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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) meas-
ures 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. 254d require that contracting offic-
ers 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 sus-
pected, 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 se-
lected for audit using random sampling techniques. Desk review procedures will be ap-
plied 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 6-104.2¢ 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 signi-
ficance, 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 (MAARSs) 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 (MAARSs 1, 3, and 7) are accomplished on a conti-
nuous basis as audits are performed, and are not necessarily associated with a single con-
tractor fiscal year or exclusively with the incurred cost audit. The permanent file is conti-
nuously 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 contrast, 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 dur-
ing 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 MAARSs are completed.

6-105.3 Audit Management Considerations

Because of their status as core requirements, the MAARSs 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 MAARSs 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 3-202 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:

e identifying eligible contractors,

e planning the concurrent auditing procedures,

o timing the audit performance to be as efficient as possible, and

e 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 consul-
tant 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 B-606 for an expla-
nation 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 do-
cumented 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 |Document/update in the Determine the extent of |3-300,5-100,
Audit Planning permanent files the internal |reliance that can be 5-111
Summary and/or control audit planning placed on the internal
Internal Control summary and/or the inter- |controls for contract costs
Questionnaire nal control questionnaire |and the need for and ex-

(ICQ) and evaluate changes in tent of substantive testing
contractor’s internal con- |that may be required
trols. based on the observed
strengths or weaknesses
of contractor systems.
2.Contract Cost Evaluate summaries of the |To provide an overview |6-610.1

Analysis and Re-
conciliation to
Books

contractor’s total annual
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).

and order-of-magnitude
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
records.

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 informa-
tion. Permanent file main-
tenance should help iden-
tify the need for further
audit and analysis, and
help in determining the
accounting methods that
influence the nature, lev-
el, and extent of further
testing required in specif-
ic cost accounts, func-
tions, operations, and
departments.

3-202.1, 3-202.2,
4-405
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Number and Title Objectives Purpose Reference
4.Tax Returns and |Evaluate applicable tax To highlight possible 3-204.16¢
Financial State- returns, financial state- areas to reduce the extent
ments ments, and other publicly |of DCAA audit effort that
available data of the con- |might otherwise be re-
tractor. quired.
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-  |entitled to obtain or share,
ments (for example, and to evaluate the exclu-
unusual and/or sensitive  [sion of any adjustments
journal entries). not reflected by the con-
tractor in Government
contract costs.
6.Labor Floor Perform floor checks, in- |To test the reliability of  |6-402c, 6-404,
Checks or Inter- terviews, and/or other employee time records, |6-405
views physical observations, and |that employees are actual-
related analysis of em- ly at work, that they are
ployee timekeeping ona  |performing in assigned
concurrent basis. job classifications, and
that time is charged to the
proper cost objective.
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
Analysis-Sensitive
Labor Account

Perform comparative anal-
ysis of sensitive labor ac-
counts.

To identify for further
examination any sensitive
labor changes (for exam-
ple, indirect charging by
direct labor employees)
that vary significantly
from the prior period
and/or budgetary esti-
mates.

5-911.1,
6-404.6b(4)(b)
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Number and Title Objectives Purpose Reference
9.Payroll/Labor Evaluate the contractor’s | To test overall integrity of|6-406.1,
Distribution Recon- |labor cost distribution. labor cost records at the |6-406.2a(6)
ciliation and Trac- general ledger and cost
ing ledger levels, and to re-
concile payroll accruals
and disbursements, mak-
ing sure that distribution
entries trace to and from
the cost accumulation
records.
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 |ysis and explanation. 6-608.2¢(2)
for direct costs should
include labor, ODCs, pur-
chased services, and ma-
terial (including subcon-
tract costs and
intracompany charges.)
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 audit- 6-803, 6-805, 6-
able type Government 806
contracts and subcontracts,
and request any needed
independent assist audits.
13. Purchases Exis- |Make physical observa- To test that materials 6-305.3a(2)
tence and Consump-|tions and/or inquiries on a |were in fact received (ex-
tion concurrent basis in addi-  |ist or were consumed)
tion to documentation veri- |and that services were in
fication of contract charges | fact performed.
for purchased materials
and services.
14. Pools/Bases Trace claimed pools and  |[To determine that the 6-610

Reconciliation to
Books

bases to accounting
records.

claimed indirect cost
pools and allocation bases
under Government con-
tracts reconcile to
amounts in the contrac-
tor’s official books and
records.
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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 bud- |reclassifications of costs,
Budgets getary 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-  |dence to support an opi-
tions, such as sensitive nion on the allowability,
accounts, new accounts, allocability, and reasona-
accounts with large va- bleness of the costs.
riances, etc.
17. Reserved
18. Indirect Alloca- |Evaluate the contractor’s |To assure that allocation |5-1010d,
tion Bases indirect cost allocation bases are equitable for 6-606
bases for consistency with |allocation of indirect
generally accepted ac- costs to intermediate and
counting principles, the final cost objectives.
applicable cost principles
per contracts, and any ap-
plicable CAS.
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 distribut-
ing indirect costs to Gov-
ernment contracts.
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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 unpre-
sented 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 Government 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 Government. If
amounts were initially charged to operations and equitably shared by the Government,
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 con-
tracts on a relatively consistent basis, the foregoing periodic adjustment procedure
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.

¢. 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 cre-
dit, 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 imme-
diately to the ACO together with the required listing.
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6-203.4 Special Procedures for Unclaimed Wages, Unclaimed Deposits, and Unpre-
sented 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 en-
titled 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, ill-
nesses, 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 exis-
tence/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 DCAAP
7230.1 Reimbursable Audit Program Pamphlet). If the Non-DoD agency is not willing to
participate, discuss this with the audit supervisor and adjust the scope of the audit appro-
priately.

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 me-
thods 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:

o the significance of material costs charged to Government contracts;

e the results of the current evaluation of this area including the number and

significance of deficiencies; and

e 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, is-
suing, and finally paying for the material. The audit of the accounting system for ma-
terial 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 mate-
rials not required by the contract, and claiming material cost applicable to other con-
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tracts because of funding limitations. Suspicions of these or similar practices should be
audited 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 (MAARSs)

(1) An evaluation of adjusting journal entries and exception reports related to
material purchases should be made to identify adjustments and/or exceptions that re-
quire further audit analysis and/or explanation (MAAR 10). Determine the reliability of
the contractor's system for processing vendor payments and distributing costs to con-
tracts or other cost objectives. This audit should include the testing and matching of
purchase orders, receiving reports, and payments (this may require technical assistance
in some cases). Also, a verification should be made of purchase requisitions to contract
requirements (such as specifications or bill of materials) to determine whether contract
charges for purchases are for materials received and services provided in performance
of the Government contracts. Of concern here is that the contractor has valid time-
phased requirements and is not acquiring material far in advance of need (see 6-308).

(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-
vices to ensure they were performed or are being performed. MAAR 13 is a concurrent
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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:

e 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

e 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
records 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-
ceptable accounting basis (such as when a separate pool is maintained for expenses of this
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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 in-
tended 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

(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
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(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 go-
verning 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).

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
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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-
tries/exception reports related to materials to identify adjustments and/or exceptions that
require further audit analysis.
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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 me-
thod 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
equitable 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
proceeds of items sold or scrapped. Related adjusting entries should be evaluated for
appropriateness (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 ma-
terial.

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 7-2106 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:

e 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 6-3006).

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
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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 au-
dited in some meaningful way, such as dollar amounts, buyers, contracts, types of ma-
terial, 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 deli-
very 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.

¢. 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 in-
cluded, analyze the material cost to determine if a "breakout" (Government direct pur-
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chase) of common items would reduce costs charged to Government contracts. When war-
ranted, consult with the contracting officer and point out the possible desirability of acqui-
sition of items directly and furnishing them to the prime contractor as Government-
furnished material.

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 mate-
rials and the movement of these materials to the areas where the storage and usage func-
tions 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 sche-
dule.

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 interorga-
nizational 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).

¢. 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
processing to providing complete information technology services. Because many of the
functions performed by the service organizations affect the user organization's financial
data, FAO auditors performing audits at the user organization may need to obtain informa-
tion about the services being provided, the related service organization's controls, and their
effect on the financial data being audited (see 3-104.19 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 eva-
luated 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
services furnished. The auditor should review the contract to determine the nature of the
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services 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
areas.

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.

¢. 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 eva-
luate 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
coordinating 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 and listings of current Government contracts 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).

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
amounts included in cost representations, internal control evaluations will provide a basis

DCAA Contract Audit Manual



January 29, 2013 649
6-404

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 delibe-
rately falsified labor distribution, payroll, and other records. Examples include fraudu-
lent charges to cost-type contracts of costs applicable to firm-fixed-price work and frau-
dulent 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 mi-
scharged 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 budge-
tary 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 mi-
scharging 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 deli-
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veries made on Government contracts could reveal that no labor costs were charged to a
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 consi-
dered. 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 DCAAP 7230.1 Reimbursable
Audit Program Pamphlet). 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
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available audit resources, focus audit effort on those areas in which the Government's vul-
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 a