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By now, most readers are
aware of the GAO report
issued last July that dis-
closed instances where
DCAA failed to comply with
Generally Accepted Gov-
ernment Auditing Standards
(GAGAS).

GAO reported that contrac-
tors and Government con-
fracting officers improperly
influenced the audit scope,
conclusions, and opinions of
audits, that working papers
did not support reported
opinions, that DCAA supervi-
sors dropped findings and
changed audit opinions
without adequate evidence
for their changes, and suffi-
cient audit work was not
performed to support audit
opinions and conclusions.

The fallout from this report
has been extensive. A sena-
for expressed outrage and
called for firings. The Senate
Committee on Homeland
Security and Government
Affairs held hearings includ-
ing testimony from ag-
grieved auditors. Current
and former DCAA em-
ployees have been openly
critical of DCAA in publica-
tions and blogs. DoD ap-
pointed a "blue ribbon”
panel under the auspices of
the Defense Business Board
fo look into charges of mis-
conduct. And, DCAA asked
the DoD-IG fo review allega-
tions of shortcomings.

Meanwhile, DCAA has been
working internally to im-

prove its processes and pro-
cedures. DCAA immediately
announced that it would no

longer participate in “inte-
grated product feams”
(IPTs) or “alpha-contracting
processes. DCAA believed
that participation in these
programs can blur auditor
independence.

"

DCAA also issued a number
of memos telling staff not to
compromise adherence to
GAGAS. DCAA designated
last August as audit quality
month with “stand-down”
days fo emphasize com-
pliance. The agency also
inifiated projects to assess
staffing levels and to assess
the propriety and usefulness
of its metrics.

The metrics that DCAA used
to measure performance
seemed to be at the heart
of many of the perceived
problems. The DCAA Direc-
tor wrote that “... in some
instfances we may have let
metrics compromise perfor-
mance of an audit in ac-
cordance with auditing
standards.”

In September, DCAA an-
nounced sweeping reforms
of its performance meas-
ures. It eliminated 18 of its 19
existing metrics and added
eight new ones. Gone are
the metrics that rewarded
auditors for working faster.
Emphasizing speed often
leads to corner-cutting. Me-
frics like incurred cost prod-
uctivity, average hours per
assignment, dollars ex-
amined per hour, meeting
arbitrary cycle-time goals
are gone. These old metrics
tended to measure the
speed at which auditors
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performed their work and
were largely invisible to the
confractors under audit.

The new metrics tend to focus
on performing quality audits —
at least they all now begin
with the word “Quality”. How-
ever there is one metric in
particular that should concern
contractors and may become
problematic. This metric is en-
fitled “Quality — Audit Reports
with Findings” and the initial
goal is for 45 percent of all
audit reports be issued with
“findings” as an indication of
the tangible value of the audit
work performed by DCAA.

“Findings” in DCAA parlance
means questioned costs, disal-
lowed costs, internal control
deficiencies, or other excep-
fions depending upon the
particular audit. We are real
concerned that auditors, in
order to meet or exceed this
metric (of course, they will
want to exceed it for their own
promotion potential and bo-
nus payout) will begin to find
problems where none exist or
lose sight of materiality just o
generate an audit finding.

Audit findings will require con-
tractor time and resources to
address, refute, prepare cor-
rective actions plans, and
implement new internal con-
frol systems. Auditors may
want to stay a little longer and
dig a little deeper just to meet
their metric. This too will require
more contractor resources.

Contractors need to be aware
of DCAA's metric shift and
expect a more difficult audit
experience.



New rules for
amortizing actu-
arial gains and

losses

Most Government contrac-
fors are exempt from full
CAS coverage. However,
FAR incorporates many
CAS standards by specific
reference either fully or
partially.

The following standards are
incorporated into FAR; CAS
404, capitalization of tangi-
ble capital assets, CAS 412
and 413, pensions, CAS 415,
deferred compensation,
CAS 416, insurance and
CAS 420 independent re-

In September, the CAS
Board published an Ad-
vance Notice of Proposed
Rulemaking on the harmo-
nization of CAS 412 and 413
with the Pension Protection
Act of 2006 (PPA).

The PPA amended the
minimum funding require-
ments and tax-deductibility
of contributions to pension
plans and required the CAS
Board to revise CAS 412
and 413 to be consistent.

Essentially the proposed
rule makes two changes.
First, the Board is proposing
to reduce the amortization

CAS 403 requires that home
office residual expenses be
allocated to segments using
the three factor formula if
residual expenses (expenses
that cannot be specifically
identified to a particular
segment) exceed certain
operating revenue thre-
sholds (3.35% of the first $100
million, .95% of the next 200
million, .30% of the next $2.7
billion and .2% of all
amounts over $3 billion).

search and development.
Additionally, non CAS cov-
ered contractors have the
option to adopt CAS 409,
depreciation.

FAR 31.201-6, Accounting
for unallowable costs states
that the practices for ac-
counting for and presenta-
fion of unallowable costs
will be those as described
in CAS 405. FAR 31.203,
indirect costs, includes re-
quirements that sound very
much like CAS 418, alloca-

period for actuarial gains and
losses from 15 to 10 years. The
10 year amortization period
provides more fimely adjust-
ment of plan experience while
not infroducing unmanagea-
ble volatility. The second
change is the proposal to re-
vise the "assignable cost limita-
tion"” so that it does not apply
until the actuarial value of
assets equals or exceeds 125%
of the actuarial accrued liabili-
ty plus normal costs. These two
changes taken fogether
should reduce the volatility of
pension costs charged to
Government contracts.

These thresholds have not
changed since 1972 and
there have been a number of
calls to study and revise these
thresholds.

The CAS Board commissioned
a staff discussion paper (SDP)
to assess whether the current
thresholds require revision. The
staff concluded that a revi-
sion was appropriate and
recommended thresholds
starting at $470 million (com-
pared to $100 million). The

fion of direct and indirect
cosfs.

Sometimes auditors will
inappropriately rely on CAS
language in their evalua-
fion of non-CAS-covered
contracts. While CAS may
be helpful in evaluating
certain accounting prac-
fices, it isimportant to un-
derstand the contfext in
which an auditor has taken
a position on non-CAS-
covered contracts.

The Board also proposed a
five year transition period for
implementing these
changes in order to make
the possible cost increases
more manageable for pro-
curing agencies.

The proposed rule would
allow companies to use the
same actuarial methods
and valuation software for
ERISA, financial statement
and government contract
costing purposes. This will
allow contractors to avoid
unnecessary actuarial effort
and expense.

SDP was published in the
Federal Register in Febru-
ary. Three public comments
were received and all were
favorable to a change.

At the June CAS Board
Meeting, the board in-
structed the staff to finalize
the new threshold amounts.



Airport Security Fast-Pass Memberships - On June 25t, GSA
issued a bulletin to inform agencies that fees for individual
employee memberships in registered and/or trusted trav-
eler programs are not allowable expenses or reimburse-
ments for purposes of Federal government travel under the
Federal Travel Regulations (FTR). Please note that this par-
ficular prohibition does not apply to Government contrac-
tors. According to FAR 31.205-46, the only sections of the
FTR that apply to Government confractors are the maxi-
mum per diem rates, the definitions of lodging, meals, and
incidental expenses. We recently heard of a case where
DCAA attempted to use this bulletin fo question fast-pass
memberships.

Cost of Termination. When the Government terminates a
contract for convenience, it must compensate the con-
tractor for the incurred costs on the completed work, a fee
or profit on that work, and the termination costs. FAR plac-
es various limits on this compensation for both fixed and
cost reimbursement contracts. Sometimes it seems that the

For Government contrac-
tors with cost reimbursable
and T&M contracts, FAR
requires the submission of
adeqguate incurred cost
rate proposals within six
months after the end of
each fiscal year (see FAR
42.705-1(b)(1)). The clause
also states that adequacy
of the proposal and sup-
porting data will vary de-
pending on such factors as
business type, size and ac-
counting system capabili-
ties. For guidance on what
generally constitutes an
adequate final indirect cost
rate proposal and support-
ing data, the same FAR
section refers contractors to
DCAA’s Model Incurred
Cost Proposal in Chapter 6
of DCAA Pamphlet No.
7641.90, Information for
Contractors (click here to
download a copy of the
pamphlet).

What ...I Our
incurred cost
proposal’s

been rejected!

Recently, DCAA has be-

cost of terminating a contract exceeds what the Government
would have paid had the contract run its course. Recently
GAO looked into this and found it wasn't true.

Contractor Ethic Rules being revised. In response to Congres-
sional charges that the Bush Administration was frying to ex-
empt favored confractors performing in Irag and Afghanistan
(such as Hallibburton) from the new ethics rules, the exemptions
for contracts performed entirely outside the US and for com-
mercial contracts is being eliminated.

Note to self: the Taxpayer is the Customer. During the Senate
Committee hearings on DCAA's performance (see Page 1)
Senator Lieberman kept asking DCAA witnesses who their cus-
tfomer was. The witnesses all replied that their customer was
the confracting officer or the military services. The Senator
kept rebuking them, telling them that their customer was the
American taxpayer. You would have thought that after the
first rebuke, successive withesses would have known how fo
answer that question.

okl -

come more aggressive in
rejecting incurred cost pro-
posals with inadequacies.
According fo an "Alert” the
Agency issued in October
2007, inadequacies in-
cluded (i) failure to recon-
cile books of account to
claimed costs, (i) failure to
reconcile total payroll to
total labor distribution, {iii)
schedule of direct costs by
confract and indirect ex-
penses applied at claimed
rates, (iv) listing of audita-
ble subcontracts and re-
lated information, (v) listing
of costs billed/claimed on
T&M/Labor Hours contracts,
and (vi) schedule of cumu-
lative direct and indirect
costs claimed and billed.
The alert states that the
inadequate proposals from
major contractors have
contributed to an increase
in hours expended to per-
form the audit.

DCAA has sometimes in-

appropriately rejected
incurred cost proposals,
failing fo follow FAR and its
own guidance. In many
cases, the first ime a con-
fractor hears that its pro-
posal has been rejected is
in a letter from DCAA. This is
contrary to FAR 42.705-
1(b)(1) which requires the
contractor, contracting
officer, and auditor to work
fogether to make the pro-
posal, audit, and negotio-
fion process as efficient as
possible. It is also contrary
to DCAA's own guidance
which parrots the same FAR
wording except DCAA uses
the word “should” whereas
FAR uses the word “must”
work together.

If DCAAis acting precipi-
tously, remind them of the
FAR requirement to work
fogether. If your submission
is missing a schedule, quick-
ly provide it. If it's already
part of the submission, fell
them so.



Defective Product/Product
Substitution: Where con-
tractors deliver goods and
services which do not con-
form fo confract require-
ments.

Defective Testing: Failure of
a contractor to perform

contractually required tests,

or failure to perform such

Contractors can purchase
insurance or maintain a
program of self-insurance.
According fo FAR 31.205-19,
the cost of purchased insur-
ance or a “charge” for self
insurance is allowable sub-
ject to certain limitations.
Generally, the cost of pur-
chased insurance must fol-
low sound business practice
and the rates and premiums
must be reasonable. The
charges for self insurance
cannot exceed the cost of
purchased insurance. Self-

Recently, we had an ex-
perience where based on
a limited floorcheck (two
part-time employees) an
auditor wrote up five in-
ternal control or timekeep-
ing deficiencies. The audi-
for conducted his exit
conference over the
phone and then slyly
asked the company if for
audit report purposes, he
could simply indicate that
the confractor “reserved
comment” on his findings.
Since we were participat-
ing in the conference call,

testing in the required
manner.

Bid-Rigging: The absence of
competition deprives the
government of its most
reliable measure of what
the price should have
been.

Bribery and Public Corrup-

insurance charges for the risk
of catastrophic losses are
unallowable.

Actual losses except for no-
minal deductible provisions
in keeping with sound busi-
ness practices and minor
losses such as spoilage,
breakage, and disappear-
ances of small hand tools
that occurin the ordinary
course of business are unal-
lowable.

So, if you experience unin-

we advised the contrac-
tor to request the auditor
to draft statements of
conditions and recom-
mendations and provide
the company a reasona-
ble time to respond.

Reserving comment is
almost like pleading “no
contest”. It is a tacit ad-
mission of guilt. It allows
the auditor to issue an
audit report (and meet his
metric) without consider-
ing or addressing the con-
fractor’s side of the story.

tion: The breach of an em-
ployee's duty of loyalty.

Defective Pricing: Discussed
elsewhere in this newsletter.

A perceived or actual vi-
olation of the Truth in Nego-
fiations Act may serve as
the predicate for a fraud
investigation and civil or
criminal prosecution. DCAA

sured losses, don't count on
recouping the cost under
your Government con-
fracts.

Contractors with uninsured
losses from Hurricane Katri-
na are discovering this first
hand. They are taking big
hits on their profits.

You should review your
insurance coverage to
ensure that you have the
appropriate level of pro-
tection.

In this case, we felt the
auditor's conclusions were
wrong on many different
levels and the auditor had
failed to follow audit
guidance related to signi-
ficance and materiality.
More startling was his ad-
mission that he hadn’t
discussed his findings with
his supervisor.

The contractor has still not
received the written audit
findings — perhaps be-
cause the auditoris hav-
ing difficulty establishing
their legitimacy.

reviews every positive
defective pricing finding
for possible referral.

False Invoices. Submitting
progress payments and
public vouchers when
the contractor knowingly
failed to comply with
confract terms.



Here is a case worth watch-
ing because of the implica-
tions for contractors seeking
to modify their accounting
practices after contract
award.

The Navy awarded a cost
reimbursable contract to
Todd Shipyards for, among
other things, dry dock work.
The contract required the
contractor to maintain a dry
dock in certified status and
have it ready and available
for both scheduled and un-
scheduled repairs should the
government exercise its op-
tions.

Todd incurred costs to
achieve and maintain gov-
ernment certification of the
dry dock and it sought to

At the handshake date,
when the Government and
confractor have agreed
upon a price, the contrac-
toris required by the Truth
in Negotiation Act (TINA) to
certify that it has submitted
current, complete, and
accurate cost or pricing
data in support of ifs pro-
posal. DCAA has a regular
program of testing for
compliance with the Act. It
refers to these audits as
defective pricing reviews.

There are certain pre-
scribed tests the auditor will
perform in conjunction with
these reviews. You might
have heard some of these
arcane terms bandied
about without understand-
ing what they mean or why
the auditoris performing

account for certification
expenses as direct costs to
the confract. This was a
changed from its prior prac-
fice of allocating these types
of costs as indirect based on
dry dock usage.

The government denied the
claim on the basis that the
request was predicated on
the government's decision
not to exercise dry dock
options on a number of
ships. This was fully within the
government’s discretion.
Todd on the other hand
argued that the accounting
change was premised on
the government's promise to
reimburse it for the cost of
maintaining the dry dock in
a state of readiness. Moreo-
ver, Todd had sought gov-

the steps.

Audit Baseline. The audit
baseline is usually the last
proposal submitted by the
confractor to the Govern-
ment, adjusted for factual
information provided up to
and during negotiations.
The purpose here is to de-
termine all factual data
provided. Updated indirect
rates and updated/revised
vendor quotations are ex-
amples of factual data that
are often provided during
negotiation..

Underrun/Overrun Testing.
Underrun/overrun testing
identifies potential defec-
tive pricing leads by com-
paring actual costs in-
curred or current estimates

ernment approval for the
change from indirect to di-
rect prior to contract award
and pending resolution of an
equitable method of alloca-
tion, had “provisionally”
charged the costs indirect.

The government’s motion to
dismiss Todd’s appeal was
denied by the ASBCA. The
ASBCA ruled that the record
required development to
determine whether the ac-
counting change sought by
Todd was warranted, pros-
pective, allowable, and un-
reasonably denied as Todd
asserted, or was unjustified

and impermissibly inconsistent

and retroactive, as the gov-
ernment argued.

at completion to the audit
baseline. These are always
performed at the cost ele-
ment level and depending
on size and natfure of con-
tract, may be performed
for each line item.

Probe Transaction Testing.
Based on the foregoing
procedures and other risk
assessment steps, the audi-
tor will examine specific
transactions within the
highest risk major cost ele-
ments.

Reliance. In order fo prevail
in a defective pricing case,
the auditor must show that
the Government relied on
the cost or pricing data
submitted in establishing a
fair and reasonable price.

Accounting
changes after
contract award —
the reason for
making the
change is impor-
fant.

Shedding light on
strange terminol-

ogy



A/
9, Q"

A great place to begin

your search for new ac-

counting software

Justia Regulation Tracker
http://regulations.justia.com/.

Based in California, Justia is
focused on making legall
information, resources and
services easy to find on the
Internet. The company
provides Internet users with
free case law, codes, regu-
lations, legal articles and
legal blog databases, as
well as community re-
sources. Justia works with
educational, public interest

There are many advantag-
es fo storing backups on
the Net; you don’t need to
buy dedicated backup
software or DCs, DVDs, or
external USB drives, back-
ups are not stored locally
and thus secure against fire
and theft, and you can
access them from any in-
ternet connection. There
are some serious downsides
as well; you must depend
on a third party, transmit-
ting data over the internet

PNWC provides specialized
fraining in a variety of gov-
ernment contfracting areas.
Our standard training mod-
ules generally take three to
four hours while our ex-
tended training modules
are designed for one and
two days. PNWC training
qualifies for CPE in most
states.

PNWC training modules are
continuously updated to

and other socially focused
organizations to bring legal
and consumer information
to the online community.

The sections we find very
useful is the Regulation
Tracker. This allows a user to
search or browse all new
rules, proposed rules, ad-
ministrative orders, execu-
tive orders, and notices
that appear in the Federal
Register. You can browse
by Department (e.g. De-

infroduces additional secu-
rity risks, its generally slower,
you cannot create system
images, and you are de-
pendent on the service
remaining in business.

There are many alternatives
available, from the heavily
advertised Carbonite ($50
per year per machine) fo
the very capable EMC
Mozy Home ($5 per month
per machine). But one
service that has impressed
us is Jungle Disk from Ama-

reflect the most current
regulations and trends in
the Government including
current high risk areas iden-
fified by DCAA.

Current fraining modules
include:

e Truthin Negotiations
(TINA)

e  FAR Cost Principles
(Allowable and Unal-

parfment of Defense), by
Agency (e.g. the Federal
Procurement Policy Office
for CAS related regulations)
or by year. Alternatively,
you can search by key
word or phrase.

There is considerably more
to this website than just the
regulation tracker. It con-
tains links to the cases from
most Federal courts and
other educational and
informative materials.

zon (the book people).

With Jungle Disk, any num-
ber of machines can
access one account. Pric-
ing is $20 to buy the pro-
gram with a monthly
charge based on volume.
10GB of storage would cost
about $2.50 per month. For
companies that don’t re-
quire a huge amount of
online storage, thisis a cost-
effective way to go.

http://www .jungledisk.com

/index.aspx

lowable costs)

. Infernal Controls over
Labor and Timekeep-
ing

. Infernal Controls over
Estimating Systems

. Ethics for Government
Conftractors

e Terminations and
Claimes.



In past issues, we've dis-
cussed the new require-
ment for contfractors to
implement ethics codes
and to post hotline posters.
This requirement applies to
contracts over $5 million
and 120 days duration
awarded after December
24,2007.

Within 30 days of contract
award, contractors must
have a written code of
business ethics and con-
ductin place and have
provided a copy to each
employee. Additionally, the
contractor must promote
compliance (there's a va-
gue and ambiguous term
that is certain to lead to
disagreements between
confractors and the Gov-
ernment) with its code.

Unless the company is a
small business concern, the
contractor must establish
an ongoing business con-
duct awareness program

The CCDR system serves as
the primary cost database
for most DoD cost estimat-
ing efforts. DoD uses data
collected in the CCDR to
prepare program cost es-
timates for major systems,
develop independent
Government cost estimates
in support of cost and price
analysis and to estimate
future contract costs, and
other long range planning
efforts.

There are four levels of re-
porting requirements; |, 1A,
Il, and lll depending on

projected cost. Category
|A refers to special interest

and an internal control sys-
tem, within 90 days after
award. The internal conftrol
system is infended to facili-
tate discovery of improper
conduct in connection with
Government confracts. Feo-
tures of such systems may
include periodic reviews of
company business practices,
internal reporting mechan-
isms such as hotlines, audits,
and disciplinary actions for
improper conduct.

Enforcement by the Contract-
ing Officer

With respect to enforcement
of the new rule's mandatory
requirements, guidance in-
cluded with the rule clarifies
that contracting officers are
not expected to verify com-
pliance with the rule, but
may inquire about com-
pliance as part of their con-
fract administrative duties.
Some contractors and even
some within the Government
have latched upon this to
discount the importance of

programs. Reporting re-
quirements and the level of
detail required, will vary
depending on category.

The Defense Cost and Re-
source Center (DCARC) is
the primary organization
responsible for reviewing
CCDRs. Upon receipt of a
CCDR from the contractor,
DCARC performs a valida-
fion for numerical and cler-
ical accuracy and consis-
tency. Based on its review,
DCARC eitherissues a vali-
dation memorandum or, if
the CCDR fails validation,
will require the contractor
to devise and implement a

the requirement, believing

that there is no punishment for

failing to comply. Surprisingly,

the Chief of the Army Pro-

curement Fraud Branch wrote ﬁ
that contracting officers are
not going to evaluate the
internal control system but
only verify its existence and
prime contractors don't need
to monitor their subcontrac-
for’'s compliance, just verify
the subs have a system.

Don't believe that no one

from the Government will

But don’t forget about the

auditor. ever check to see it you

comply with the new eth-
We believe this attitude for-

gets the role of the auditorin
assessing contfract com-
pliance and the adequacy of
contractor internal control
systems. DCAA is already fest-
ing compliance with this regu-
lation in post-award account-
ing system audits (small con-
fractors) and overall environ-
ment and accounting conftrol
audits (large contractors).
Failure to comply will result in
at least a significant internal
confrol deficiency.

ics regulations.

corrective action plan.

Most of the time, DCARC will
request audit assistance in
its validation phase. Auditors
typically verify CCDR data
to contractor books and
records and review for con-
fractor compliance as to
the flow-down requirements
for subcontractors. Recent-
ly, new guidance was issued
instructing auditor to report
as a deficiency the contrac-
for's failure fo document
within its overall accounting
and management policies
and procedures, specific
procedures for accumulat-
ing data and preparing
CCDR reports.
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We're on the Web!
See us at:
www.pacificnwc.com

PNWC is dedicated to pro-
viding Government confract
consulting, litigation support,
and fraining services. We
provide affordable consulting
and fraining services to help
Government contractors
grow their business, increase
profits, and comply with
Government contracting

Pacific Northwest Consul-
tants, LLC was formed in
January 2006 by four indi-
viduals who decided to
combine their various ex-
pertise and interests info a
full-service Government
consulting group. Com-

rules and regulations.

PNWC'’s consulting and train-
ing services include forward
pricing, incurred cost, termi-
nations and equitable ad-
justments, cost accounting
standards and defective
pricing allegations. We assist
in developing adequate
internal conftrol systems and

bined, PNWC'’s consultants
and trainers have over 120
years of Government con-
fracting experience with
the Defense Contract Audit
Agency. Two of the four
are licensed CPAs and hold
a variety of other ad-

PACIFIC NORTHWEST CONSULTANTS, LLC

700 NW GILMAN BLVD., #383

ISSAQUAH, WA 98027-5335

company-wide ethics pro-
grams.

PNWC staff has extensive
teaching experience. They
have developed and pre-
sented training classes cover-
ing all aspects of Govern-
ment confracting.

vanced degrees and certi-
fications. All have had
teaching experience at the
collegiate level.




