coordina

tor 
CACWS 

See Cumulative Allowable 
Cost Worksheet Also see 6
708.2 and 10-504.5 

CANCELLED ASSIGNMENTS 
Documenting Cancelled Assignments 2-303.c 
Working Papers for Cancelled 

Assignments 4-403.f(4) 
CAPITAL INVESTMENT 

Audit of Contractor Capital 
Investment Projects 14-600 
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TOPIC REFERENCE TOPIC REFERENCE 

Methods for Evaluating Capi
tal Investment Proposals 

CAPITALIZATION 
Capitalization of Equipment 

14-603 

13-806.1 

CLAIMS 
Assistance in Preparing 

Claims Against the Gov
ernment 1-508 

Cost Accounting Standard 
404 --- Capitalization of 
Tangible Assets 

CAS COMPLIANCE 
Audit Reports on Compliance 

with CAS (CAS Compli

8-404 

Audit Adequacy of Proposals 
or Claims 

Audit Reports on Price Ad
justment Proposals or 
Claims 

Auditing Contract Termina

12-503 

10-1100 

ance Reports) 
CAS Compliance 

CAS COVERAGE 
REQUIREMENTS 
CAS Coverage Requirements 

and CAS Exemptions 
CASB 

10-807 
11-104.5 

8-103 

tion, Delay/Disruption, 
And Other Price Adjust
ment Proposals Or Claims 

Auditing Delay/Disruption 
Proposals or Claims 

Claims for Extraordinary Re
lief 

12-000 

12-800 

12-900 
See Cost Accounting Standard 

CERTIFICATES OF NON-
Contractor's Request for Re

consideration or Claims of 
DISCLOSURE 
Signing Certificates of Non-

Disclosure and Statements 

Disapproved Costs 
Costs of Preparing and Sup

porting Equitable Adjust

6-908 

of Financial Interest 
CERTIFICATION 

Audit for Contractor Compli
ance with Certification and 

1-403.5 ment Proposals or Claims 
Costs of Preparing and Sup

porting Proposals or 
Claims 

12-606 

12-802.6 
Agreement 

Certification 
14-908.4 

9-1207 
Equipment Costs On Con

struction Contract Pro-
Claim Certification Require

ment 
Contract Certification-

Estimating Systems 
Indirect Cost Certification 

12-505 

5-1210 
6-706 

posals or Claims 
Equitable Adjustment Pro

posals or Claims - - Total 
Cost Method 

Evaluation of Contractor's 

12-802.5 

12-704 

Indirect cost rate certification Procedures for Preparing 
and penalties on unallow
able costs A-300 31.110 

Reimbursement Claims 
Exit Conferences on Price 

6-1006 

Proposal Certification Re
quirement 

CHANGES CLAUSE 
Auditing Submissions Under 

12-506 
Adjustment Proposals or 
Claims 

Preparation and Submission 
of Reimbursement Claims 

12-507 

the Changes Clause 
CHANGES TO DISCLOSED 

OR ESTABLISHED 
PRACTICES 

12-700 by Contractors 
Price Adjustment and Con

tract Settlement Proposals 
or Claims - Overview 

6-1004 

12-500 
See Disclosure Statement 

CIRCULARS 
Price Adjustment Proposals 

or Claims - General Audit 
See OMB Circulars Guidance 12-600 

CIPR Prime Contractor Audits of 
See Insurance Cost Or Pension Subcontractors' Claims 6-802.3 

Cost Profit on Equitable Adjust
ment Claims 12-703 
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TOPIC 

Qui Tam Actions Under the 
False Claims Act 

Subcontractor Equitable Price 
Adjustment Proposals or 
Claims 

COGNIZANCE 
Assignment of Cognizance to 

Federal Agencies 
Audit Cognizance at Educa

tional Institutions and 
Nonprofit Organizations 

Change of FAO Cognizance 
Cognizance of Cost Negotia

tion and Audit at Educa
tional Institutions and 
Nonprofit Organizations 

Cost Negotiation Cognizance 
at Educational Institutions 

Cost Negotiation Cognizance 
at Nonprofit Organizations 

Establishing Audit Cogni
zance and Processing Non-
DoD Audit Requests 

General Rules for Establish
ing Cognizance and Ac
cepting or Rejecting Non-
DoD Requests 

COMMERCIAL ITEMS 
Commercial Items 
Modifications to Contracts 

for Commercial Items 
COMMON COSTS 

See Educational Institutions 
COMPENSATED PERSONAL 

ABSENCE 
Cost Accounting Standard 

408 --- Accounting for 
Costs of Compensated 
Personal Absence 

COMPENSATION COSTS 
Determination of Reasona

bleness of Compensation 
Costs 

Offsets – Compensation 
Costs 

Reasonableness of Compen
sation Costs of Owners, 
Executives, and Other 
Employees Having a 
Higher Risk of Unreason
able Compensation 

REFERENCE 

4-709 

12-605 

13-102 

13-102.3 
1-502.4 

13-100 

13-102.1 

13-102.2 

15-102.1 

1-302 

14-907.5 

14-907.6 

8-408 

6-413.4 

6-413.7 

6-414 

TOPIC REFERENCE 

Reasonableness of Compen
sation Costs 6-413 

COMPENSATION SYSTEM 
Compensation System – In

formation Technology 
System Internal Controls 5-810 

Compensation System Re
view and Audit Report 5-812 

Compensation System Re
view and Audit Results 5-811 

Compensation System Re
views (CSR) and Audit of 
Internal Control 5-800 

Description of a Compensa
tion System 5-802.1 

General Audit Policy for 
Compensation System Re
view(s) (CSR) 5-803 

Management Reviews of the 
Compensation System 5-806 

COMPLETION 
Actions Taken at Completion 

of the Audit 6-708.1 
Actions Taken at Completion 

of the Audit 6-709.1 
Completion Stage of Termi

nated Work 12-304.11 
Precontract Costs, Costs Af

ter Completion, or Costs 
Over Contract Amount 6-202 

Procedure Where Contract 
Specifies a Completion or 
Delivered Product 6-202.3 

Processing of Completion 
Vouchers 6-1009 

Receipt-Completion Vouch
ers 6-1009.1 

Responsibilities for Pro
cessing and Approval of 
Interim and Completion 
Cost-Reimbursement 
Vouchers 6-1000 

Review-Completion Vouch
ers 6-1009.2 

Timeliness of the Receipt and 
Review-Completion 
Vouchers 6-1009.3 

COMPLIANCE REVIEW 
Compliance Reviews 5-1006 
Management Compliance 

Reviews 5-1106 
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TOPIC 

Scope of Compliance Re
views 

COMPLIANCE TESTING 
COMPLIANCE WITH 

Audit for Contractor Compli
ance with Certification and 
Agreement 

Audit of Contractor Compli
ance with "Limitation of 
Cost," "Limitation of 
Funds," and "Limitation 
on Payments" Clauses 

Audit Of Contractor Compli
ance With Contract Finan
cial Management Re
quirements 

Audit of Contractor Compli
ance with Earned Value 
Management System 
(EVMS) Guidelines 

Audit of Disclosure State
ment and/or Established 
Practices to Ascertain 
Compliance with CAS and 
FAR 

Audit of Estimated, Accumu
lated, and Reported Costs 
to Ascertain Compliance 
with CAS and FAR 

Audit Reports on Compliance 
with CAS (CAS Compli
ance Reports) 

Audit Reports on Noncom
pliance with Disclosed or 
Established Practices, 
CAS, or FAR (Noncom
pliance Reports) 

Compliance with Cost Ac
counting Standards Board 
(CASB) Rules, Regula
tions, and Standards, and 
with FAR 

Compliance with FAR 
31.205-6(b)(1), Compen
sation pursuant to labor-
management agreements 

Evaluating Contractor Com
pliance with Administra
tive Suspension and De
barment Agreements 

Evaluation of Compliance 
with Internal Controls 

REFERENCE 

5-1006.2 

14-908.4 

11-100 

11-000 

11-200 

8-303 

8-304 

10-807 

10-808 

8-300 

6-413.1 

4-711 

6-404.5 

TOPIC REFERENCE 

Illustrations - Compliance 
with the Standard 8-404.3 

Noncompliance with CAS 8-302 
Noncompliance with FAR 

Part 31 8-502.8 
AICPA Reporting Standards 

for Attestation Engage
ments (GAGAS 6.30) 2-402 

Reporting Compliance with 
Generally Accepted Gov
ernment Auditing Stand
ards (GAGAS 6.32 and 
1.12) 2-403 

COMPUTER-AIDED AUDIT 
Computer-Aided Audit Ap

plications 4-408 
CONCURRENT AUDITING 

Audit Planning – Concurrent 
Auditing 6-107.2 

Concurrent Auditing 6-107 
CONFERENCES WITH 

Conferences With the Con
tractor (Entrance, Interim, 
and Exit) on Audit Plans 
and Results 4-300 

Exit Conferences and Release 
of Draft Audit Reports 4-106 

Regional Conferences with 
GAO 1-205.3 

CONFIRMATION 
DCAA Response to Accounts 

Receivable Confirmation 
Requests from CPA Firms 4-203 

Written Confirmation of Spe
cific Cost Information 9-107.2 

CONGRESS 
Relationship with Members 

of Congress and Congres
sional Committees 1-409 

CONSISTENCY 
Allocation Methods and Con

sistency of Application 6-505.2 
Consistency between Esti

mating and Accumulating 
Costs 8-401.1 

Consistency in Reporting 
Costs 8-401.2 

Consistency in Using Stand
ards 9-314.4 

Consistency with Strategic 
and Long-Range Plans 5-508.3 
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TOPIC REFERENCE 

Cost Accounting Standard 
401 --- Consistency in Es
timating, Accumulating 
and Reporting Costs 8-401 

Cost Accounting Standard 
402 --- Consistency in Al
locating Costs Incurred for 
the Same Purpose 8-402 

Evaluation of Consistency in 
Estimating and Account
ing 9-311.2 

Evaluation of Internal Equity 
or Consistency 5-808.5 

CONSTRUCTION 
Construction and architect-

engineer contracts A-300 31.105 
Construction and architect-

engineer contracts A-300 31.201-7 
Cost Accounting Standard 

417 --- Cost of Money as 
an Element of the Cost of 
Capital Assets Under Con
struction 8-417 

Equipment Costs On Con
struction Contract Pro
posals or Claims 12-802.5 

Prohibition Against the Use 
of DoD Funds for Con
struction of New Buildings 13-906 

CONSULTANT SERVICE 
COST 
Professional and consultant 

service costs A-300 31.205-33 
CONTINGENCY 

CONTRACTING 
Contingency Contracting 1-901 

CONTRACT TERMS 
Briefing of Contract Terms 5-911.2 
Contract Terms 6-603.5 
Special Considerations in 

Audit of Selected Contract 
Terms 6-200 

CONTRACT 
ADMINISTRATION 
Contract Administration In

terface 9-1005.6 
Coordination with Contractor 

and Government Contract 
Administration Personnel 4-102 

DCAA Responsibilities to 
Procurement and Contract 

TOPIC REFERENCE 

Administration Organiza
tions 1-403.1 

FAO Coordination with Pro
curement and Contract 
Administration Personnel 4-100 

FAO Participation in Pro
curement Meetings Prior 
to receipt of Audit Request 4-103 

Financial Liaison Advisory 
Services to Contract Ad
ministration Offices 15-306 

Interim Discussions 4-105 
Post Issuance Support 4-107 
Procurement and Contract 

Administration Responsi
bilities to DCAA 1-403.2 

Relationships with DoD Pro
curement and Contract 
Administration Organiza
tions 1-403 

Required Notification to 
Contract Administration 
Offices and Courtesy No
tice to Contractors 1-503.2 

CONTRACT AUDIT 
COORDINATOR 
Contract Audit Coordinator 

(CAC) Program 15-200 
Contract Audit Coordinator 

(CAC) 8-104.3 
CONTRACT AUDIT 

FOLLOW-UP 
Contract Audit Follow-up 15-600 

CONTRACT CLAUSE 
Contract clause A-400 231.100-70 
Contract Clauses 14-112 
Purchasing System -- Con

tract Clause Flow Down 5-607 
CONTRACT DISPUTES 

Contract Disputes Act 12-504 
Coordinated Support of Con

tract Disputes Activity 15-503 
DCAA Contract Disputes 

Cases 15-504.1 
FAO Responsibilities in Con

tract Disputes Cases 15-506 
Procedures for Actual or Po

tential Contract Disputes 
Cases 15-500 
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TOPIC 

Regional Contract Disputes 
Coordinator (CDC) Re
sponsibilities in Contract 
Disputes Cases 

Relationship with Govern
ment Legal Counsel in 
Contract Disputes, Bid 
Protests, and Other Mat
ters 

Reporting Requirements for 
Contract Disputes Cases 

CONTRACT 
MODIFICATIONS 
Prior Contract Briefings 
Contract Modifications Caus

ing Subcontract Termina
tions 

Effect of Contract Modifica
tions 

CONTRACTING OFFICER 
Communicating with the 

Contracting Officer at the 
Start of the Audit 

Contracting Officer Deci
sions 

Contracting Officer's Desig
nated Representatives for 
Receiving Certified Cost 
or Pricing Data 

Contracting Officer's Record 
of Price Negotiations 

Contracting Officer's Treat
ment of Reported Recom
mendations 

Coordinate with Government 
Trial Attorney and Con
tracting Officer 

Coordination with Contract
ing Officers and Paying 
Offices 

Coordination with Contract
ing Officers 

Establishment of Final Indi
rect Cost Rates by Con
tracting Officer Negotia
tion 

Reporting to the Contracting 
Officer 

CONTRACTOR APPEALS 
See Contract Disputes Cases 

REFERENCE 

15-505
 

1-406
 

15-504
 

12-604
 

12-102
 

8-103.4
 

14-116.1
 

15-502
 

14-106
 

14-111
 

15-403.4 

15-506.3 

6-1007.1
 

9-305
 

6-709
 

3-304.2
 

TOPIC REFERENCE 

CONTRACTOR COST DATA 
REPORTS (CCDRS) 
Audits of Contractor Cost
 

Data Reports (CCDRs) 11-400
 
CONTRACTOR 

DISCLOSURES 
DoD Contractor Disclosure
 

Program 4-707
 
CONTRIBUTIONS 

Contributions or donations A-300 31.205-8
 
Suspected Illegal Political
 

Contributions 4-706
 
CONTROL ENVIRONMENT 

Accounting System (Control 
Environment) 5-311
 

Assignment of Authority and 
Responsibility - Impact on 
Control Environment 5-309
 

Audit of Internal 
trols -- Control Environ
ment and Overall Ac
counting Controls 5-300
 

CONTROL OBJECTIVES
 
Determining if Relevant Con

trol Objectives and Relat
ed Control Activities Exist 5-107
 

CONTROL RISK 
Assessing Control Risk and 

Designing Substantive 
Audit Tests 2-306.2 

Assessing Control Risk 5-109
 
Assessment of Control Risk 5-111.2 
Control Risk Assessment 3-405.2 
Obtaining an Understanding 

of a Contractor's Internal 
Controls and Assessing 
Control Risk 5-100
 

CONTROL STRUCTURE
 
Internal Control Structure
 

(GAGAS 6.10 – 6.12) 2-306
 
COORDINATED AUDIT 

Audit Approach and Coordi
nated Audits at Education
al Institutions 13-307
 

Coordinated Audit Approach 13-703
 
Coordinated Audit Matrix 13-703.2 
Coordinated Audit Matrix 4-202.3 
Coordinated Audit Objectives 

or Programs 15-206
 
Coordinated Audit Planning 4-202.1 
Procedures for Coordinated 

Audits 15-206.3 
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TOPIC REFERENCE 

COORDINATION WITH 
Audit Coordination within 

Multiorganizational Com
panies 8-204 

Coordination with ACO 14-606 
Coordination with Contract

ing Officers and Paying 
Offices 6-1007.1 

Coordination with Contract
ing Officers 9-305 

Coordination with Contractor 
and Government Contract 
Administration Personnel 4-102 

Coordination with Contractor 
Internal and External Au
ditors 4-200 

Coordination with Govern
ment Technical Personnel 6-506 

Coordination with Technical 
Representatives 9-504.1 

Coordination with the Con
tractor 5-803.4 

DCAA Coordination with 
Subteams 9-1308.2 

FAO Coordination with Con
tract Administration Per
sonnel 4-100 

Program Plan Coordination 
with Government and 
Contractor Personnel 14-113.2 

CORPORATE OR HOME 
OFFICE 
Corporate or Home Office 

Assessments 9-703.14 
Corporate, Home Office or 

Service Center Audits 6-804 
COST ACCOUNTING PERIOD 

Cost Accounting Standard 
406 --- Cost Accounting 
Period 8-406 

COST ACCOUNTING 
PRACTICES 
Disclosure of Cost Account

ing Practices 5-311.2 
COST ACCOUNTING 

STANDARD 
Applicable Cost Accounting 

Standards at Educational 
Institutions 13-209.1 

Audit of Cost Impact Pro
posals Submitted Pursuant 

TOPIC REFERENCE 

to the Cost Accounting 
Standards (CAS) Clause 8-500 

Audit Reports on Cost Ac
counting Standards Mat
ters 10-800 

Compliance with Cost Ac
counting Standards Board 
(CASB) Rules, Regula
tions, and Standards, and 
with FAR 8-300 

Cost Accounting Standard 
401 --- Consistency in Es
timating, Accumulating 
and Reporting Costs 8-401 

Cost Accounting Standard 
402 --- Consistency in Al
locating Costs Incurred for 
the Same Purpose 8-402 

Cost Accounting Standard 
403 --- Allocation of 
Home Office Expenses to 
Segments 8-403 

Cost Accounting Standard 
404 --- Capitalization of 
Tangible Assets 8-404 

Cost Accounting Standard 
405 --- Accounting for 
Unallowable Costs 8-405 

Cost Accounting Standard 
406 --- Cost Accounting 
Period 8-406 

Cost Accounting Standard 
407 --- Use of Standard 
Costs for Direct Material 
and Direct Labor 8-407 

Cost Accounting Standard 
408 --- Accounting for 
Costs of Compensated 
Personal Absence 8-408 

Cost Accounting Standard 
409 --- Depreciation of 
Tangible Capital Assets 8-409 

Cost Accounting Standard 
410 --- Allocation of Busi
ness Unit General and 
Administrative Expenses 
to Final Cost Objectives 8-410 

Cost Accounting Standard 
411 --- Accounting for 
Acquisition Costs of Mate
rial 8-411 
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TOPIC 

Cost Accounting Standard 
412 --- Composition and 
Measurement of Pension 
Costs 

Cost Accounting Standard 
413 --- Adjustment and 
Allocation of Pension Cost 

Cost Accounting Standard 
414 --- Cost of Money as 
an Element of the Cost of 
Facilities Capital 

Cost Accounting Standard 
415 --- Accounting for the 
Cost of Deferred Compen
sation 

Cost Accounting Standard 
416 --- Accounting for In
surance Cost 

Cost Accounting Standard 
417 --- Cost of Money as 
an Element of the Cost of 
Capital Assets Under Con
struction 

Cost Accounting Standard 
418 --- Allocation of Di
rect and Indirect Costs 

Cost Accounting Standard 
420 --- Accounting for In
dependent Research and 
Development Costs and 
Bid and Proposal Costs 
(IR&D and B&P) 

Cost Accounting Standards 
(CAS) -- Home Office 

Cost Accounting Standards at 
Educational Institutions 

Cost Accounting Standards 
Audits 

Cost Accounting Standards 
Cost Accounting Standards 
Establishment of Cost Ac

counting Standards Board 
(CASB) 

Influence of Cost Accounting 
Standards 

Overview - Cost Accounting 
Standards Board (CASB) 
Rules and Regulations 

Planning in Connection with 
Cost Accounting Stand
ards 

REFERENCE 

8-412
 

8-413
 

8-414
 

8-415
 

8-416
 

8-417
 

8-418
 

8-420
 

6-804.3
 

13-209
 

4-304.6
 
8-000
 
8-400
 

8-102.1
 

12-105
 

8-100
 

3-204.15 

TOPIC REFERENCE 

COST ESTIMATES 
Audit Of Cost Estimates And 

Price Proposals 9-000
 
Audit of Parametric Cost Es

timates 9-1000
 
Contractor Estimating Meth

ods and Procedures-Cost 
Estimates 9-303
 

Cost Estimates Based on 
Standard Costs 9-314
 

Deficiencies in Specific Cost 
Estimates 9-310
 

Direct Labor-Cost Estimates 
Based on Historical Cost 9-503
 

Evaluating Direct Labor Cost 
Estimates 9-500
 

Evaluating Direct Material 
Cost Estimates 9-400
 

Evaluating Major Subcon
tract Proposal Cost Esti
mates 9-406
 

Evaluation of Cost Estimates 
After Costs Have Been In
curred 9-313
 

Evaluation of Individual Cost 
Estimates and Cost Real
ism 9-311
 

Evaluation of Methods and 
Procedures-Cost Estimates 9-309
 

Evaluation of Parametric 
Cost Estimates 9-1003.2 

General Evaluation Proce
dures for Cost Estimates 9-300
 

Make or Buy Decisions – Di
rect Material Cost Esti
mates 9-405
 

Source of Material Cost Es
timates 9-402.1 

Uses of Parametric Cost Es
timates 9-1002.3 

Variances-Direct Labor Cost 
Estimates 9-503.8 

COST ESTIMATING 
METHODS 
Cost Estimating Methods D-400
 
Labor Cost Estimating Meth

ods D-407
 
Material Cost Estimating
 

Methods D-408
 
COST IMPACT PROPOSALS 

Adequacy of Cost Impact 
Proposals 8-502.5 
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TOPIC REFERENCE TOPIC REFERENCE 

Audit of Cost Impact Pro- Determining Adequacy of 
posals Submitted Pursuant Data Other than Certified 
to the Cost Accounting Cost or Pricing Data 9-208 
Standards (CAS) Clause 8-500 Determining What Data are 

Audit of Cost Impact Pro- Cost or Pricing Data 14-104.4 
posals 8-502.6 Errors in Certified Cost or 

Audits on CAS Cost Impact Pricing Data 14-104.7 
Proposals 10-809 Evaluating the Adequacy of 

Conferences and Reports on Certified Cost or Pricing
 
Audits-Cost Impact Pro- Data or Data Other Than
 
posals 8-505 Certified Cost or Pricing
 

Failure to Submit Cost Im- Data in Price Proposals 9-200 
pact Proposals 8-504 Evaluations of Data Other 

General - Cost Impact Pro- Than Certified Cost or 
posals 8-502 Pricing Data in Support of 

Guidance on Evaluation of Requests for Exception 
Cost Impact Proposals 8-503 From Certified Cost or 

COST IMPACT STATEMENTS Pricing Data Requirements 14-907 
(CAS COST IMPACT Data Other Than Certified 
REPORTS) Cost or Pricing Data Re-

COST OF MONEY quirements 9-206 
Cost Accounting Standard Postaward Audits of Contrac

414 --- Cost of Money as tor Certified Cost or Pric
an Element of the Cost of ing Data 14-100 
Facilities Capital 8-414 Postaward Audits of Certified 

Cost Accounting Standard Cost or Pricing Data for 
417 --- Cost of Money as Possible Defective Pricing 4-304.3 
an Element of the Cost of Price Reduction for Defective 
Capital Assets Under Con- Certified Cost or Pricing 
struction 8-417 Data 14-112.1 

Cost of Money A-300 31.205-10 Reporting Results of Evalua-
COST OR PRICING DATA tions of Pricing Proposals 

Audit Reports on Postaward with Certified Cost or
 
Audits of Certified Cost or Pricing Data or Data Other
 
Pricing Data 10-600 than Certified Cost or Pric-


Audits of Proposals Based on ing Data 9-210 
Data Other Than Certified Subcontractor Certified Cost 
Cost or Pricing Data 9-207 or Pricing Data 14-108 

Certificate of Current Cost or Submission or Disclosure of
 
Pricing Data 14-107 Certified Cost or Pricing
 

Contracting Officer's Desig- Data 14-105 
nated Representatives for Updating Certified Cost or 
Receiving Certified Cost Pricing Data 14-105.5 
or Pricing Data 14-106 COST PRINCIPLES 

Certified Cost or Pricing Data 14-104 Applicable Cost Principles 
Deficient or Denial of Access Termination Audits 12-104 

to Certified Cost or Pricing Applicable cost principles A-300 31.106-1 
Data 9-205 Contract Cost Principles And 

Determining Adequacy of Procedures A-000 
Certified Cost or Pricing Cost Principles 13-803 
Data 9-204 Defense Federal Acquisition 

Regulation Supplement 
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TOPIC REFERENCE TOPIC REFERENCE 

(DFARS) Part 231 - Con
tract Cost Principles and 
Procedures 

Federal Acquisition Regula
tion (FAR) --- Part 31 --
Contract Cost Principles 
and Procedures 

NASA Cost Principles and 
Procedures 

Non-DoD Cost Principles 
and Procedures 

Office of Management and 
Budget (OMB) Circular 
A-122 "Cost Principles for 
Nonprofit Organizations," 
and Related Areas for Au
dit Consideration 

OMB Circular A-122 - “Cost 
Principles for Nonprofit 
Organizations” 

OMB Circular A-21 - “Cost 
Principles for Educational 
Institutions” 

OMB Circular A-87 - “Cost 
Principles for State, Local, 
and Indian Tribal Gov
ernments” 

Part 31 --- Contract Cost 
Principles and Procedures 

COST REALISM 
Cost Realism Analyses 
Evaluation of Individual Cost 

Estimates and Cost Real
ism 

COST-REIMBURSEMENT 
Cost-Reimbursement Con

tracts 
Determination of Allowable 

Costs Under Cost-
Reimbursement Vouchers 

Interim Cost-Reimbursement 
Billings 

Notices of Cost Suspensions 
and Disapprovals under 
Cost-Reimbursement Con
tracts 

Procedures for Processing 
Non-DoD Cost-
Reimbursement Vouchers 

Responsibilities for Pro
cessing and Approval of 
Interim and Completion 

A-400 

A-300 

15-106.1 

15-102.3 

13-800 

13-205 

13-203 

13-206 

A-300 

9-311.4 

9-311 

6-704.1 

6-1005 

6-705 

6-900 

15-103 

Cost-Reimbursement 
Vouchers 6-1000 

COST-TYPE CONTRACTS 
Auditing Terminations of 

Cost-Type Contracts 12-400 
Credits and Refunds on Cost-

Type Contracts 6-203 
Termination of Subcontracts 

for the Convenience of the 
Contractor Under Cost-
Type Contracts 12-406 

CPSR 
See Purchasing 

CREDITS AND REFUNDS 
Credits and Refunds on Cost-

Type Contracts 6-203 
Processing Adjustments for 

Credits and Refunds 6-203.2 
CSR 

See Compensation System 
CUMULATIVE ALLOWABLE 

COST WORKSHEET 
(CACWS) 
Cumulative Allowable Cost 

Worksheet (CACWS) 6-711.3 
Cumulative Allowable Cost 

Worksheet (CACWS), 
Comparable Worksheets, 
or Contract Audit Closing 
Statement Reports (CACS) 10-902 

DAR SECTION XV 
See Cost Principles 

DATA OTHER THAN 
CERTIFIED COST OR 
PRICING DATA 
Audits of Proposals Based on 

Data Other Than Certified 
Cost or Pricing Data 9-207 

Determining Adequacy of 
Data Other than Certified 
Cost or Pricing Data 9-208 

Evaluating the Adequacy of 
Certified Cost or Pricing 
Data or Data Other Than 
Certified Cost or Pricing 
Data in Price Proposals 9-200 

Evaluations of Data Other 
Than Certified Cost or 
Pricing Data in Support of 
Requests for Exception 
From Certified Cost or 
Pricing Data Requirements 14-907 
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TOPIC REFERENCE 

Data Other Than Certified 
Cost or Pricing Data Re
quirements 9-206 

Reporting Results of Evalua
tions of Pricing Proposals 
with Certified Cost or 
Pricing Data or Data Other 
than Certified Cost or Pric
ing Data 9-210 

DATA PROCESSING 
See Information Technology 

DATA RIGHTS 
Evaluation of Data Rights 

Price Proposals 9-109 
DEFECTIVE PRICING 

See Postaward Audit 
DEFENSE SECURITY 

COOPERATION AGENCY 
See DSCA 

DEFERRED COMPENSATION 
Cost Accounting Standard 

415 --- Accounting for the 
Cost of Deferred Compen
sation 8-415 

DELAY/DISRUPTION 
See Claims 

DENIAL OF ACCESS 
Conditions Representing De

nial of Access to Contrac
tor Records 1-504.4 

Deficient or Denial of Access 
to Certified Cost or Pricing 
Data 9-205 

Impact of Contractor Denial 
of Access 1-504.6 

DEPARTMENT OF HEALTH 
AND HUMAN SERVICES 
Non-DoD Supplement --

Address List for Depart
ment of Health and Human 
Services Regional Audit 
Offices 15-1S3 

Supplemental Requirements 
for Department of Health 
and Human Services 
(DHHS) and Health Care 
Financing Administration 
(HCFA) Contracts. 15-111 

DFARS 
See Cost Principles 

TOPIC REFERENCE 

DHHS 
See Department of Health & 

Human Services and/or 
Non-DoD 

DIFFERENCES OF OPINION 
Differences of Opinion Be

tween DCAA Offices 6-807 
Differences of Opinion Be

tween DCAA Offices 9-104.6 
DIRECT BILLING 

Contractor Continued Partic
ipation in the Direct Bill
ing Program 6-1007.6 

Direct Submission of Interim 
Public Vouchers to Dis
bursing Offices (Direct 
Billing) 6-1007 

DIRECT LABOR COST 
Evaluating Direct Labor Cost 

Estimates 9-500 
Methods of Estimating-Direct 

Labor Costs 9-502 
Variances-Direct Labor Cost 

Estimates 9-503.8 
DIRECT LABOR HOURS 

Direct Labor Hours Based on 
Technical Data 9-504 

DIRECT LABOR RATES 
Evaluation of Estimated Di

rect Labor Rates 9-505 
DIRECT MATERIAL 

Cost Accounting Standard 
407 --- Use of Standard 
Costs for Direct Material 
and Direct Labor 8-407 

Direct Materials Estimating 
Methods 9-402 

Direct Materials Requiring 
Special Consideration 9-407 

Evaluating Contractor's Di
rect Materials Pricing Pro
cedures 9-404 

Evaluating Direct Material 
Cost Estimates 9-400 

Indirect Material 9-703.7 
Make or Buy Decisions – Di

rect Material Cost Esti
mates 9-405 

Using Direct Materials Cost 
Trend Data 9-408 
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TOPIC 

DISCLOSURE STATEMENT 
Audit of Disclosure State

ment and/or Established 
Practices to Ascertain 
Compliance with CAS and 
FAR 

Audit Programs and Working 
Papers for Disclosure 
Statement Adequacy Au
dits 

Audit Reports on Adequacy 
of Initial Disclosure 
Statement (Disclosure 
Statement Reports) 

Audit Reports on Compliance 
of Initial Disclosure 
Statement (Disclosure 
Statement Reports) 

Audit Reports on Concurrent 
Adequacy and Compliance 
Audits of Revised Disclo
sure Statements (Concur
rent CAS Reports) 

Audits of Disclosure State
ment for Adequacy 

Changes to Disclosure 
Statements and/or Estab
lished Practices 

Disclosure Statement - Basic 
Requirements at Educa
tional Institutions 

Disclosure Statement - Tran
sition Period at Education
al Institutions 

Disclosure Statement - Waiv
er Authority - Educational 
Institutions 

Disclosure Statement 
Submission of Disclosure 

Statement 
DODIG 

Relationship with DoDIG, 
NASA IG and Other Ex
ecutive Branch Internal 
Audit Organizations 

Relationship with the DoDIG 
and Military Inspectors 
General 

DSCA 
Compliance Audit for the De

fense Security Cooperation 
Agency [DSCA] 

REFERENCE 

8-303 

8-205 

10-804 

10-805 

10-806 

8-200 

8-303.3 

13-209.2 

13-209.3 

13-209.4 
6-504.3 

8-103.8 

1-404 

1-404.7 

14-908 

TOPIC REFERENCE 

EARLY RETIREMENT 
See Incentive Payments 

EARNED VALUE 
MANAGEMENT 
Audit of Contractor Compli

ance with Earned Value 
Management System 
(EVMS) Guidelines 11-200 

Audit of Selected Cost Man
agement Reports Submit
ted by Contractors With
out Earned Value Man
agement (EVM) Reporting 
Requirements 11-300 

ECONOMIC 
Economic planning costs A-300 31.205-12 
Economic Price Adjustments 9-800 
Proposed Economic Adjust

ments - Evaluation Tech
niques and Considerations 9-804 

Types of Economic Price Ad
justments 9-803 

EDPE 
See Lease Cost 

EDUCATIONAL 
INSTITUTIONS 
See Chapter 13 

EICHLEAY FORMULA 
Audit Approach to the Eich

leay Formula 12-805 
Eichleay Formula Example 12-804.5 

EMPLOYEE INTERVIEWS 
Detailed Employee Inter

views 6-404.9 
Evaluation of Labor Cost 

Charging and Allocation 
(Employee Interviews) 6-404 

EMPLOYEE MORALE 
See Employee Welfare 

ENGINEERING CHANGES 
Engineering 

es -- NASA 3-S208 
Proposed Engineering 

Changes Costs 9-503.5 
ENTERPRISE RESOURCE 

PLANNING 
Enterprise Resource Planning 

Systems 5-406.7 
Equitable Price Adjustment 
See Claims 
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TOPIC REFERENCE 

ERP 
See Enterprise Resource Plan

ning 
ESARS AND SARS 

See Cost/Schedule Control 
ESOP 

See Employee Stock Owner
ship 

ESTABLISHED PRACTICES 
Audit of Disclosure State

ment and/or Established 
Practices to Ascertain 
Compliance with CAS and 
FAR 8-303 

Audit Reports on Noncom
pliance with Disclosed or 
Established Practices, 
CAS, or FAR (Noncom
pliance Reports) 10-808 

Changes to Disclosure 
Statements and/or Estab
lished Practices 8-303.3 

ESTIMATING STANDARDS 
Distinction Between Estimat

ing Standards and Para
metric Cost Estimating 9-1006.1 

Estimating Standards 9-1006 
Use of Estimating Standards 9-1006.2 

ESTIMATING SYSTEM 
ACO Processing of the Esti

mating System Report 5-1215 
Audit of Estimating System 

Internal Controls 5-1200 
Characteristics of an Ade

quate Estimating System 5-1204.1 
Comprehensive Surveys-

Estimating Systems 5-1203.1 
Continuous Evaluation-

Estimating System 5-1217 
Contract Certification-

Estimating Systems 5-1210 
Coordinating Team Surveys-

Estimating Systems 5-1205.1 
Distribution of Estimating 

System Audit Reports to 
DCMA District Offices 10-412.4 

Estimating System-
Description 5-1207 

Information Technology Sys
tem Internal Controls-
Estimating Systems 5-1211 

TOPIC REFERENCE 

Internal Control Reporting-
Estimating System 5-1213 

Labor Estimating Systems --
General D-102.1 

Monitoring and Follow-up-
Estimating System 5-1216 

ESTIMATING SYSTEM 
See Cost Estimating Methods 

ESTIMATING SYSTEM 
REPORTS 
See 10-400 

EVIDENCE 
Obtaining Sufficient, Appro

priate Audit Evidence 
(GAGAS 7.55 – 7.71) 2-506 

Evidence (GAGAS 6.04b) 2-302.3 
Types, Sources, and Relative 

Quality of Audit Evidence 3-204.14 
EVM 

See Earned Value Manage
ment 

EXCEPTION FROM 
CERTIFIED COST OR 
PRICING DATA 
Evaluations of Data Other 

Than Certified Cost or 
Pricing Data in Support of 
Requests for Exception 
From Certified Cost or 
Pricing Data Requirements 14-907 

EXECUTIVE 
COMPENSATION 
See Compensation Costs 

EXTENDED OVERHEAD 
See Equitable Adjustments 

EXTRAORDINARY RELIEF 
Claims for Extraordinary Re

lief 12-900 
EXTRAORDINARY REVIEWS 

(SCRUBBING) 
See Correction Costs 

FACILITIES CONTRACTS 
Facilities contracts A-300 31.106 

FAR PART 31 
See Cost Principles 

FASB STATEMENT 13 
See Lease Cost And Deprecia

tion Cost 
FASB STATEMENT NO. 87 

See Pension Cost 
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TOPIC 

FEDERAL AWARDS 
Reporting on Schedule of 

Expenditures of Federal 
Awards 

Types of Federal Awards 
FFRDC 

See Chapter 13 
FIELD AUDIT OFFICES 

Establishment of DCAA 
Field Audit Offices 
(FAOs) and Suboffices 

FIELD PRICING SUPPORT 
Administrative Procedures 

for Field Pricing Support 
Audit Scope - Field Pricing 

Support 
Coordination of the Request-

Field Pricing Support 
DCAA Field Pricing Support 

at the Prime Contract Lev
el 

The Field Pricing Support 
Concept 

FIELD WORK STANDARDS 
Field Work Standards for 

Operations Audits (Per
formance Audits) 

Field Work Standards 
Field Work Standards 

FINANCIAL CAPABILITY 
Audit of Contractor Financial 

Capability 
Contractor Financial Capabil

ity Audits and Reporting 
Financial Capability Audits 

Requested by DFAS for 
Contractor Installment 
Agreements 

Financial Capability Report
ing Requirements 

Financial Capability 
Opinion Criteria in Reporting 

on Contractor Financial 
Capability 

FINANCIAL CONDITION 
Evaluation of Existing Finan

cial Conditions 
Financial Capability Detailed 

Risk Assessment Proce
dures 

Financial Liaison 

REFERENCE 

13-706.4 
13-202 

1-502 

9-100 

9-103.3 

9-103.1 

9-103 

9-102 

2-500 
2-300 
2-302 

14-304 

14-300 

14-307 

14-308 
5-310 

14-306 

14-304.1 

14-303 

TOPIC REFERENCE 

Financial Liaison Advisors
 
(FLA) Directory
 

Financial Liaison Advisory 
Services for Special Ac
cess Programs (SAP) 15-307 

Financial Liaison Advisory 
Services to Contract Ad
ministration Offices 15-306 

Financial Liaison Advisory 
Services 15-300 

FINANCIAL MANAGEMENT 
Audit Of Contractor Compli

ance With Contract Finan
cial Management Re
quirements 11-000 

Contract Financial Manage
ment 3-204.10 

Contractor Financial Man
agement 3-S203 

FIRST YEAR DEPRECIATION 
See Depreciation Costs 

FIXED-PRICE CONTRACTS 
Auditing Terminations of 

Fixed-Price Contracts 12-300 
Fixed-Price Contracts 6-704.2 
Fixed-price contracts A-300 31.102 
Reimbursement of Indirect 

Costs on Fixed-Price Con
tracts 6-705.3 

Repricing Proposal Reports 
for Incentive and Rede
terminable Fixed-Price 
Contracts 10-904 

FLASH REPORTS 
Real Time Reporting (Flash 

Reports) 10-413 
FLOOR CHECKS 

Access to Restricted Areas 
(Floor Checks) 6-405.4 

Observations of Work Areas 
(Floor Checks) Procedures 6-405 

FMS 
See Foreign Military Sales 

FOIA 
See Freedom Of Information 

Act 
FORM 1 

DCAA Form 1 Distribution 6-906 
DCAA Form 1 Preparation 6-905 
Types of DCAA Form 1 6-903 
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TOPIC 

FORWARD PRICING RATE 
POSITIONS 
Forward Pricing Rate 

Agreements (FPRA) 
Forward Pricing Rate 

Agreements 
Forward Pricing Rate Rec

ommendations (FPRR) 
FORWARD PRICING RATES 

Pre-Established Forward 
Pricing Rates and Factors 

FPI CONTRACT 
See Incentive Contract 

FPRA 
See Forward Pricing Rate 

Agreements 
FRAUD 

Audit Reports Involving Al
leged Subcontractor Fraud 

Auditor Responsibilities for 
Detecting and Reporting 
Fraud 

Examples of Conditions War
ranting Consideration of a 
Fraud Referral 

Findings and Conditions Re
quiring Further Pursuit as 
Potential Cases of Fraud 
(Postaward Audits) 

Fraud Indicators and Audit 
Procedures for Uncovering 
Fraud 

Fraud, Illegal Acts, Viola
tions of Provisions of Con
tracts (GAGAS 6.13 – 
6.14) 

Legal and Regulatory Re
quirements, Fraud and 
Abuse (GAGAS 7.28 – 
7.35) 

Reporting on Compliance 
with Generally Accepted 
Government Auditing 
(GAGAS 6.32 and 1.12) 

Suspected Fraud and Unlaw
ful Activity --- General 

FREEDOM OF 
INFORMATION ACT 
Processing Freedom of In

formation Act (FOIA) Re
quests 

REFERENCE 

9-1200 

9-1005.2 

9-1202.2 

9-312 

4-702.8 

4-702.2 

14-121.2 

14-121 

4-702.3 

2-305 

2-504 

2-403 

4-702 

1-700 

TOPIC REFERENCE 

GAO 
See Government Accountabil

ity Office 
GOVERNMENT 

ACCOUNTABILITY 
OFFICE 
Assistance in Preparing Re

plies to Government Ac
countability Office (GAO) 
Reports 15-304.13 

Government Accountability 
Office Notices of Excep
tion 6-909 

Interface with the Govern
ment Accountability Of
fice in the Performance of 
Postaward Audits 1-206 

Liaison Between DCAA and 
Government Accountabil
ity Office Activities 1-205 

Relationships with the Gov
ernment Accountability 
Office 1-200 

GENERAL AND 
ADMINISTRATIVE 
EXPENSES 
Auditing General and Ad

ministrative Expenses 12-306 
Cost Accounting Standard 

410 --- Allocation of Busi
ness Unit General and 
Administrative Expenses 
to Final Cost Objectives 8-410 

GENERAL CONTROLS 
See IT Internal Control 

GENERAL STANDARDS 
General Standards 2-200 

GFP 
See Government Property 

GIFTS 
Suspected Contractor Provi

sion of Improper 
Gifts/Gratuities to Gov
ernment Personnel 4-703 

GOVERNMENT AUDITING 
STANDARDS 
Generally Accepted Govern

ment Auditing Standards 
(GAGAS) 2-101 

AICPA Reporting Standards 
for Attestation Engage
ments (GAGAS 6.30) 2-402 
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TOPIC REFERENCE TOPIC REFERENCE 

GOVERNMENT FURNISHED 
PROPERTY 
See Government Property 

GOVERNMENT PROPERTY 

Requests to Report on Com
parative Historical Cost 
Information 

HOME OFFICE EXPENSES 
9-103.6 

Contract Audits of Govern
ment Property Including 
Government Furnished 
Property (GFP) 

Government Property Audits 
Upon Specific Request 

Government Roles in Audit 

14-400 

14-406 

Corporate, Group, or Home 
Office Expenses 

Cost Accounting Standard 
403 --- Allocation of 
Home Office Expenses to 
Segments 

HOTLINE 

6-706.3 

8-403 

of Government Property 
Types of Government Prop

erty 
GRANTS 

See Educational Institutions 

14-404 

14-402 

Defense Hotline 
ICAPS 

See Internal Control Audit 
Planning 

INCENTIVE CONTRACT 

4-710 

HEALTH CARE FINANCING Underuns, etc. on Incentive 
ADMINISTRATION (HCFA) 
Supplemental Requirements 

for Department of Health 
and Human Services 
(DHHS) and Health Care 

Contracts 
INCURRED COST AUDIT 

Introduction to Incurred Cost 
Audit Objectives 

Reporting as Part of the An

6-206 

6-100 

Financing Administration 
(HCFA) Contracts. 

HIGHER-TIER 
15-111 

nual Incurred Cost Audit 
INDEFINITE DELIVERY, 

INDEFINITE QUANTITY 

5-111.3 

CONTRACTOR 
Justifying Government Assis

tance to Higher-Tier Con

(IDIQ) 
IDIQ Proposals 

INDEPENDENCE 
9-103.1 

tractor Reviews 
Release of Subcontract Audit 

Report to the Higher-Tier 
Contractor --- Proposals or 
Other Cost Submissions 

Release of Subcontract Audit 

9-106.2 

10-206.3 

Evaluation of Competency, 
Independence, and Objec
tivity 

Independence (GAGAS 3.02 
– 3.30) 

Independence 

4-1004.2 

2-203 
5-307.1 

Report to the Higher-Tier 
Contractor 

Release of Subcontract Audit 
Report to the Higher-Tier 
Contractor 

10-303.2 

10-604.2 

Independence and Ethical 
Requirements 

Organizational Independence 
INDIAN TRIBAL 

Contracts with State, local, 

2-S103.1 
5-608.1 

Release of Subcontractor Da and federally recognized 
ta to Higher-tier Contrac
tors 14-119.2 

Indian Tribal Governments 
Contracts with State, Local, 

A-300 31.107 

Special Considerations --
Release of Data to Higher-
Tier Contractors 9-106.4 

and Federally Recognized 
Indian Tribal Governments 

Contracts With State, Local, 
A-300 31.6 

Special Considerations - Re and Federally Recognized 
lease of Subcontractor Da- Indian Tribal Governments A-400 231.6 
ta to the Higher-Tier Con
tractor 

HISTORICAL COST 
6-801.2 

OMB Circular A-87 - “Cost 
Principles for State, Local, 
and Indian Tribal Gov-

Direct Labor-Cost Estimates ernments” 13-206 
Based on Historical Cost 9-503 
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TOPIC 

INDIRECT COST 
Adjustment of Interim Indi

rect Cost Reimbursement 
Administrative Procedures 

for Establishing Indirect 
Costs 

Advance Agreements (Indi
rect Cost) 

Approaches to Establish Indi
rect Costs 

Audit of Incurred Indirect 
Costs 

Audit of Indirect Costs at 
Educational Institutions 

Audits of Indirect Cost 
Classification of Indirect 

Costs 
Cost Accounting Standard 

418 --- Allocation of Di
rect and Indirect Costs 

Direct and Indirect Cost Veri
fication 

Effect of Contract Type on 
Indirect Cost Recovery 

Establishing Indirect Cost 
Rates at Educational Insti
tutions 

Establishment of Final Indi
rect Cost Rates by Audit 
Determination 

Establishment of Final Indi
rect Cost Rates by Con
tracting Officer Negotia
tion 

Estimated Indirect Costs 
General 

Evaluating Estimated Indirect 
Costs 

Evaluation of Indirect Costs 
Evaluation of Prospective 

Rates -- Indirect Costs 
Expediting Indirect Costs 

Settlement 
Expediting Settlement of In

direct Costs on Completed 
Contracts 

Expediting Settlement of In
direct Costs on Terminated 
Contracts 

Expediting Settlement of In
direct Costs 

REFERENCE 

6-705.2 

6-700 

9-703.3 

6-703 

6-600 

13-500 
6-707 

9-703.2 

8-418 

6-610 

6-704 

13-600 

6-708 

6-709 

9-702 

9-700 
9-703 

9-704 

12-407 

6-711.1 

6-711.2 

6-711 

TOPIC REFERENCE 

Final Indirect Cost Rates for 
non-DoD Contracts 15-102.4 

Final Indirect Cost Rates 6-706.1 
Indirect Cost Allocation Ba

ses 3-204.9 
Indirect Cost Allocation 

Methods 13-805.3 
Indirect Cost Audit Reports 

for NASA 15-106.5 
Indirect Cost Base Period 6-605 
Indirect Cost Certification 6-706 
Indirect Cost Rate Calcula

tion and Cost Distribution 
- Quick-Closeout 6-611 

Indirect cost rate certification 
and penalties on unallow
able costs A-300 31.110 

Indirect Cost Rates at Non
profit Organizations 13-805 

Indirect Costs – General 12-802.4 
Indirect Costs - NASA 3-S209 
Indirect Costs – Termination 

Inventory 12-304.15 
Indirect Costs Advance 

Agreements 6-710 
Indirect Costs Allocation 

Methods -- Bases and 
Pools 6-606 

Indirect Costs Transaction 
Testing Plan 6-608 

Indirect costs A-300 31.203 
Individual Indirect Costs 9-703.5 
Obtaining Indirect Cost Pro

posals 6-707.2 
Reimbursement of Indirect 

Costs on Fixed-Price Con
tracts 6-705.3 

Submission of Indirect Cost 
Proposal 6-707.1 

Timeliness of Final Indirect 
Cost Audits 6-707.4 

Types of Indirect Cost Rates 13-805.1 
INFORMATION 

TECHNOLOGY 
Audit of Information Tech

nology Systems Applica
tion Internal Controls 5-1400 

Audit of Information Tech
nology Systems General 
Internal Controls 5-400 
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TOPIC 

Billing System - Information 
Technology System Inter
nal Controls 

Budgeting and Planning Sys
tem - Information Tech
nology System Internal 
Controls 

Compensation System – In
formation Technology 
System Internal Controls 

Indirect/ODC System - In
formation Technology 
System Internal Controls 

Information Technology En
vironments 

Information Technology Sys
tem Internal Controls 

Information Technology Sys
tem Internal Controls-
Estimating Systems 

Labor System - Information 
Technology System Inter
nal Controls 

MMAS - Information Tech
nology System Internal 
Controls 

Overall Accounting Controls 
- Information Technology 
System Internal Controls 

Purchasing System - Infor
mation Technology Sys
tem Internal Controls 

Installment Agreements 
Financial Capability Audits 

Requested by DFAS for 
Contractor Installment 
Agreements 

INSURANCE COST 
Cost Accounting Standard 

416 --- Accounting for In
surance Cost 

Review of Contractor Insur
ance Cost and Pension 
Cost 

INTEGRATED PRODUCT 
TEAMS (IPTS) 
Auditor Participation on Con

tractor and Government 
Process Action Teams 
(PATs); Integrated Product 
Teams (IPTs); Manage
ment Councils; and Relat-

REFERENCE 

5-1109 

5-511 

5-810 

5-1011 

5-406 

5-1406 

5-1211 

5-914 

5-716 

5-312 

5-612 

14-307 

8-416 

5-1303 

TOPIC REFERENCE 

ed Streamlined Acquisi
tion Initiatives 1-800 

Integrated Product Teams 
(IPTs) - Background 1-802 

INTEREST 
Charging Interest When De

fective Pricing is Found 14-124 
Interest – Progress Payments 14-207 
Interest – Selected Areas of 

Cost 13-806.2 
Interest and other financial 

costs A-300 31.205-20 
Interest Rates – Cost of Facil

ities Capital 8-414.2 
Interest Rates – Defective 

Pricing 14-125 
Interest 8-503.2 
Ownership and Substantial 

Financial Interest 6-414.2 
Signing Certificates of Non-

Disclosure and Statements 
of Financial Interest 1-403.5 

INTERNAL AUDIT 
ORGANIZATION 
DCAA Assistance to Gov

ernment Internal Audit 
Organizations 1-404.2 

Government Internal Audit 
Organization Assistance to 
DCAA 1-404.3 

Illustrative Audit Situations 
Involving Interface Be
tween Contract and Inter
nal Audit Organizations 1-4S1 

Interfacing with Government 
Internal Audit Organiza
tions 1-404.4 

Relationship with DoDIG, 
NASA IG and Other Ex
ecutive Branch Internal 
Audit Organizations 1-404 

Support DoD IG and Internal 
Audit Organization Re
views 15-604.2 

INTERNAL CONTROL AUDIT 
PLANNING SUMMARY 
(ICAPS) 
Internal Control Audit Plan

ning Summary (ICAPS) 3-400 
INTERNAL CONTROLS 

Adequacy and Complexity of
 
the Contractor's Systems,
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TOPIC REFERENCE TOPIC REFERENCE 

Policies, Procedures, and Compensation System – In-
Internal Controls 3-204.11 formation Technology 

Assessment of Internal Con- System Internal Controls 5-810 
trols at Service Organiza- Considering Internal Controls 
tions 3-204.19 (GAGAS 7.16 – 7.22) 2-505 

Audit and Evaluation of Con- Evaluation of Compliance 
tractor's Policies, Proce with Internal Controls 6-404.5 
dures, and Internal Con- Evaluation of the Adequacy 
trols 6-604 of Internal Controls 6-404.4 

Audit of Billing System In- External CPA Management 
ternal Controls 5-1100 Letter on Internal Controls 5-307.3 

Audit of Contractor Budget Indirect/ODC System - In
and Planning System In formation Technology 
ternal Controls 5-500 System Internal Controls 5-1011 

Audit of Estimating System Information Technology Sys-
Internal Controls 5-1200 tem Internal Controls 5-1406 

Audit of Indirect and Other Information Technology Sys-
Direct Cost System Inter- tem Internal Controls
nal Controls 5-1000 Estimating Systems 5-1211 

Audit of Information Tech- Labor System - Information 
nology Systems Applica- Technology System Inter
tion Internal Controls 5-1400 nal Controls 5-914 

Audit of Information Tech- MMAS - Information Tech
nology Systems General nology System Internal 
Internal Controls 5-400 Controls 5-716 

Audit of Internal Obtaining an Understanding 
trols -- Control Environ of a Contractor's Internal 
ment and Overall Ac- Controls and Assessing 
counting Controls 5-300 Control Risk 5-100 

Audit of Labor System Inter- Overall Accounting Controls 
nal Controls 5-900 - Information Technology 

Audit of Material Manage- System Internal Controls 5-312 
ment and Accounting Sys- Procedures and Internal Con-
tem (MMAS) Internal trols 6-603.3 
Controls -- Standards 1 Purchasing System - Infor-
Through 10 5-700 mation Technology Sys-

Audit of Policies, Procedures, tem Internal Controls 5-612 
and Internal Controls Reporting Compliance with 
Relative to Accounting Generally Accepted Gov
and Management Systems 5-000 ernment Auditing Stand-

Audit of Purchasing System ards (GAGAS 6.32 and 
Internal Controls 5-600 1.12) 2-403 

Auditing Internal Controls at Understanding and Evaluat-
Nonmajor Contractors 5-111 ing Internal Controls 5-111.1 

Billing System - Information INTERNAL REVENUE 
Technology System Inter- SERVICE 
nal Controls 5-1109 Contractor Internal Revenue 

Budgeting and Planning Sys- Service and State Taxes 
tem - Information Tech- Reports 3-2S2 
nology System Internal Relationship with the Internal 
Controls 5-511 Revenue Service (IRS) 1-408 
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TOPIC REFERENCE 

INTERPLANT BILLINGS 
Interplant Billings 6-803 

INTRACOMPANY 
Addressing and Distributing 

Subcontract and Intra
company Audit Reports 10-605.2 

Intracompany Proposals In
cluded in Prime Contract 
Price Proposals 9-105 

Intracompany Transactions 12-304.9 
Intracompany Transfers 6-313 
Reports on Intracompany and 

Subcontract Proposals 10-303.5 
Subcontract and Intracompa

ny Report Addressees 10-207.2 
INVESTIGATIVE AGENCIES 

Relationship With Investiga
tive Agencies of the Gov
ernment 1-405 

IPTS 
See Integrated Product Teams 

IR&D AND B&P 
Cost Accounting Standard 

420 --- Accounting for In
dependent Research and 
Development Costs and 
Bid and Proposal Costs 
(IR&D and B&P) 8-420 

IR&D and B&P Allowability 
Criteria for CFYs Begin
ning After September 30, 
1995 9-703.3 

IRS 
See Internal Revenue Service 

INFORMATION 
TECHNOLOGY IT 
See 

KICKBACK 
Public Law 99-634, "Anti-

Kickback Enforcement 
Act of 1986" 4-7S1 

Suspected Violations of the 
Anti-Kickback Act (41 
U.S.C. 51 to 58) 4-704 

LABOR CHARGING 
Analysis of Labor Charging 

and Allocation Procedures 6-404.2 
Evaluation of Conditions In

fluencing Contractor La
bor Charging Practices 6-404.6 

TOPIC REFERENCE 

LABOR COST ACCOUNTING 
Audit of Labor Cost Ac

counting 5-911 
LABOR DISTRIBUTION 

Evaluation of Labor Distribu
tion 5-910 

Labor Distribution Edit Er
rors 5-913.2 

Review of Labor Distribu
tion, Transfers, and Ad
justments 5-913 

LABOR SYSTEM 
Audit of Labor System Inter

nal Controls 5-900 
Evaluation of Other Labor 

Systems (Standard Costs 
and Proprietor/Partner Sal
aries) 6-411 

Labor System - Information 
Technology System Inter
nal Controls 5-914 

Labor System Authoriza
tion/Approvals 5-908 

Labor System Management 
Compliance Audits 5-906 

LABOR-MANAGEMENT 
AGREEMENTS 
See Compensation Costs 

LEASED PROPERTY 
See Depreciation Costs 
Costs related to legal and 

other proceedings A-300 31.205-47 
LEGAL COUNSEL 

Relationship with Govern
ment Legal Counsel in 
Contract Disputes, Bid 
Protests, and Other Mat
ters 1-406 

LIMITATION OF COST 
Audit of Contractor Compli

ance with "Limitation of 
Cost," "Limitation of 
Funds," and "Limitation 
on Payments" Clauses 11-100 

Impact of Limitation of Cost 
or Funds Clause on Ter
mination Settlements 12-408 

LIMITATION OF FUNDS 
See Limitation Of Cost 

LIMITATION ON PAYMENTS 
See Limitation Of Cost 
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TOPIC REFERENCE 

LITIGATION 
See Contract Disputes Cases 

LOW-RISK CONTRACTORS 
Audit Scope - Incurred Costs 

at Low-Risk Contractors 
with $15 Million or Less 
Auditable Dollar Volume 
(ADV) 6-104 

LUMP-SUM WAGES 
Lump-Sum Wages 5-911.4 

MAARS 
See Mandatory Annual Audit 

Requirements 
MAKE OR BUY 

Make or Buy Decisions – Di
rect Material Cost Esti
mates 9-405 

Make or Buy Decisions – In
curred Material Costs and 
Purchased Services 6-309 

Make or Buy Program 5-608.4 
Purchasing Management and 

Administration (Make or 
Buy) 5-608 

Special Considerations in 
Make or Buy 9-405.2 

MANAGEMENT COUNCILS 
Auditor Participation on Con

tractor and Government 
Process Action Teams 
(PATs); Integrated Product 
Teams (IPTs); Manage
ment Councils; and Relat
ed Streamlined Acquisi
tion Initiatives 1-800 

Management Councils 1-804.1 
Management Councils, Sin

gle Process Initiative 
(SPI), and Cost-Benefit 
Analysis 1-804 

MANDATORY ANNUAL 
AUDIT REQUIREMENTS 
Mandatory Annual Audit Re

quirements (MAARs) Ac
complishment 3-204.16 

Mandatory Annual Audit Re
quirements (MAARs) 6-603.2 

Mandatory Annual Audit Re
quirements 6-105 

Relationship of ICAPS and 
Mandatory Annual Audit 
Requirements (MAARs) 3-403 

TOPIC REFERENCE 

Schedule of Mandatory An
nual Audit Requirements 
(MAARs) 6-1S1 

MATERIAL COSTS AND 
PURCHASED SERVICE 
Audit of Incurred Material 

Costs and Purchased Ser
vices 6-300 

Make or Buy Decisions – In
curred Material Costs and 
Purchased Services 6-309 

MATERIAL MANAGEMENT 
AND ACCOUNTING 
SYSTEM (MMAS) 
Audit of Material Manage

ment and Accounting Sys
tem (MMAS) Internal 
Controls -- Standards 1 
Through 10 5-700 

MATERIAL REQUIREMENTS 
Determination of Material 

Requirements 6-308 
Material Requirements 

(MMAS Standard 2) 5-707 
Use of Consolidated Material 

Requirements 9-404.8 
MEMORANDUM OF 

AGREEMENT 
Memorandum of Agreement 1-805 

MMAS STANDARD 
Audit Trail (MMAS Standard 

4) 5-709 
Commingled Inventories 

(MMAS Standard 9) 5-714 
Costing of Material Transac

tions (MMAS Standard 7) 5-712 
Internal Audits (MMAS 

Standard 10) 5-715 
Inventory Allocations 

(MMAS Standard 8) 5-713 
Material Requirements 

(MMAS Standard 2) 5-707 
Material Transfers (MMAS 

Standard 6) 5-711 
Physical Inventories (MMAS 

Standard 5) 5-710 
System Description (MMAS 

Standard 1) 5-706 
System Monitoring (MMAS 

Standard 3) 5-708 
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TOPIC REFERENCE TOPIC REFERENCE 

MMAS Subcontract Negotiation Con-
See Material Management And ferences 15-402.3 

Accounting System NEGOTIATION 
MULTIORGANIZATIONAL MEMORANDUM 

COMPANIES Distribution of Contract 
Audit Coordination within Documents and Price Ne-

Multiorganizational Com gotiation Memorandum 
panies 8-204 (PNM) 15-304.11 

NASA Negotiation Memorandum 
See National Aeronautics And and Findings on Appeals 4-108 

Space Administration Obtaining Price Negotiation 
and/or Non-DoD Memorandums and Re-

NATIONAL AERONAUTICS questing Data for the Au-
AND SPACE dit 14-115 
ADMINISTRATION (NASA) NEWS MEDIA 
Procedures Applicable to Relationship with the News 

Cost Reimbursement Con- Media 1-600 
tracts Awarded by Nation- NON-DOD 
al Aeronautics and Space Additional Report Distribu-
Administration (NASA) 15-105 tion Requirements for 

NATIONAL GUARD BUREAU Non-DoD Organizations 15-1S6 
AGREEMENTS Applicability of CAS to non-
National Guard Bureau DoD Contracts 15-102.5 

Agreements with the Audit Services for Non-DoD 
States and Possessions 14-903 Agencies 1-300 

NATIONAL SCIENCE Boards of Contract Appeals 
FOUNDATION (NSF) Non-DoD Agencies 15-102.9 
Supplemental Requirements Establishing Audit Cogni

for National Science zance and Processing Non-
Foundation (NSF) Con- DoD Audit Requests 15-102.1 
tracts 15-117 Final Indirect Cost Rates for 

NEGOTIATED FIXED RATES non-DoD Contracts 15-102.4 
Negotiated Fixed Rates 13-606 General Rules for Establish-

NEGOTIATION ing Cognizance and Ac-
CONFERENCE cepting or Rejecting Non-
Advisory Audit Counsel in DoD Requests 1-302 

the Negotiation Confer- Non-DoD Cost Principles 
ence 15-403 and Procedures 15-102.3 

Arranging for DCAA Partici- Non-DoD Organizations to 
pation in Negotiation Con- which Various Procedures 
ferences 15-304.6 are Applicable 15-104 

Auditor Support of a Nego- Non-DoD Postaward Audits 15-102.10 
tiation Conference 15-400 Non-DoD Procedures 6-703.2 

Auditor Attendance at a Ne- Non-DoD Supplement --
gotiation Conference 15-402 Address List for Depart-

Auditor Involvement at ment of Agriculture Re-
FPRA Negotiation Con gional Audit Offices 15-1S5 
ferences 9-1210 Non-DoD Supplement --

Request for Auditor Attend- Address List for Depart
ance at the Negotiation ment of Health and Human 
Conference 15-402.2 Services Regional Audit 

Offices 15-1S3 
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TOPIC REFERENCE 

Non-DoD Supplement -- Ad
dress List for Department 
of Transportation Offices 15-1S4 

Non-DoD Supplement - Ad
dress List for NASA Of
fice of Inspector General 
Field Offices 15-1S1 

Non-DoD Supplement --
Address List for NASA 
Procurement Centers 15-1S2 

Obtaining Technical Evalua
tion of Non-DoD Pro
posals 15-102.6 

Procedures for Processing 
Non-DoD Cost-
Reimbursement Vouchers 15-103 

Processing Non-DoD Agency 
Requests for Audit Infor
mation or Services 1-303 

Special Procedures for Non-
DoD Agencies 15-100 

NONAPPROPRIATED FUND 
Audit Responsibility – Non-

appropriated Funds 14-905.2 
Contract Audit Services for 

Nonappropriated Funds 14-905 
NONCOMPLIANCE 

Audit Reports on Noncom
pliance with Disclosed or 
Established Practices, 
CAS, or FAR (Noncom
pliance Reports) 10-808 

Noncompliance with CAS 8-302 
Noncompliance with FAR 

Part 31 8-502.8 
Report Distribution - Non

compliance 10-808.7 
Reporting Noncompliance 8-302.7 
Types of Noncompliance 8-302.2 

NONPROFIT 
ORGANIZATIONS 
See Chapter 13 

NONRECURRING COSTS 
Proposed Nonrecurring Costs 

of Labor 9-503.4 
NONUNION COMPENSATION 

See Compensation Costs 
NOTICES OF EXCEPTION 

Government Accountability 
Office Notices of Excep
tion 6-909 

TOPIC REFERENCE 

NOTIFICATION 
Contractor Notification Letter 4-302.3 
Establishing the Engage-

ment/Acknowledgment/No 
-tification Letter 4-104 

Notification of Availability 
of Audit Assistance 15-402.1 

Notification of Visits to Con
tractor Facilities 1-503 

Notification Procedures 6-1007.5 
Required Notification to 

Contract Administration 
Offices and Courtesy No
tice to Contractors 1-503.2 

NSF 
See National Science Founda

tion and/or Non-DoD 
OBSOLETE MATERIAL 

Audit Guidelines-Excess and 
Obsolete Materials 6-307.3 

Obsolete Materials and Tool
ing 12-304.12 

Spoilage, Excess Scrap, and 
Obsolete Material 6-307 

OBSTRUCTION OF AUDIT 
Obstruction of Audit 4-708 

ODC 
See Other Direct Cost 

OFF-BALANCE SHEET 
ARRANGEMENTS 
Review of Off-Balance Sheet 

Arrangements and Related 
Party Transactions 14-305 

OFFSETS 
Contract Overpayments, Re

funds and Offsets 5-1107.11 
Offsets – Compensation 

Costs 6-413.7 
Offsets – Profit Evaluations 9-906.5 
Treatment of Offsets 14-118 

OFFSITE LOCATIONS 
Audit Responsibility – 

Offsite Locations 6-805.1 
Offsite Locations (including 

overseas locations) 6-805 
OMB CIRCULARS 

See Chapter 13 
OMB CIRCULAR A-133 

OMB Circular A-133 - “Au
dits of States, Local Gov
ernments, and Nonprofit 
Organizations” 13-207 
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TOPIC 

OMB Circular A-133 Audits 
and Reports 

OMB Circular A-133 Com
pliance Supplement 

OMB Circular A-133 
OPERATIONS AUDITS 

Field Work Standards for 
Operations Audits (Per
formance Audits) 

Operations Audits – Exit 
Conferences 

Operations Audits – Interim 
Conferences 

Operations Audits 
Programming Operations 

Audits at NASA Locations 
Reporting Standards for Op

erations Audits (Perfor
mance Audits) 

Special Considerations for 
Entrance Conferences on 
Major Operations Audits 

Use of DCAA Operations 
Audits by the Should-Cost 
Review Team 

OTHER DIRECT COST 
Audit of Incurred Other Di

rect Costs and Credits 
Audit of Indirect and Other 

Direct Cost System Inter
nal Controls 

Definition of Other Direct 
Costs 

Evaluating Estimated Other 
Direct Costs (ODC) 

General Audit Policy - Indi
rect and Other Direct 
Costs 

Indirect and Other Direct 
Costs Preparation and 
Submissions 

Other Direct Cost Evaluation 
Considerations and Tech
niques 

OTHER THAN CERTIFIED 
COST OR PRICING DATA 
Audits of Proposals Based on 

Data Other Than Certified 
Cost or Pricing Data 

Determining Adequacy of 
Data Other than Certified 
Cost or Pricing Data 

REFERENCE 

13-700 

13-208 
13-702 

2-500 

4-304.5 

4-303.3 
14-500 

15-106.3 

2-600 

4-302.2 

9-1309 

6-500 

5-1000 

9-602 

9-600 

5-1003 

5-1008 

9-604 

9-207 

9-208 

TOPIC REFERENCE 

Evaluating the Adequacy of 
Certified Cost or Pricing 
Data or Data Other Than 
Certified Cost or Pricing 
Data in Price Proposals 9-200 

Evaluations of Data Other 
Than Certified Cost or 
Pricing Data in Support of 
Requests for Exception 
From Certified Cost or 
Pricing Data Requirements 14-907 

Data Other Than Certified 
Cost or Pricing Data Re
quirements 9-206 

Reporting Results of Evalua
tions of Pricing Proposals 
with Certified Cost or 
Pricing Data or Data Other 
than Certified Cost or Pric
ing Data 9-210 

OTHER TRANSACTION 
Evaluations of Other Trans

action (OT) Agreements 14-909 
OVERHEAD COSTS 

See Indirect Costs 
OVERTIME 

Evaluation of Overtime, Ex-
tra-Pay Shifts, and Multi-
Shift Work 6-409 

Evaluation of Uncompen
sated Overtime 6-410 

Overtime Authorizations 5-911.5 
PARAMETRIC COST 

ESTIMATES 
Audit of Parametric Cost Es

timates 9-1000 
Evaluation of Parametric 

Cost Estimates 9-1003.2 
Uses of Parametric Cost Es

timates 9-1002.3 
PATS 

Auditor Participation on Con
tractor and Government 
Process Action Teams 
(PATs); Integrated Product 
Teams (IPTs); Manage
ment Councils; and Relat
ed Streamlined Acquisi
tion Initiatives 1-800 

Auditor's Role on Contractor 
and Government Teams 
Such as PATs, Steering 
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TOPIC REFERENCE TOPIC REFERENCE 

Committees, and Man- POST AWARD ACCOUNTING 
agement Advisory Boards 1-801 SYSTEM AUDITS 

PATENT COSTS Post Award Accounting Sys-
Patent costs A-300 31.205-30 tem Audits 5-203 

PAYROLL Preaward Surveys of Pro-
Evaluation of Payroll Prepa spective Contractor Ac

ration and Payment 6-406 counting Systems and Post 
Payroll Costs - Estimated Award Accounting System 

Taxes and Fringe Benefits 9-703.8 Audits 5-200 
Review of Payroll Prepara- POSTAWARD AUDIT 

tion and Payment 5-912 Audit Program for Postaward 
PENALTIES ON Audits 14-114 

UNALLOWABLE COSTS Audit Reports on Postaward 
Indirect cost rate certification Audits of Certified Cost or 

and penalties on unallow- Pricing Data 10-600 
able costs A-300 31.110 Establishing the Baseline for 

Penalties on Unallowable Audit, Determining the 
Costs 6-609 Defective Data, and Calcu-

PENSION COST lating the Recommended 
Assignment of Pension Cost 8-412.2 Price Adjustment (Posta-
Cost Accounting Standard ward Audits) 14-116 

412 --- Composition and Findings and Conditions Re-
Measurement of Pension quiring Further Pursuit as 
Costs 8-412 Potential Cases of Fraud 

Cost Accounting Standard (Postaward Audits) 14-121 
413 --- Adjustment and Interface with the Govern-
Allocation of Pension Cost 8-413 ment Accountability Of-

Review of Contractor Insur fice in the Performance of 
ance Cost and Pension Postaward Audits 1-203.4 
Cost 5-1303 Non-DoD Postaward Audits 15-102.10 

PENSION PLAN Postaward Audits of Contrac-
Treatment of Fringe Benefit tor Certified Cost or Pric-

Costs Including Pension ing Data 14-100 
Plans 13-509 Postaward Audits of Certified 

PERSONNEL POLICIES Cost or Pricing Data for 
Evaluation of Personnel Poli- Possible Defective Pricing 4-304.3 

cies and Procedures 6-407 Requirement for Postaward 
PHYSICAL INVENTORIES Audit After Revision to an 

Physical Inventories (MMAS FPRA 9-1211 
Standard 5) 5-710 Requirements and Program 

Physical Inventories and Ad- Plans (Postaward Audits) 14-113 
justments 6-306 Statistical Sampling Tech-

PLANNING niques in Postaward Au-
Annual Audit Planning Meet dits 14-120.5 

ing 3-102 Subcontract Audit Procedures 
Operating Plan 3-103 (Postaward Audits) 14-119 
Requirements Planning 3-101 The DCAA Postaward Audit 

PNM Program 14-102 
See Negotiation Memoran- PRB 

dum See Post-Retirement Benefits 
POOL 

See Allocation Methods 
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TOPIC REFERENCE 

PREAWARD SURVEY 
Preaward Survey of a Pro

spective Contractor’s Ac
counting System 5-202 

Preaward Surveys of Pro
spective Contractor Ac
counting Systems and Post 
Award Accounting System 
Audits 5-200 

PRECONTRACT COSTS 
Precontract costs A-300 31.205-32 
Precontract Costs, Costs Af

ter Completion, or Costs 
Over Contract Amount 6-202 

PREDETERMINED FIXED 
RATES 
Predetermined Fixed Rates 13-605 

PRICE PROPOSAL 
Adequacy of Cost Account

ing System for Preparation 
of Price Proposals 9-302 

Applicability to Price Pro
posals 9-1006.3 

Audit Of Cost Estimates And 
Price Proposals 9-000 

Audit of Part(s) of a Proposal 
and Applications of 
Agreed-Upon Procedures 
– Price Proposals 9-108 

Audit Reports on Price Pro
posals 10-300 

Auditor Attendance at a Ne
gotiation Conference for a 
Price Proposal 15-400 

Audits of Lower-Tier Pro
posals Not Included in 
Prime Contract Price Pro
posals 9-106 

Coordination of Requests for 
Audit of Price Proposals 15-304.4 

Evaluating the Adequacy of 
Certified Cost or Pricing 
Data or Data Other Than 
Certified Cost or Pricing 
Data in Price Proposals 9-200 

Evaluation of Data Rights 
Price Proposals 9-109 

Field Pricing of Subcontract 
Proposals Included in 
Prime Contract Price Pro
posals 9-104 

TOPIC REFERENCE 

Incorporating Cost Avoid
ance Recommendations in
to Audits of Price Pro
posals 9-308 

Intracompany Proposals In
cluded in Prime Contract 
Price Proposals 9-105 

Parametric Estimating Crite
ria for Price Proposals 9-1003 

Price Proposals Bill of Mate
rial Evaluations 9-403 

Price Proposals Format and 
Support 9-304 

Price Proposals 4-304.2 
Processing Requests for Au

dit of Subcontractor Price 
Proposals 9-104.4 

Profit in Price Proposals 9-900 
Reporting the Audit Opinion 

in Price Proposal Audit 
Reports 9-212 

Types of Audit Opinions in 
Price Proposal Audit Re
ports 9-211 

Use of Specialist Assistance 
in Price Proposal Tech
nical Evaluations 9-306 

Written and Telephone Re
quests for Specific Cost 
Information on Price Pro
posals 9-107 

PRICING/COST ANALYSIS 
Pricing/Cost Analysis and 

Negotiated Purchases 5-610 
PROCESS ACTION TEAM 

See PAT 
PRODUCTION SCHEDULING 

AND CONTROL 
Audit of Production Schedul

ing and Control 14-700 
PROFESSIONAL ACTIVITY 

COST 
Trade, business, technical 

and professional activity 
costs A-300 31.205-43 

PROFESSIONAL JUDGMENT 
Professional Judgment 

(GAGAS 3.31 – 3.39) 2-204 
PROFIT 

Audit Policies -- Profit Eval
uations 9-906 
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TOPIC 

Civilian Agency Profit Poli
cies and Procedures 

Evaluating Profit or Loss 
Offsets – Profit Evaluations 
Other Methods for Establish

ing DoD Profit Objectives 
Profit in Price Proposals 
Profit on Equitable Adjust

ment Claims 
Profit 
Pyramiding of Costs and 

Profit on Material Pur
chases 

Responsibility for Evaluation 
of Proposed Profit 

Weighted Guidelines for 
DoD Profit Policy 

PROGRESS PAYMENT 
Approval of Progress Pay

ment Requests 
Audit of Progress Payments 
Audit Responsibility - Pro

gress Payments 
Audit Scope - Progress Pay

ments 
Audits of Progress Payments 

for NASA 
Costs to be included in Pro

gress Payment Requests 
Interest – Progress Payments 
Subcontractor Progress Pay

ments, Performance-Based 
Payments and Commercial 
Financing Payments 

PROPRIETOR/PARTNER 
SALARIES 
Evaluation of Other Labor 

Systems (Standard Costs 
and Proprietor/Partner Sal
aries) 

PROTEGE 
See Mentor 

PUBLIC RELATIONS AND 
ADVERTISING COST 
Public relations and advertis

ing costs 
PURCHASE METHOD 

Assets Acquired in a Busi
ness Combination Using 
the Purchase Method of 
Accounting. 

REFERENCE 

9-904 
12-307 
9-906.5 

9-903 
9-900 

12-703 
12-802.7 

9-404.5 

9-905 

9-902 

14-202.2 
14-200 

14-203 

14-204 

15-106.6 

14-202.4 
14-207 

5-1107.7 

6-411 

A-300 31.205-1 

8-404.2 

TOPIC REFERENCE 

PURCHASING 
Audit of Purchasing System 

Internal Controls 5-600 
Audit Scope - Purchasing 

Controls 5-605 
Contractor Purchasing Sys

tem Review (CPSR) 5-1302.2 
Effect of Purchasing Proce

dures on Prices Paid 9-404.2 
Purchasing and Subcontract 

Practices at NASA Con
tractors 3-S204 

Purchasing and Subcontract
ing System Reviews 5-1302 

Purchasing and Subcontract
ing 6-310 

Purchasing File Data 5-608.3 
Purchasing Management and 

Administration (Make or 
Buy) 5-608 

Purchasing Source Selections 5-609 
Purchasing System -- Con

tract Clause Flow Down 5-607 
Purchasing System - Infor

mation Technology Sys
tem Internal Controls 5-612 

QUALITY CONTROL 
SYSTEM 
ADMINISTRATION OF 

DCAA’S QUALITY 
CONTROL SYSTEM 2-S104 

ELEMENTS OF DCAA'S 
QUALITY CONTROL 
SYSTEM 2-S103 

Supplement. Description of 
DCAA Quality Control 
System 2-S10 

QUI TAM 
Qui Tam Actions Under the 

False Claims Act 4-709 
QUICK-CLOSEOUT 

Indirect Cost Rate Calcula
tion and Cost Distribution 
- Quick-Closeout 6-611 

Quick-Closeout Procedure 
Reports 10-903 

Quick-Closeout Procedures 
(See 6-1010) 6-611.2 

Quick-Closeout Procedures 6-1010 
RATES 

Adjustment of Cost and Rates 5-1107.5 
Appendix - Billing Rates 10-505.2 
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TOPIC 

Average Labor Rates 
CAS Audits at Educational 

Institutions with Predeter
mined Fixed Indirect Rates 

Ceiling Rates 
Establishing Indirect Cost 

Rates at Educational Insti
tutions 

Establishment of Final Indi
rect Cost Rates by Audit 
Determination 

Establishment of Final Indi
rect Cost Rates by Con
tracting Officer Negotia
tion 

Evaluation of Estimated Di
rect Labor Rates 

Evaluation of Prospective 
Rates -- Indirect Costs 

Factors Influencing Validity 
of Average Labor Rates 

Final Indirect Cost Rates for 
non-DoD Contracts 

Final Indirect Cost Rates 
Indirect Cost Rates at Non

profit Organizations 
Indirect Rates for Training 

and Other Non-Research 
Agreements 

Individual Employee Labor 
Rates 

Interest Rates – Cost of Facil
ities Capital 

Interest Rates – Defective 
Pricing 

Negotiated Fixed Rates 
Predetermined Fixed Rates 
Pre-Established Forward 

Pricing Rates and Factors 
Pre-established Labor Rates 
Provisional Billing Rates 
Rates for Educational Service 

Agreements 
Rates for Sponsored Agree

ments 
Types of Indirect Cost Rates 

REAL TIME 
See Flash Reports 

REASONABLENESS 
See Cost Principles 

REFERENCE 

9-505.2 

13-209.7 
9-704.4 

13-600 

6-708 

6-709 

9-505 

9-704 

9-505.7 

15-102.4 
6-706.1 

13-805 

13-607 

9-505.1 

8-414.2 

14-125 
13-606 
13-605 

9-312 
9-505.3 
6-705.1 

13-603 

13-602 
13-805.1 

TOPIC REFERENCE 

RECEIVING AND 
INSPECTION 
Receiving and Inspection 6-311 

RECRUITMENT COSTS 
Evaluation of Recruitment 

Costs and Practices 6-408 
Recruitment costs A-300 31.205-34 

REFERENCES SECTION 
References Section (Reports-

General) 10-208 
REIMBURSEMENT CLAIMS 

Evaluation of Contractor's 
Procedures for Preparing 
Reimbursement Claims 6-1006 

Preparation and Submission 
of Reimbursement Claims 
by Contractors 6-1004 

RELATED PARTY LEASE 
See Lease Cost 

RELATED PARTY 
TRANSACTIONS 
Review of Off-Balance Sheet 

Arrangements and Related 
Party Transactions 14-305 

RELATIONSHIP 
Relationship --- DCAA and 

GAO 1-202 
Relationship --- DCAA and 

the Office of the Secretary 
of Defense 1-103 

Relationship of Hospital Op
erations to Institutional 
Activities 13-506.1 

Relationship of ICAPS and 
Mandatory Annual Audit 
Requirements (MAARs) 3-403 

Relationship with Component 
Remedies Coordinators 1-407 

Relationship with Contractors 1-500 
Relationship with DoDIG, 

NASA IG and Other Ex
ecutive Branch Internal 
Audit Organizations 1-404 

Relationship with Govern
ment Legal Counsel in 
Contract Disputes, Bid 
Protests, and Other Mat
ters 1-406 

Relationship With Investiga
tive Agencies of the Gov
ernment 1-405 
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TOPIC REFERENCE 

Relationship with Members 
of Congress and Congres
sional Committees 1-409 

Relationship with the DoDIG 
and Military Inspectors 
General 1-404.7 

Relationship with the Internal 
Revenue Service (IRS) 1-408 

Relationship with the News 
Media 1-600 

RELOCATION COSTS 
Relocation costs A-300 31.205-35 

RELYING 
Relying Upon the Work of 

Others 4-1000 
REPORT ADMINISTRATIVE 

REQUIREMENTS 
Report Administrative Re

quirements (Reports-
General) 10-203 

REPORT DISTRIBUTION 
Additional Report Distribu

tion Requirements for 
Non-DoD Organizations 15-1S6 

Audit Report Distribution to 
Onsite FLAs 15-308 

Report Distribution – CACS 
and Repricings 10-905 

Report Distribution - Ade
quacy 10-804.7 

Report Distribution – CAS 
Cost Impact 10-809.7 

Report Distribution – Com
pliance 10-805.7 

Report Distribution - Com
pliance 10-807.6 

Report Distribution - Concur
rent 10-806.8 

Report Distribution - Non
compliance 10-808.7 

Report Distribution (Agreed 
Upon Procedures) 10-1011 

Report Distribution (Proposal 
Reports) 10-307 

Report Distribution (Reports-
General) 10-212 

Report Restrictive Markings 
and Distribution 13-706.7 

REPORT RESTRICTIONS 
General 10-206.1 
Release of Audit reports to 

the Contractor 10-206.2 

TOPIC REFERENCE 

Release of Subcontract Audit 
report to the Higher-Tier 
Contractor --- Propsals or 
Other Cost Submissions 10-206.3 

REPORTING STANDARDS 
Application of the Reporting 

Standards 2-407 
Reporting (GAGAS 8.03 – 

8.07) 2-602 
Reporting Standards for Op

erations Audits (Perfor
mance Audits) 2-600 

Reporting Standards 2-400 
REQUEST FOR 

RECONSIDERATION 
Contractor's Request for Re

consideration or Claims of 
Disapproved Costs 6-908 

REQUESTING AUDIT 
GUIDANCE 
Requesting Audit Guid

ance -- Regional Offices 
and Headquarters 4-900 

RESTRUCTURING COSTS 
External Restructuring Costs.A-400 231.205-70 
Restructuring Costs 8-406.2 

RISK ASSESSMENT 
See Audit Planning 

SCRAP 
Audit Guidelines-Scrap and 

Spoilage 6-307.2 
Scrap, Spoilage, and Rework 9-407.3 
Spoilage, Excess Scrap, and 

Obsolete Material 6-307 
SCRUBBING OVERHEAD 

See Correction Costs 
SEC 

See Securities And Exchange 
Commission 

SECRETARY OF DEFENSE 
Relationship --- DCAA and 

the Office of the Secretary 
of Defense 1-103 

SECURITIES AND 
EXCHANGE COMMISSION 
Contractor Securities and Ex

change Commission Re
ports 3-2S1 

SECURITY REQUIREMENTS 
Security Requirements and 

Procedures 1-503.1 
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TOPIC REFERENCE 

Security Requirements for 
Contractor Information 1-507 

SELLING COSTS 
Selling costs A-300 31.205-38 

SERVICE ORGANIZATIONS 
Assessment of Internal Con

trols at Service Organiza
tions 3-204.19 

Special Considerations for 
Auditing Purchased Ser
vices Acquired from Ser
vice Organizations 6-314 

SETTLEMENT OF INDIRECT 
COSTS 
Expediting Settlement of In

direct Costs on Completed 
Contracts 6-711.1 

Expediting Settlement of In
direct Costs on Terminated 
Contracts 6-711.2 

Expediting Settlement of In
direct Costs 6-711 

SEVERANCE 
See Termination Payments 

SHOULD-COST 
Criteria for Performing 

Should-Cost Reviews 9-1304 
Should-Cost Team Reviews 9-1300 
Types of Should-Cost Re

views 9-1303 
Use of DCAA Operations 

Audits by the Should-Cost 
Review Team 9-1309 

SOFTWARE 
Advantages, Terminology, 

and Software I-106 
Application Software Tracing 

and Mapping 4-504.2 
Commercial-Off-The-Shelf 

(COTS) Software 5-406.5 
Generalized Audit Software 4-504.1 
In-House Software Develop

ment 5-409.1 
Use of Information Technol

ogy to Assist in Sample 
Selection 4-602.4 

Software Acquisition, Devel
opment and Modification 5-409 

Software Modifications 5-409.2 
Utility Software 4-504.5 

TOPIC REFERENCE 

SOURCE SELECTION 
EVALUATION BOARDS 
Auditors Role on Source Se

lection Evaluation Boards 
(SSEBs) 15-304.10 

SPECIAL ACCESS 
PROGRAMS (SAP) 
Financial Liaison Advisory 

Services for Special Ac
cess Programs (SAP) 15-307 

SPECIAL BUSINESS UNIT 
See SBUs 

STANDARD COSTS 
Cost Accounting Standard 

407 --- Use of Standard 
Costs for Direct Material 
and Direct Labor 8-407 

Cost Estimates Based on 
Standard Costs 9-314 

Evaluation of Other Labor 
Systems (Standard Costs 
and Proprietor/Partner Sal
aries) 6-411 

STATEMENT OF CONDITION 
AND 
RECOMMENDATIONS 
Statement of Condition and 

Recommendations (Sys
tem Reports) 10-409 

STATISTICAL SAMPLING 
Statistical Sampling Tech

niques in Postaward Au
dits 14-120.5 

Use of Statistical Sampling 13-308.4 
Work Sampling --- An Ap

plication of Statistical 
Sampling I-105 

STORING AND ISSUING 
Storing and Issuing 6-312 

STRATIFICATION 
Stratification of the Work 

Sample I-403 
SUBCONTRACT AUDIT 

PROCEDURES 
Subcontract Audit Procedures 

(Postaward Audits) 14-119 
SUBCONTRACT AWARD 

Subcontract Award and Ad
ministration 5-611 
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TOPIC 

SUBCONTRACT INCURRED 
COSTS 
Subcontract or Intercompany 

Incurred Costs 
SUBCONTRACT PROPOSAL 

Basic Responsibilities for 
Subcontract Proposals 

Evaluating Major Subcon
tract Proposal Cost Esti
mates 

Field Pricing of Subcontract 
Proposals Included in 
Prime Contract Price Pro
posals 

Reports on Intracompany and 
Subcontract Proposals 

SUPERVISION 
Proper Supervision (GAGAS 

6.04a) 
Supervision (GAGAS 7.52 – 

7.54) 
SUPPLEMENTAL REPORTS 

General Requirements for 
Supplemental Reports 
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