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7-001

CHAPTER 7

7-000 Selected Areas Of Cost

7-001 Scope of Chapter

a. This chapter discusses items of cost
and accounting methods requiring special
attention. The guidance furnished is ori-
ented toward audit methods and techniques
and is not intended as a substitute for, or
interpretation of, the Federal Acquisition
Regulation.

b. Expenses which are questioned
based on allowability, allocability and/or
reasonableness criteria must reference the
applicable FAR/DFARS, Part 31 (see 6-
608.3).

c. If the contractor included expressly
unallowable costs in the final indirect cost
settlement proposal, the auditor should
question the costs and recommend to the
ACO that the costs be subject to the pen-
alty provisions at FAR 42.709. Expressly
unallowable costs are defined in FAR
31.001 (see 6-609.le.). The term “ex-
pressly unallowable costs,” as it is used in
the penalty regulation, includes only those
costs that are expressly unallowable under
FAR 31.205 or applicable agency supple-
ment.

7-100 Section 1 --- Computer Cost Allocation (Algorithm)

7-101 Introduction

This section contains guidance for
evaluating the accounting for computer
programming and reprogramming costs and
computer operating costs.

7-102 Allocation of Computer Operating
Costs

7-102.1 General Principles

a. DCAA policy requires that where
computer costs are material, the FAO
audit  staff should develop an
understanding  of  computer  cost
composition and test the contractor's use
of the criteria sufficiently to assure that
costs are distributed in an equitable
manner. If an algorithm is used, and costs
distributed are significant, periodic audit
evaluation of the algorithm is essential.

b. This coverage addresses a common
situation where a contractor has a
computer system designed to be
responsive to only the internal needs of
the organization. Adjustments will have
to be made to the audit program to handle
the other types of computer system
environments which the auditor may
encounter. Adjustments should be made
on a case by case basis.

c. This section primarily addresses
billing algorithms. However, many of our
contractors distribute IT costs through
general indirect cost allocations. In those
cases auditors must still determine
whether methods used to distribute IT
costs are equitable. While algorithms
based on resource utilization are gener-
ally preferable, an algorithm is not re-
quired if indirect cost distribution is equi-
table.

d. Cost Accounting Standard 418 as
related to computer costs provides for con-
sistent determination of direct and indirect
costs. It provides criteria for the accumula-
tion of indirect costs including service cen-
ter and overhead costs in indirect cost pools
and provides guidance on selection of allo-
cation measures based on the beneficial or
causal relationships between an indirect
cost pool and cost objectives. Refer to CAS
418 (8-418) for additional details.

e. Billing algorithms used by contrac-
tors to allocate computer costs should be
included in a contractor's disclosure
statement in order for the disclosure
statement to be considered adequate (see
8-206).

7-102.2 Algorithm Development

a. A computer billing algorithm is a
mathematical formula used to develop the
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amount to be charged a customer, contract
or overhead pool for services. The formula
is based on such factors as type of equip-
ment used, storage media utilization and
space allocation, type of processing, re-
sponse or turnaround time, and time of day
services are provided. In a complex IT
environment, a wide range of IT support is
provided to various system users. Develop-
ing an algorithm to equitably distribute 1T
costs may incorporate all major IT re-
sources or only a few. The greater the
variation in types of application or services
provided, the greater the need for a more
complex algorithm. The cost of developing
a complex algorithm, including subsequent
recording of computer use through internal
software, is normally compared with the
benefit (exactness) of such an algorithm. If
it can be demonstrated that an algorithm
using only two or three resources is equita-
ble, a complex algorithm is not necessary.

b. Resources typically measured and
collected for construction of a user charge
include:

--- Central processor (CPU) time - the
amount of CPU time required to accom-
plish a specific task.

--- Computer memory requirements -
many algorithms consider the amount of
memory (bytes) used for each job.

--- Input/output transactions - with the
wide range of data input/output devices
such as magnetic tape, disks, and terminals,
algorithms often consider the number of
times such equipment is accessed.

--- Direct access storage requirements -
tape and disk storage requirements are of-
ten considered, including the amount of
disk workspace and number of tape devices
and/or tape mounts required by each job.

c. Typically, accounting information is
collected by operating system software for
each user application. In addition, the oper-
ating system usually contains provisions
for user-supplied routines to collect utiliza-
tion data. Numerous software vendors have
developed specialized software packages to
reduce these data and generate a variety of
management reports. Such packages often
provide time-sequenced resource utilization
statistics that can be used to develop billing
criteria and make recommendations on
improving overall system efficiency.
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d. Billing information is usually gener-
ated by a billing algorithm. Often the final
billing unit is an average resource unit in-
corporating the various algorithm compo-
nents. A simple example is shown below:

Resource unit = CPU time X coefficient

+ Memory usage X coefficient

+ Input/output transactions X coeffi-
cient

+ Printer time X coefficient

e. The coefficients, which include but
are not limited to staff costs, programming
costs, and hardware costs, should be evalu-
ated for applicability. Most often, coeffi-
cients reflect a ratio between the cost of a
specific resource and the total availability
of the resource (for example, cost of CPU
divided by total available CPU seconds.)

7-102.3 Audit Objectives in Algorithm
Evaluation

When evaluating computer billing algo-
rithms, audit objectives include:

a. Developing an overall understanding
of allocation methods used.

b. Verifying that algorithm compo-
nents accurately represent resources used.

¢. Validating that there are sufficient
controls to assure that billings are proc-
essed in an accurate and reliable manner.

d. Determining whether all applicable
costs are included in the development of the
coefficients.

e. Validating that the individual rates or
c?eiéficients are accurate and properly ap-
plied.

f. Testing allocation criteria to assure
that computer cost allocations are equita-
ble.

7-102.4 Algorithm Review Techniques

For purposes of algorithm evaluation, a
structured audit approach is suggested as
outlined in the following subparagraphs. A
billing algorithm summary checklist, as
shown in Figure 7-1-1, is often useful to
control necessary audit steps.

a. Determine billing formula risk and
materiality. If billing algorithms do not dis-
tribute a material amount of contract cost
(direct and/or indirect), the need for a de-
tailed algorithm review may be obviated.
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b. Request contractor support for the
billing formula:

(1) Explanation of the algorithm. Gener-
ally the contractor should have documented
the algorithm. Consideration should be given
to any tests (benchmarks) performed to vali-
date the algorithm.

(2) IT resources used in the algorithm.
The contractor should be able to identify
which resources have been included in the
formula and the rationale, if applicable, for
excluding major resources.

; (3) Cost distributed during recent peri-
ods.

(4) Accounting treatment of variances.
This is a critical area as the timing of vari-
ance adjustments and accounting treatment
can significantly impact costs distributed to
contracts.

(5) Current inventory of IT equipment.
This will be valuable when determining
whether all appropriate resources are in-
cluded in the algorithm. In addition, it is
essential for adequate equipment mainte-
nance and control that the contractor have
detailed visibility of IT resources.

¢. Compare billed IT costs with actual:

(1) Are procedures established for equi-
table and timely treatment of identified
variances?

(2) If there are significant recent vari-
ances, has the algorithm been adjusted for
more accurate cost distribution?

(3) Does the contractor compare costs
for periodic runs of the same job; for ex-
ample, payroll? Are significant differences
investigated?

(4) Does the contractor make periodic
revisions to projected rates as a result of
changes in estimated costs or usage of a
component?

(5) Are discounted coefficients offered
for off-hours usage?

(6) Has an evaluation been made of the
contractor's previous projections of com-
puter component rates by comparison of
actual rates to projected rates? What are the
reasons for significant variances such as
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unplanned usage or nonusage, or the in-
crease or decrease in costs? If the contrac-
tor makes periodic reviews of projected
rates, arrange to audit these reviews. If
there have been significant variances due to
volume differences, perhaps more frequent
reviews should be recommended.

d. Verify major IT resources. Critical
considerations for an algorithm are whether
it is based on verifiable usage data, and
whether resources used in the algorithm
accurately represent services provided sys-
tem users. Consider whether:

(1) All major resources are included in
the algorithm.

(2) Resource usage is based on verifi-
able data.

(3) Resources are costed appropri-
ately.

(4) Algorithm components are restricted
to IT resources.

(5) Lease agreements for equipment
have been considered.

(6) Equipment costs are properly de-
termined for each grouping.

(7) The algorithm includes any unal-
lowable costs, such as excessive rental
charges for IT.

e. Evaluate coefficients and other fac-
tors:

(1) Are coefficients based on verifiable
data?

(2) If there are outside sales of IT ser-
vices, are the services comparable to in-
house applications and are they priced
comparably to in-house IT support?

f. Manually compute the billing for-
mula for selected major Government pro-
jects:

(1) Can the algorithm be computed us-
ing verifiable data?

(2) Is the manual calculation reconcil-
able to the machine output?

(3) Can coefficients and factor utiliza-
tion be accurately verified?

(4) Are comparisons of items such as
tT)Pi ratio of cost input to IT billings reason-
able?
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Figure 7-1-1

Figure 7-1-1 (Ref.7-102.4)
Billing Algorithm Summary Checklist

Working
Papers
Audit Step Reference | Auditor Date

1. Risk evaluation

2. Contractor support

Obtain explanation of algorithm

List IT resources in algorithm

List distributed IT costs by quarter

Identify accounting treatment of variances

o|alo|o|w

Identify IT policies/procedures for cost
treatment

—h

Obtain current inventory of all IT
equipment

3. Compare billed IT costs with actual

a. Variance treatment

b. Timing of adjustments

c. Are fixed-price/commercial type variances
substantial

4. Verify IT inventory (consider sampling
techniques)

a. Purchase agreements

b. Are major resources in algorithm?

5. Evaluate coefficients and other factors —
Are coefficients based on verifiable data?

6. Manually compute billing formula for major
Government projects

a. Is it based on available/verifiable data?

b. Is the m_anual calculation reconcilable to
machine form?

¢. Can coefficients/factors be verified?

d. Are parity checks such as contribution to
cost comparable?
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7-102.5 Billing Algorithm Example

a. When internal measurements are
used, billing rates are developed to allocate
the cost of each major component on the
basis of the component's usage. These
billing rates are usually computed annually
and are developed by dividing the
estimated annual cost associated with each
component by the estimated annual usage
of the component. The billing may be made
in one of two ways: (1) separate billing rate
for each component or (2) a single overall
rate which is applied to equivalent units of
usage for each component.
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Figure 7-1-2

b. Computer costs can be distributed
equitably using a wide range of mathemati-
cal techniques. As previously discussed, it
is important that a contractor clearly docu-
ment methods used, and base cost alloca-
tions on verifiable cost and utilization data.

c. The example in Figure 7-1-2 includes
a five-resource cost allocation. For
illustration purposes, one resource-magnetic
tape drives-is traced through a weighting
factor (coefficient) adjustment and the rate
calculation. Coefficients are not essential but
are included in  many algorithms.
Accordingly, a typical coefficient is included
in the example.

Figure 7-1-2
Billing Algorithm Example

1. Formula resource components are:

Resource Allocated Unit of Measure Charge/Prime Shift
CPU CPU hours $300/hr
Memory 1024 work block hours $5/hr
Disk Channel Time Channel hours $25/hr
Tape Channel Time Channel hours $10/hr
7- and 9-track Tape Drives Elapsed hours $5/hr

2. The coefficient is computed using the following algorithm:

Costr

CFW = X Total r X % used
T Cost

CWF = computer weighting factor or coefficient to equalize billings.

Cost r = cost of resources being allocated
T Cost = total IT costs to be allocated

Total r = number of resource units available

% used = percent resources are used

3. If we want to illustrate the weighting factor for tape drive utilization, we can assume
the following data was available in contractor records.

Costr=$12,500

T Cost = $3,000,000
Total r = 16 tape drives
% used = 70%

4. Substitute into the algorithm:
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12,500
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CFW = ——— X'16 X70% = .046

3,000,000

5. After developing an application weighting factor (coefficient), a rate is normally de-
veloped for the resource. Again for illustration purposes.

Costr X 1
Max r hours CWF

Rate =

6. If contractor records show:

Cost r = $12,500
Max r (prime shift) 16 tape drives

X 40 hrs/wk X 52 wks = 33,280
(second shift) 16 tape drives
X 40 X 52 X 50% disc 16,640
49,920
7. Substituting:
Rate = $12,500 X i = $.25X21.7 = $5.43
49,920  .046

8. As shown above, manually calculating the rate for tape drives shows an actual rate of
$5.43. If a billing rate of $5.00/hr is used and utilization forecasts are accurate, tape

drive cost will be underabsorbed.

d. As billing algorithms vary widely,
this example should not be viewed as
typical. However, it does demonstrate
potential algorithm complexity. Accord-
ingly, the approach suggested in 7-102.4
provides a frame-work for developing an
audit opinion without evaluating and test-
ing each component of the algorithm. If
each factor or algorithm component can-
not be verified by historical or current
data, risk that costs are unequitably dis-

tributed is greatly increased. In such
cases, the audit report should recommend
that billing algorithms be based on verifi-
able data and that they include major IT
resources used.

e. In many instances contractors may
simplify the billing process. The example
below addresses CPU costs only (other
resources would be billed similarly), and if
estimated CPU utilization is reasonable,
billed costs would be equitable.
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Cost of CPU for billing period

Coefficient =

Available CPU seconds for billing period

Cost of CPU for billing period = $15,000

Available CPU seconds = 720,000

$15,000
720,000

Coefficient = = $0.020833

Billed amount = $.020833 X CPU seconds consumer for each job

7-103 Significant Nonrecurring Costs of
Computer Programming and
Reprogramming

7-103.1 General Principles

Equity in accounting for significant non-
recurring costs of computer programming
and reprogramming usually requires that
such costs be capitalized/amortized. The
initial programming costs are incurred in
order to place the computer into operation
and as such are normally as much a part of
the initial costs of the computer as are the
equipment installation costs. A major change
in either the equipment or the system usually
involves the incurrence of significant repro-
gramming costs. These costs will normally
benefit future periods in much the same
manner as major modifications of the
equipment. On the other hand, established
programs are subject to minor refinements
and improvements, the costs of which are
chargeable to current operations in much the
same manner as minor repairs.

7-103.2 Amount to Be Capitalized

The amount of programming or re-
programming costs to be capitalized
should represent the actual costs incurred
by the contractor in preparing and testing
the program; that is, all applicable direct
and indirect costs should be included up
to the point the program becomes opera-
tional.

7-103.3 Amortization Period

The length of the amortization period
should be established on the basis of the
estimated number of years that will benefit
from the incurrence of the programming or

reprogramming costs. As a general rule the
period of amortization of those programs for
which there appears to be a continuing need
should not exceed the anticipated useful life
of the computer. A shorter amortization pe-
riod should be used in those cases where the
contractor can demonstrate by historical data
or otherwise that the useful life of the pro-
gram is shorter than that of the computer. At
the larger computer centers, where numerous
programs may be involved, an averaging of
the expected lives of various programs may
be acceptable when such procedure results in
a reasonable amortization of the related pro-
gramming costs over the years benefited.

7-103.4 Amortization Method

The method used to amortize the costs
over the estimated useful life of the program
should be based on the contractor's normal
practice applicable to other items of soft-
ware. Where this is not possible, any reason-
able method of amortizing such costs over
the estimated useful life of the program
should be considered acceptable particularly
if the method is the same as that used for
depreciating the equipment.

7-103.5 Justification for Immediate
Charging to Current Operations

In some circumstances, the contractor
may represent that the desired objective of
capitalization/amortization as outlined above
is substantially and consistently achieved by
charging to current operations all program-
ming and reprogramming costs when and as
they are incurred. Due consideration should
be given to such representation, provided the
contractor submits sufficient data in support
of the representation.
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7-104 Accounting for the Costs of
Computer Software for Internal Use
(SOP 98-1)

7-104.1 Applicability of SOP 98-1

On 4 March 1998, the Accounting Stan-
dards Executive Committee (AcSEC) of the
AICPA issued Statement of Position (SOP)
98-1, Accounting for the Costs of Computer
Software Developed or Obtained for Internal
Use. In the absence of coverage in FAR,
CAS, or other Government regulations, Gen-
erally Accepted Accounting Principles will
be used for contract costing purposes. All
contractors, except state and local govern-
ments, will follow the provisions of SOP 98-
1, effective for fiscal years beginning after
December 15, 1998.

7-104.2 Major Requirements of SOP 98-1

a. Characteristics of Internal-Use Com-
puter Software. SOP 98-1 defines internal-
use software as software having both of the
following characteristics:

o the software is acquired, internally-
developed, or modified solely to meet
the entity’s internal needs; and

e during the software’s development or
modification, no substantive plan ex-
ists or is being developed to market
the software externally.

b. Capitalize Versus Expense. SOP 98-1
stipulates that capitalization of costs should
begin after both of the following have oc-
curred: (1) management, with the relevant
authority, authorizes (implicitly or explic-
itly) and commits to funding a computer
software project and believes that it is
probable that the project will be completed
and the software will be used to perform
the function intended; and (2) conceptual
formulation, evaluation and selection of
possible software project alternatives (re-
ferred to as the “preliminary project stage”)
have been completed. After completion of
the preliminary project stage, the project
proceeds to the “application development
stage.” Costs related to this stage are capi-
talized. The application development stage
generally includes:

o Designing the chosen path, including
software configuration and software
interfaces;
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e Coding;

¢ Installation to hardware; and

e Testing, including parallel processing
phase.

The costs of data conversion from old
to new systems, such as purging or clean-
sing of existing data, reconciliation or bal-
ancing of the old data and the data in the
new system, creation of new/additional
data, and conversion of old data to the new
system, should be expensed. Costs to de-
velop or obtain software that allows for
access to or conversion of old data by new
systems should be capitalized.

Capitalization should cease when a
computer software project is substantially
complete and ready for its intended use.
Computer software is ready for its intended
use after all substantial testing is com-
pleted. Costs incurred during the post-
implementation/operation stage, such as
maintenance and training costs, should be
expensed as incurred. The SOP states that
even if training cost is incurred during the
application development stage, it should be
expensed as incurred.

Costs of significant upgrades and en-
hancements to internal-use computer soft-
ware should be capitalized if it is probable
that those expenditures will result in sig-
nificant additional functionality. Additional
functionality is defined as changes to the
software so that it may perform a task it is
not currently able to perform.

c. Capitalizable Costs. The following
costs incurred during the application devel-
opment stage should be capitalized:

e External direct costs of materials and
services consumed in developing or
obtaining  internal-use  computer
software, such as costs incurred to
obtain computer software from third
parties;

e Payroll and payroll-related costs for
employees who are directly associated
with and who devote time to the inter-
nal-use computer software project, to
the extent of the time spent directly on
the project.

o Interest costs incurred while developing
internal-use computer software (See 7-
104.3a).

d. Component Accounting. SOP 98-1
applies to the individual components or
modules of the computer system. For each
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component or module of a software project,
amortization should begin when the com-
ponent or module is ready for its intended
use, even though the entire software system
will not be completed until a later account-
ing period.

e. Amortization Method. SOP 98-1
provides that capitalized costs should be
amortized over the useful life of the soft-
ware on a straight-line basis unless another
systemic and rational basis is more repre-
sentative of the software’s use. For exam-
ple, accelerated methods of amortization
may be appropriate when the utilization of
the software is significantly greater in the
earlier years of the useful life than the later
years.

7-104.3 Audit Considerations

a. SOP 98-1 stipulates that interest
should be capitalized in accordance with
the provisions of FASB Statement No. 34,
Capitalization of Interest Cost.
FAR 31.205-10(c) disallows actual interest
cost in lieu of the calculated imputed cost
of money. FAR 31.205-10(b)(1) provides
that for capital assets under construction
cost of money computed in accordance
with CAS 417 is allowable whether or not
the contractor has contracts subject to CAS.
However, the difference may not be mate-
rial in most cases. Auditors should not take
exception to contractor’s capitalization of
actual interest costs if the amount does not
differ materially from the cost of money
calculated in accordance with CAS 417.

b. SOP 98-1 provides that general and
administrative (G&A) costs, overhead
costs, and training costs should not be capi-
talized as costs of internal-use software --
those costs relate to the period in which
they are incurred. The expensing of G&A
and overhead costs allocable to capitalized
projects conflicts with the fundamental
requirements of CAS 410 and 418 that
require such costs to be allocated to cost
objectives, including capitalized projects.
Auditors should first consider the material-
ity of G&A and overhead costs allocable to
capitalized projects when addressing this
issue. If the impact would be significant,
the auditors should work with the contract-
ing officer regarding how best to protect
the government’s interest without unduly
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burdening the contractor or the Govern-
ment.

c. At contractor locations where the
Government, in the past, has allowed the
expensing of the costs of developing internal
use software, special care must be taken to
ensure the costs are not double recovered by
the contractor (i.e., the costs expensed in
prior periods are capitalized and amortized
in the current and future periods). Further,
contractors that previously expensed the
costs of software developed or obtained for
internal use will be required to change their
accounting practices to comply with SOP
98-1. Contractors with CAS-covered con-
tracts may be required to submit a revised
disclosure statement in accordance with
FAR 52.230-2(a)(2) (full CAS-coverage),
52.230-3(a)(3)(i) (modified CAS-coverage)
and 52.230-5(a)(2) (educational institutions).
Further, in accordance with FAR 52.230-
6(a), the contractor may be required to pro-
vide the contracting officer the total potential
impact of the change in accounting practice
on contracts containing the CAS clause and
a general dollar magnitude of the change.

7-105 Accounting for Costs Related to
Enterprise Resource Planning (ERP)
Systems

7-105.1 Introduction

Many contractors are investing signifi-
cant resources in implementing Enterprise
Resource Planning (ERP) systems to reengi-
neer their business processes and to replace
legacy systems that no longer meet their
needs. A typical ERP project involves reen-
gineering business processes and selecting
and implementing commercially available
software packages from the vendors such as
SAP, Oracle, Deltek, etc. This section pro-
vides guidance on accounting treatment of
cost related to ERP systems. (See 5-406.7
for guidance related to audit of ERP systems
internal controls.)

7-105.2 Applicability of EITF Issue No.
97-13 and SOP 98-1

Financial Accounting Standards Board
(FASB) Emerging Issue Task Force
(EITF) Issue No. 97-13, Accounting for
Costs Incurred in Connection with a Con-
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sulting Contract or an Internal Project that
Combines Business Process Reengineer-
ing and Information Technology Trans-
formation, dated November 20, 1997,
addresses the issue of business process
reengineering activities. EITF Issue No.
97-13 sets forth the typical activities of a
business process reengineering project
that is part of a broader software imple-
mentation project, such as an ERP pro-
ject. It also incorporates the proposed
AICPA Statement of Position (SOP) 98-1,
Accounting for Costs of Computer Soft-
ware Developed or Obtained for Internal
Use, which was finalized on March 4,
1998, on internal-use software as guid-
ance on accounting for the software ele-
ments of the information technologies
transformation projects. The detailed au-
dit guidance on SOP 98-1 is provided in
7-104. In the absence of specific coverage
in FAR, CAS, or other Government regu-
lations, Generally Accepted Accounting
Principles, including EITF Issue No. 97-
13 and SOP 98-1, are the principles con-
tractors must use in accounting for costs
related to implementing ERP systems for
contract costing purposes.

7-105.3 Business Process Reengineering
(EITF Issue No. 97-13)

a. EITF Issue No. 97-13 provides that
the cost of business process reengineering
activities, whether performed internally or
by third parties, is to be expensed as in-
curred. This also applies when the business
reengineering activities are part of a project
to acquire, develop, or implement internal-
use software. The costs associated with the
following business process reengineering
activities should be expensed as incurred:

(1) Preparation of request for proposal.

(2) Current state assessment: The
process of documenting the entity’s cur-
rent business process, except as it relates
to current software structure. This activ-
ity is sometimes called mapping, devel-
oping an “as-is” baseline, flowcharting,
or determining current business process
structure.

(3) Process reengineering: The effort to
reengineer the entity’s business process to
increase efficiency and effectiveness. This
activity is sometimes called analysis, deter-
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mining “best-in-class,” profit/performance
improvement development, or developing
“should-be” processes.

(4) Restructuring the work force: The
effort to determine what employee makeup
iS necessary to operate the reengineered
business processes.

b. Because ERP projects combine in-
ternal-use software (governed by SOP 98-
1) and business reengineering activities
(governed by EITF 97-13), it is important
to properly classify such activities. Some
of the reengineering activities could be
occurring concurrently with software im-
plementation. For costs to be expensed as
reengineering activities, the focus of the
activities should be on process rather than
software systems. This is true even if con-
tractor employees, outside consultants, or
software vendors involved in these activi-
ties may have information technology and
software application expertise.

c. When an outside consultant or a
software vendor is used to complete an
ERP project, the total price of the contract
may include multiple elements, such as
business process reengineering, software
costs, training, maintenance support, etc.
EITF Issue No. 97-13 provides that the
cost should be allocated to each element
based on the relative fair values of those
separate activities, not necessarily the
separate prices stated within the contract
for each element. This is important be-
cause some of these costs are required to
be capitalized as discussed in 7-105.4
below. The information such as vendor
price lists, price charged or quoted by
similar vendors, or vendor pricing sheets
(rates per hour times budgeted hours) can
be used to determine the separate activity
market prices. Auditors should ensure that
the estimate of fair value assigned to each
activity is reasonable and that contractors
have adequate procedures to allocate the
consulting costs between business reengi-
neering activities and internal-use soft-
ware development activities (i.e., prelimi-
nary, application development, and post-
implementation).

7-105.4 Computer Software Developed
or Obtained for Internal Use (SOP 98-1)

a. The software element of ERP pro-
jects should be accounted for in accordance
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with SOP 98-1. SOP 98-1 requires compa-
nies to capitalize and amortize many of the
costs associated with developing or obtain-
ing software for internal use. A typical
ERP project encompasses a wide range of
software related activities, such as software
acquisition, configuration, modification,
data conversion, maintenance, etc. Ac-
counting treatment of those activities
should be determined based on the criteria
specified in SOP 98-1 as discussed in 7-
104.

b. If a contractor has a software li-
cense and software maintenance contract
from an ERP vendor, the software license
costs are capitalized, while the software
maintenance portion of the contract is
expensed.

c. ERP systems generally involve sev-
eral modules or components. SOP 98-1
applies to the individual modules or com-
ponents of the computer system. For each
component or module of a software pro-
ject, amortization should begin when the
component or module is ready for its in-
tended use, regardless of whether the
software will be placed in service in
planned stages that may extend beyond
the reporting period. Auditors should en-
sure that contractors separately account
for costs by module or component to
comply with this requirement. Computer
software is ready for its intended use after
all substantial testing is complete. If the
functionality of a module is entirely de-
pendent on the completion of other mod-
ules, amortization of that module should
begin when both that module and the
other modules upon which it is function-
ally dependent are ready for their in-
tended use.
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7-106 Accounting for Costs of Computer
Software to be Sold, Leased or
Otherwise Marketed (FASB No. 86)

a. FASB Statement No. 86 "Account-
ing for the Costs of Computer Software to
be Sold, Leased or Otherwise Marketed,"
specifies the financial accounting treat-
ment for the costs of computer software
sold, leased, or otherwise marketed either
as a separate product or as a part of an-
other product or process. FASB No. 86
identifies the point in time that research
and development costs incurred in the
process of creating a software product to
be sold, leased, or otherwise marketed
become production costs which should be
capitalized and amortized over future
sales.

b. FASB 86 provides that costs in-
curred internally in creating a computer
software product are to be charged to
expense when they are incurred as re-
search and development until "techno-
logical feasibility" has been established
for the product. Technological feasibility
is established when either (1) the detailed
program design has been completed or
(2) a working model has been developed.
After technological feasibility has been
established, all software production costs
are to be capitalized and reported on the
financial statements at the lower of un-
amortized cost or net realizable value and
are to be amortized based on current and
future revenue. Capitalization of software
costs shall stop when the product is
available for general release to custom-
ers.
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7-200 Section 2 --- Lease Cost

7-201 Introduction

This section provides guidance for
evaluating leasing costs.

7-202 Applicable Contract Regulations

7-202.1 Applicability of FASB
Statement 13

Guidance for the treatment of lease
costs is covered by Financial Accounting
Standards Board (FASB) Statement No. 13,
Accounting for Leases. The Statement is
effective for leasing transactions and revi-
sions entered into on or after January 1,
1977. For leases in effect on January 1,
1977, FASB Statement 13 was optional
until fiscal years beginning on or after De-
cember 31, 1980. FASB Statement 13 is
incorporated in FAR 31.205-36 (Rental
Costs), and FAR 31.205-11 (Depreciation).

7-202.2 Applicability of FAR

FAR 31.205-36 applies to the cost of
renting or leasing real and personal prop-
erty, acquired under operating leases (see
7-205) as defined in FASB Statement No.
13. If the lease is classified as a capital
lease, the provisions of FAR 31.205-11
(Depreciation) apply (see 7-413).

7-202.3 Applicability of CAS

CAS 404, Capitalization of Tangible
Assets, is incorporated in FAR 31.205-
11(m). CAS 404 applies to assets acquired
by a capital lease as defined by FASB
Statement 13. Compliance with FASB
Statement 13 and CAS 404 requires that
capital leases be treated as purchased as-
sets. The capitalized value of such assets
should be distributed over the useful lives
of the leased assets as depreciation charges,
or over the leased life as amortization
charges, as appropriate.

7-203 Capital Leases

If the lease is classified as a capital
lease, the provisions of FAR 31.205-11

(Depreciation) and CAS 404 apply (see 7-
413 and 7-202).

7-203.1 Main Requirements of FASB
Statement 13

a. Criteria for Classification as a
Capital Lease. From the standpoint of the
lessee, the lease shall be classified as a
capital lease if any of the following crite-
ria are met:

(1) The lease transfers ownership of the
property to the lessee by the end of the
lease term.

(2) The lease contains a bargain pur-
chase option.

(3) The lease term is equal to 75 per-
cent or more of the estimated economic
life of the leased property. However,
where the lease term begins in the last 25
percent of estimated economic life, this
criterion shall not be used to classify the
lease.

(4) The present value, at the beginning
of the lease term, of the minimum lease
payments (excluding executory costs such
as insurance, taxes, etc.) equals or exceeds
90 percent of the excess of the fair value of
the leased property over any related in-
vestment tax credit retained by the lessor.
The 90 percent test should be considered a
lower limit rather than a guideline. How-
ever, where the lease term begins in the last
25 percent of the estimated economic life,
this criterion shall not be used to classify
the lease.

b. Determination and Amortization of
Minimum Lease Payments. (1) Capital
leases should be recorded as assets and
liabilities at the lower of the present value
of the minimum lease payments at the be-
ginning of the lease term or the fair value
of the leased property at the inception date.
The discount rate used in determining pre-
sent value is the lower of the lessee's in-
cremental borrowing rate (the rate the les-
see would have incurred to borrow the
funds necessary to purchase the asset) or
the implicit (lessor's) rate in the lease, if the
implicit rate can be determined. The mini-
mum lease payments are allocated between
a reduction of the liability and interest ex-
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pense to produce a constant periodic inter-
est rate on the remaining balance.

(2) A leasee may use its secured bor-
rowing rate in calculating the present
value of minimum lease payments if the
rate is determinable, reasonable, and con-
sistent with the financing that would have
been used in the particular circumstances.

(3) Contingent rentals are the increases
or decreases in lease payments that result
from changes occurring subsequent to the
inception of the lease in the factors (other
than the passage of time) on which lease
payments are based. Lease payments that
depend on a factor directly related to the
future use of the leased property, such as
machine hours of use or sales volume
during the lease term, are contingent rent-
als and, accordingly, are excluded from
minimum lease payments in their entirety.
See 7-204.2 regarding lease payments
dependent on economic escalation factors.

c. Calculation of Amortization (De-
preciation) for a Capital Asset. The asset
shall be amortized in a manner consistent
with the lessee's normal depreciation policy
for owned assets. See 7-400 for a discus-
sion of depreciation costs. The asset shall
be amortized over a useful life as follows:

(1) If the leased property reverts to the
lessee at the end of the lease or if the lessee
is able to purchase the property at a bargain
purchase price, then the asset life will be
that normally used by the contractor for
similar assets.

(2) If the property is leased for a term
which is 75 percent or more of the eco-
nomic life of the asset or the minimum
lease payments equal or exceed 90 per-
cent of the fair value of the asset (less
applicable credits) then the asset should
be amortized over the life of the lease to
the value to the lessee, if any, at the end
of the lease.

d. Renewals and Terminations. (1) If
a capital lease is renewed or extended and
the renewal is also classified as a capital
lease, the carrying value of the asset may
require adjustment. When the capitalized
value under the revised lease and the pre-
sent balance of the obligation differ, the
asset and liability account is adjusted up-
ward or downward to reflect this differ-
ence.
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(2) If a capital lease is renewed or ex-
tended and the renewal is classified as an
operating lease, the existing lease shall
continue to be accounted for as a capital
lease to the end of the original term, and
the renewal or extension period shall be
accounted for as an operating lease.

(3) A termination of a capital lease shall
be accounted for by removing the asset and
obligation with gain or loss recognized for
the difference.

(4) The exercise of a lease renewal op-
tion contained in a current lease other than
those already included in the lease term (as
defined by FASB Statement 13) is classi-
fied as a new agreement and not a renewal
or extension.

7-203.2 Audit Considerations---Capital
Lease

a. Proper Classification of Leases. (1)
Auditors should use the computer program
which has been developed to assist in de-
termining whether a lease should be classi-
fied as an operating lease or a capital lease.
The FASB13.ZIP program, for example, is
available on the DCAA Intranet, under File
Libraries, to assist the auditor in determin-
ing if a lease has met the 90 percent" crite-
rion for classification as a capital lease (see
7-203.1a(4)).

(2) Auditors should be alert to instances
where, to avoid reporting liabilities on their
financial statements, contractors may struc-
ture their leases, or include assumptions in
testing against the FASB Statement 13
criteria, that result in those leases being
classified as operating.

(3) When a capital lease is improperly
classified as an operating lease, the excess
leasing costs should be determined based
on criteria for computing the unallowable
leasing costs for capital leases. The cost of
leased capital assets in excess of the pre-
scribed depreciation charges (7-202.3)
should be disapproved under FAR 31.205-
11(m). FAR 31.205-20 (Interest and Other
Financial Costs) should not be cited as a
basis for disapproving the costs.

(4) Mitigating circumstances involving
materiality determinations may exist. For

DCAA Contract Audit Manual



714
7-204

example, leases reclassified as capital
leases may result in depreciation during the
early years of the leases at amounts higher
than the lease payments due to use of ac-
celerated depreciation methods and applied
cost of money (COM). The total deprecia-
tion and COM under a capital lease may be
greater than the total leasing costs. The
practice may be in noncompliance with
FAR 31.205-11 or FAR 31.205-36 or CAS
404, 405, 409, or 414. These regulations
and standards should be reviewed for ap-
plicability. The noncompliance should be
reported if it currently has no significant
effect on contract costs but could eventu-
ally result in a significant adjustment be-
cause of changed circumstances.

b. Unreasonable Lease Costs. If the
lease term is substantially shorter than the
asset's useful life, the recovery of a high
percentage of the fair market value of the
asset over the lease term would be indica-
tive of unreasonable rental costs. In this
situation, the auditor should determine if
the lessor considered and provided ade-
quate residual value at the end of the lease
term in accordance with paragraph 5(k) of
FASB Statement 13. Reasonable residual
value must be considered in computing
minimum lease payments in order to at-
tain reasonable lease costs.

c. Amortization Period. The proper
classification of a lease according to
FASB Statement 13 does not automati-
cally result in acceptable contract cost.
For capital leases, consideration should be
given to the acceptability of the amortiza-
tion period in accordance with FASB
Statement 13 and CAS 4009.

(1) Definition of Lease Term

FASB Statement 13 defines a lease
term as the fixed noncancellable term of
the lease plus:

(i) all periods covered by bargain re-
newal options,

(ii) all periods for which failure to
renew the lease imposes a penalty on the
lessee in an amount such that renewal
appears, at the inception of the lease, to
be reasonably assured,

(iii) all periods covered by ordinary
renewal options during which a guarantee
by the lessee of the lessor's debt related to
the leased property is expected to be in
effect,
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(iv) all periods covered by ordinary
renewal options preceding the date as of
which a bargain purchase option is exer-
cisable, and

(v) all periods representing renewals
or extensions of the lease at the lessor's
option.

However, in no case shall the lease term
extend beyond the date a bargain purchase
option becomes exercisable.

(2) Audit Considerations

When a capital lease is to be amortized
over the lease term (see 7-203.1c), renewal
periods will be included if they meet the
criteria specified in the FASB Statement 13
definition of a lease term. This would be an
important audit consideration when the
renewal is assured through substantial
penalties for nonrenewal or a guarantee by
the lessee of the lessor's debt. Failure to
review the lease term for renewal clauses
could significantly distort the amortization
charges to current contracts.

7-204 Review of Lease Clauses

7-204.1 Payment of Executory (Occu-
pancy) Cost

Lease clauses regarding payment of
executory costs are of particular interest
to the auditor. FASB Statement 13 re-
quires executory costs to be excluded
when computing minimum lease pay-
ments. Executory costs include mainte-
nance, insurance, taxes, and utilities.
When the lease clause provides that the
lessee pays the executory costs, the lease
is referred to as a "net" lease. When the
lessor pays these costs, the lease is re-
ferred to as a "gross" lease. Since "net"
and "gross" are not universally defined,
the auditor should review the lease clause
to determine exactly what costs are to be
paid by the lessee.

7-204.2 Escalation Lease Clauses

Auditors should be particularly inter-
ested in escalation lease clauses. Recently,
clauses containing a provision for increas-
ing lease payments based on the Consumer
Price Index (CPI) or some other economic
indicator have become common. The in-
crease could be subject to adjustment on an
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annual basis or when an option is exer-
cised. The escalation may also apply to the
purchase price if the lease contains a pur-
chase option.

a. Computation of Minimum Lease
Payments. The decision to include or ex-
clude the escalation for purposes of com-
puting minimum lease payments depends
on the specific circumstances, and would
include:

(1) the factor(s) to which the escalation
applies, such as executory costs (which
would not be included at all), principal
payments, or insurance only;

(2) the factor on which the escalation is
computed, such as the CPI or prime interest
rate,

(3) the period to which the escalation
applies, such as annually, only for an op-
tion period, or the incurrence of some pe-
riod of time, and

(4) the current pronouncements of the
Financial Accounting Standards Board.

b. CPI or Prime Interest Rate. Lease
payments that depend on an existing index
or rate, such as the CPI or prime interest
rate, shall be included in minimum lease
payments based on the index or rate exist-
ing at the inception of the lease. Any in-
creases or decreases in lease payments that
result from subsequent changes in the in-
dex or rate are contingent rentals and are
excluded from the minimum lease pay-
ments (see 7-203.1b(2)).

7-205 Operating Leases
7-205.1 Definition of Operating Lease

Under the provisions of FASB State-
ment 13, an operating lease is any lease
that is not a capital lease.

7-205.2 Criteria for Allowability

The provisions of FAR 31.205-36 apply
to all operating leases including those that
involve information technology equipment.
The main criterion for allowability of oper-
ating lease costs is reasonableness. The
cost principle states several criteria that
should be considered when making a de-
termination of reasonableness. The provi-
sions in FAR 31.201-3 should also be used
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in evaluating reasonableness of operating
lease cost.

7-205.3 Audit Procedures

a. Comparison with Comparable
Property — FAR 31.205-36(b)(1). In-
cluded in these criteria is a comparison
with comparable property. The auditor
must exercise care when determining what
is comparable property. To be comparable,
the property must be of the same basic age,
size, life expectancy, and location. In addi-
tion, the lease provisions must also be
comparable. Since there are several clauses
which can increase time lease costs (see 7-
204), the auditor must ascertain what costs
truly are included in the comparable prop-
erty comparison.

b. Determination of Reasonableness —
FAR 31.205-36(b)(1) and 31.201-3. (1)
An audit step in testing reasonableness is to
review the results of applying FASB
Statement 13 capitalization criteria. This is
especially critical when reviewing the re-
sults of the application of the fourth criteria
of FASB Statement 13 (7-203.1a(4)).
Auditors should determine whether the
lease term is substantially less than the
asset life, and whether the present value of
the minimum lease payments is significant
as compared to the fair market value of the
leased property (for example, greater than
50 percent but less than 90 percent). If this
condition exists, there is a strong indication
that lease costs are unreasonably high and
the audit scope should be expanded.

(2) Auditors should be alert to computer
programs available from DCAA, the con-
tractor, or other sources to assist them in
determining reasonableness. One such pro-
gram is DCAA's LVPA program, which
can be located on DCAA’s Intranet under
File Libraries, DCAA Software Applica-
tions. The program computes and compares
cumulative leasing costs with cumulative
constructive ownership costs, and can be
adjusted for most any lease vs. ownership
analysis.

7-206 Related Party Lease Cost

Leases between related parties are gov-
erned by FASB Statement 13, FAR 31.205-
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11(m)(2), Depreciation, and FAR 31.205-
36(b)(3), Rental costs.

7-206.1 Related Party Capital Leases

a. FASB Statement 13 and FAR Re-
qguirements. Capital leases between related
parties are discussed in FAR 31.205-
11(m)(2) and FASB Statement 13 (FAS-
13), paragraph 5a. If it is determined that
the terms of the lease have been signifi-
cantly affected by the fact that the lessee
and lessor are related, costs shall not be
allowed in excess of those which would
have been incurred if the lease contained
terms consistent with those found in a lease
between unrelated parties.

b. Audit Procedures. The auditor
should test for reasonableness of rental
costs by comparing the present value of
lease payments with the fair market value
prior to applying the provisions of FASB
Statement 13. If the present value sub-
stantially exceeds the fair market value,
the economic substance of the transaction
should be recognized over the "legal
form" (see FAR 31.205-11(m)(2) and
FASB Statement 13, paragraph 29). Con-
sequently, costs should be questioned to
the extent of unreasonableness due to lack
of an "arms length bargaining” (FAR
31.201-3(b)). FASB Statement 13 criteria
should then be applied in establishing the
appropriate treatment for the balance of
the costs.

7-206.2 Related Party Operating Lease

a. General. Leasing costs between
divisions, subsidiaries, or organizations
under common control for operating
leases are generally allowable to the ex-
tent that costs do not exceed the normal
costs of ownership (excluding interest or
other costs unallowable and including
cost of money) (FAR 31.205-36(b)(3)).
To help analyze the lease versus owner-
ship costs, auditors should use DCAA's
LVPA program. The program computes
and compares cumulative leasing costs
with cumulative constructive ownership
costs, and can be adjusted for most any
lease vs. ownership analysis. It is avail-
able on DCAA’s Intranet under File Li-
braries, DCAA Software Applications.
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b. Common Control. FAR does not
specifically define common control.
ASBCA decisions on common control
have emphasized the existence or lack of
existence of actual common control. FAS
57 defines control as "The possession,
direct or indirect, of the power to direct or
cause the direction of the management
and policies of an enterprise through
ownership, by contract, or otherwise."”
The question of whether two entities are
under common control is a question of
fact. The key question is whether or not
one party has the ability to exercise con-
trol over the operating and financial poli-
cies of the related party. A party may
have actual control even if such control is
not evidenced by the agreement. There-
fore, it is imperative to review the events
and transactions that actually occurred in
making a determination of whether or not
control exists. Two of the most important
areas to review are (1) the actual decision
making process, and (2) the reasonable-
ness of the lease terms.

(1) A review of the joint venture deci-
sion making process is important to de-
termine if control actually exists. For ex-
ample, if it appears that one company is
making practically all the decisions (e.g.
the other party is not present at decision
making meetings, or if present rarely pro-
vides input), this would be an indication
that this company is controlling the joint
venture. In reviewing supporting docu-
mentation, the auditor should remember
that percentage of ownership is only one
factor to be considered. It is possible that
common control will exist even where the
controlling individuals own a small per-
centage of the company's equity. Other
factors to consider include, but are not
limited to, interlocking  manage-
ment/ownership, identity of interests
among family members, shared facilities
and equipment, and common use of em-
ployees.

(2) The existence of unreasonable
lease terms may also provide evidence of
control. If the lease terms are unreason-
able as compared to those available in the
competitive market, it may be because
one company has exercised significant
influence over the operating and financial
policies of the joint venture. Reasonable-
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ness may be reviewed by comparing the
terms of the lease with

(a) the contractor's other comparable
leases that did not involve a related party,

(b) other comparable leases, and

(c) actual advertised prices for the fa-

cilities in question or other similar facili-
ties.
Both the rates (cost per square foot for
example) and other terms (such as fixed
noncancellable leases versus those with
options) must be considered in determining
the reasonableness of the lease costs.

While showing that the lease costs are
unreasonable will not in itself constitute a
determination of common control, it is an
important factor in making such a determi-
nation. In addition, if the Government is
unable to prevail in its common control
argument, it nevertheless should prevail in
proving that the lease costs were unreason-
able at the time of the lease decision under
the provisions of FAR 31.205-36(b)(1).
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7-207 Sale and Leaseback Transactions

a. Leasing costs under a sale and lease-
back arrangement are allowable only up to
the amount that would be allowed had the
contractor retained title. Sale and leaseback
transactions are governed by FASB State-
ment 13, FAR 31.205-11(m)(1), Deprecia-
tion, and FAR 31.205-36(b)(2), Rental
costs.

b. A gain from the sale of a depreciable
asset that is simultaneously leased back
under the type of arrangement covered by
FAR 31.205-36(b)(2) should not be recog-
nized as a credit to overhead in the year in
which the arrangement was transacted. The
allowable lease costs under such an ar-
rangement are limited to the depreciation
expense that would have been charged for
the same period as if the sale/leaseback
arrangement had never been transacted. If
at the time of actual disposition of the
leased asset, there continues to be a gain or
loss associated with the asset, this gain or
loss should be recognized.
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7-300 Section 3 --- Allocation of Special Facilities Operating Costs

7-301 Introduction

a. This paragraph provides guidance on
the treatment of the operating costs of cer-
tain facilities, which, if not properly ac-
counted for, could fail significantly to
measure the benefits accruing to the several
cost objectives.

b. The guidance includes (1) definition
of applicable facilities, (2) criteria for de-
termining whether the contractor is using
an acceptable basis for charging or distrib-
uting costs to work benefited, and (3) crite-
ria for determining billing or costing rates.
Allocation of computer operating costs is
covered in 7-100.

c. In the course of implementing the
following guidelines, including the devel-
opment of any recommendation to change
an established and previously acceptable
accounting procedure with respect to a
particular facility, the principles below are
not to be applied so rigidly as to complicate
unduly the allocation where substantially
the same results are achieved through less
precise methods.

7-302 Criteria for ""Special Facilities"

Facilities to which this guidance is appli-
cable cannot be specifically designated by
name or type but rather must be determined
by whether or not they meet certain basic
criteria. The first criterion to be met is that
the costs involved in the operation of each
facility must be significant in amount with
respect to the contractor's overall operations.
The second criterion is that the facility bene-
fits only a limited portion of the contractor's
total workload. Wind tunnels and space
chambers are representative of facilities
which, if they meet the criteria above, would
be subject to the guidance provided in this
section.

7-303 Methods for Allocating Costs to
Benefiting Work

There are three basic methods for
allocating costs related to facilities which
meet the criteria in 7-302, although
variations may be encountered. If a variation
appears to reasonably measure the benefits

accruing to the several cost objectives, its
use should be satisfactory. The three basic
methods are described below.

7-303.1 Method 1 --- Full Costing on
Usage Basis

Under the first method, all readily iden-
tifiable direct costs are charged to projects,
contracts, or other work involved. Addi-
tionally, all general operating costs of the
facility, such as rentals, depreciation (in-
cluding obsolescence), amortization, re-
pairs, maintenance, supplies, and general
support salaries and wages, are allocated to
the using projects, contracts, or other work
involved, on a usage or other quantitative
basis. Generally, this method vyields the
most equitable results and should be used if
cost and usage data for the facility can be
economically accumulated with reasonable
accuracy. If it is determined that use of
methods 2 or 3 below would yield inequi-
table cost allocations, cost data which will
permit the determination of costs by
method 1 should be maintained by the con-
tractor.

7-303.2 Method 2 --- Only Directly Iden-
tifiable Costs Allocated on Usage Basis

Under the second method, readily iden-
tifiable direct costs are charged to the pro-
jects, contracts, or other work involved, as
in method 1 above. However, all general
operating costs of the facility, such as rent-
als, depreciation (including obsolescence),
amortization, repairs, maintenance, sup-
plies, and general support salaries and
wages are included in the distribution
through one of the contractor's appropriate
categories of indirect expense. Although
this method is less precise than method 1,
its use is satisfactory if it reasonably meas-
ures the benefits accruing to the several
cost objectives.

7-303.3 Method 3 --- General Indirect
Cost Allocation

Under the third method, all costs asso-
ciated with the facility, including direct
labor and material, are grouped and distrib-
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uted through one of the contractor's appro-
priate categories of indirect expense. This
method should be used only when the con-
tractor demonstrates that (1) neither
method 1 nor 2 above is practical and (2)
its use is unlikely to result in any signifi-
cant failure to measure the benefits accru-
ing to the several cost objectives.

7-304 Treatment of Microelectronic
Center (MEC) Costs

a. On January 8, 1990, the Acting Un-
der Secretary of Defense for Acquisition
(USD(A)) issued guidance concerning the
treatment of MEC costs. This USD(A)
guidance provides that "The costs of devel-
oping and deploying new or improved sys-
tems, processes, methods, equipment, tools
and techniques to produce the next-
generation microelectronics needed for
future weapons systems are allowable in
accordance with Federal Acquisition Regu-
lation (FAR) 31.205-25, and should be
allocated over an appropriate business base
in accordance with FAR 31.201-4(c), until
such time as the MEC is being substantially
utilized for actual production efforts."”

b. The Office of Defense Procurement
(ODP) generally classifies MECs as special
facilities, and therefore CAS 418 is not
applicable to MECs. The MEC facility at a
specific contractor may not qualify as a
"special facility." For example, if the ac-
tivities performed by the MEC facility are
functionally identical to current engineer-
ing and manufacturing activities, the facil-
ity may not be "special" in nature. CAS
418 noncompliance reports must include an
explanation as to why the particular MEC
in question does not qualify as a "special
facility."

¢. Usually, the number of actual units
produced by an MEC facility during the
development phase will be small, but will
increase gradually as the contractor ap-
proaches normal production levels. As a
result, if the costs of facilities or equipment
incurred at the smaller production level are
allocated in total to the units produced, an
inordinate amount of costs would be allo-
cated to these units during the development
period. Development efforts, when com-
pleted, will provide a broader applicability
than the utilization in current production

719
7-304

represents. Thus, the portion of these costs
that represent development efforts should
be allocated over a broader business base
until the MEC facility approaches antici-
pated normal and/or substantial production
levels, i.e., until the facility achieves self-
sufficiency. Any such allocation of devel-
opment costs should be done on an objec-
tive basis.

d. One of the key factors to consider in
reviewing MEC costs is the basis used for
distinguishing the production efforts from
the development efforts. Whatever basis
is used, it should be objective in nature to
assure that allocations are based upon
benefits received and that a broad busi-
ness base allocation is applied to the de-
velopment costs only until such time as
the facility becomes self-sufficient. For
example, an objective basis could include
an allocation of total MEC costs based
upon the proportion of production effort
to development effort. In other circum-
stances, it may be possible to identify the
specific functions associated with produc-
tion and those associated with develop-
ment, with an allocation of costs made
accordingly.

7-305 Determination of Costing Rates
for Special Facilities

7-305.1 Basic Procedures for Costing
Rates

a. General operating costs of those
facilities which meet the criteria in 7-302
and for which method 1 above is consid-
ered appropriate should generally be
charged to users by means of actual or
predetermined billing or costing rates as
provided below. This will require mainte-
nance of a time log for each facility to
record the hours of time spent by each
user. The period covered by the billing or
costing rates will not normally exceed 12
months. See 8-406 for CAS-covered con-
tractors and FAR 31.203(g) for non-CAS-
covered contractors.

b. When only one rate for the facility
is to be applied, it should consist of the
actual or estimated applicable costs di-
vided by the actual or estimated number
of hours or other units composing the
basis.
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7-305.2 Treatment of Real and Esti-
mated Cost Differentials

a. When real cost differentials (such as
certain services furnished during prime shifts
only or by different facilities) exist and can
be readily demonstrated, separate rates for
such cost differentials may be used.

b. In the case of educational institu-
tions, when rental or lease costs are based
upon prime-shift usage, second and third
shift usage may, with appropriate approval,
be charged at reduced rates.

¢. Under certain situations, reasonably
estimated differential costs may be used in
instances where cost differentials logically
exist but cannot be determined precisely by
contractor. For example, such differentials
would permit priority, interrupt, or short-
turnaround time runs at premium rates
and/or nonpriority, non-prime-time, or
large-volume runs at reduced rates.

d. Whether a single rate or several rates
are used, the rates should be so designed as
to recover, or closely approximate total
recovery of, costs from all users of the
facility. Where differing rates are used,
they should be applied to all users on a
nondiscriminatory basis. The costing of
accommodations sales at reduced rates is
not considered appropriate.
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7-305.3 Treatment of Under- or Overab-
sorbed Rates

Any immaterial under- or overabsorp-
tion of costs resulting from application of
predetermined rates may be charged or
credited to an appropriate category of
indirect expense. If the under- or overab-
sorption is material, it should be treated in
accordance with the CAS-covered con-
tractor's disclosed practices (see 8-418).

7-306 Treatment of Manufacturer
Discounts to Educational Institutions

When the manufacturer leases or sells
the equipment below commercial prices to
an educational institution as an allowance
to education, the allowance should be
treated as a reduction of the cost of leasing
or purchasing.

7-307 Treatment of Grants for Special
Facilities

When the contractor (usually a univer-
sity) has received a grant from the Gov-
ernment to be used in connection with a
particular facility, application of the funds
provided should be in accordance with the
terms of the grant.
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7-400 Section 4 --- Depreciation Costs

7-401 Introduction

This section contains guidance on de-
preciation costs under research and supply
contracts with commercial organizations.
The guidance in this section covers only
the FAR provisions regarding depreciation
costs.

7-402 Contract Provisions on
Depreciation

7-402.1 General Applicability of FAR
and CAS

a. The provisions of FAR 31.205-11
govern the allowability of depreciation
costs. Contractors with contracts subject to
cost accounting standards (CAS) must
comply with the provisions of CAS 409,
Depreciation of Tangible Capital Assets,
and CAS 404, Capitalization of Tangible
Assets. CAS 404 and CAS 409 are incor-
porated into FAR Part 31.

(1) CAS-covered contractors may elect
to comply with CAS 409 on their con-
tract(s) not subject to CAS 409. Contrac-
tors electing to comply with CAS 409 on
their non-CAS covered contracts must
comply with all provisions of the stan-
dard.

(2) In some cases the provisions of FAR
31.205-11 may conflict with the provisions
of CAS 409. When CAS 409 is applicable,
its provisions supersede any conflicting
provisions of FAR 31.205-11.

b. Guidance on the cost accounting
standards is in Chapter 8 and will not be
repeated here. Auditors should refer to
Chapter 8 for guidance on auditing de-
preciation costs on CAS covered con-
tracts.

¢. Guidance in the application of the
FAR provisions is presented below.

7-402.2 General Allowability Criteria of
FAR

Normal depreciation is generally con-
sidered allowable contract costs if reason-
able and allocable.

a. Depreciation Same For Both Finan-
cial and Income Tax Purposes

(1) For non CAS covered contracts
under FAR 31.205-11(d), costs are reason-
able if the contractor follows policies and
procedures that are (1) consistent with
those followed in the same cost center for
business other than Government, (2) re-
flected in the contractor's books of ac-
counts and financial statements, and (3)
both used and accepted for Federal income
tax purposes.

(2) However, due to unusual circum-
stances affecting defense contracts, the
contractor's policies and procedures may
result in inequitable charges to the Gov-
ernment. If any inequities are found, Head-
quarters should be advised.

b. Depreciation For Financial Purposes
Differs From Income Tax Purposes

(1) If a contractor subject to FAR
31.205-11 rather than CAS 409 does not
use the same policies and procedures for
financial/book purposes and Federal in-
come tax purposes, reimbursement shall
be based on the asset cost amortized over
the estimated useful life of the property
using depreciation methods (straight line,
sum of the years-digits, etc.) acceptable
for income tax purposes. Allowable de-
preciation shall not exceed the amounts
used for book and statement purposes and
shall be determined in a manner consis-
tent with the depreciation policies and
procedures followed in the same cost cen-
ter on non-government business (FAR
31.205-11(e)).

(2) However, if the amounts used for
book and statement purposes are not rea-
sonable or equitable for contract cost pur-
poses, costs should be questioned.

7-402.3 Relationship Between FAR and
IRS Regulations on Depreciation

a. Tax Methods versus Financial State-
ment Methods of Depreciation

(1) In 1986 changes were made in the
Internal Revenue Code and implementing
regulations to permit the use of acceler-
ated methods of depreciation in determin-
ing taxable income. Since that time many
companies have adopted these methods
for income tax purposes in order to defer
payment of taxes and to improve cash
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flow, while for book and financial state-
ment purposes they continue to use the
traditional straight-line method of depre-
ciation. Thus, the amount of depreciation
charged to operations under the contrac-
tor's established depreciation policies and
procedures may often differ from the
amount claimed for Federal income tax
purposes.

(2) The FAR cost principles applicable
to non CAS covered contracts recognize
this situation by providing that, where the
contractor uses the same method for book
and tax purposes, the auditor will be guided
by the provisions of FAR 31.205-11(d),
which incorporate by reference certain
criteria in the Internal Revenue Code. On
the other hand, where the book and tax
methods differ, the amount allowable for
the fiscal period for contract cost purposes
is determined on the basis outlined in FAR
31.205-11(e) and may not exceed the
book/statement amount.

b. Contract Audit Responsibility Re-
lated to IRS Reviews of Depreciation

(1) The Internal Revenue Service
regulations which implement Section 167
of the Internal Revenue Code of 1954, as
amended, prescribe detailed criteria for
determining depreciation costs. These
criteria are intended to be understood and
applied not only by IRS personnel but
also by businessmen as well as profes-
sional accountants and auditors so as to
obtain substantially the same results. FAR
31.205-11(d)(3) should therefore not be
construed-nor was it intended-to require
defense procurement or audit personnel to
wait for IRS post audit approval (or dis-
approval) of an income tax return before
the amount of allowable depreciation
costs is determined for contract cost pur-
poses.

(2) DCAA auditors should therefore
acquire and maintain a working knowl-
edge of the IRS code and regulations on
depreciation. It should also be noted in
this regard that the taxpayer (contractor)
can enter into a written agreement with
the IRS in advance of filing its tax return
to determine the tax liability on any un-
usual situation which it does not consider
sufficiently covered in the IRS regula-
tions. The auditor should be aware of any
such agreement.
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7-403 General Audit Techniques for
Depreciation Costs

7-403.1 Review of Contractor Deprecia-
tion Records

A proper determination of periodic
depreciation costs depends largely on the
effectiveness and consistency of the con-
tractor's depreciation policies and proce-
dures and on the sufficiency of the related
property/depreciation records. Because an
interrelationship  exists  between the
amount of depreciation cost chargeable to
any fiscal period as compared with prior
and/or future fiscal periods, completeness
of such records for the entire retention
period of the asset(s) is essential. In audit-
ing these records, the following consid-
erations warrant special attention.

7-403.2 Review of Contractor Deprecia-
tion Policies and Procedures

The auditor should review the contrac-
tor's depreciation policies and procedures
and perform selective tests to determine
whether the policies and procedures have
been followed to calculate depreciation
for the accounting period being audited.

7-403.3 Review of Asset Cost

The auditor should determine if the
capitalized asset cost, including any cost of
making the asset ready for use, is supported
by the contractor's accounting records. This
may include verifying the cost of the asset
to supporting documents such as purchase
order, vendor invoice, and cancelled
checks. It may also include reviewing the
cost of betterments, as well as determining
if asset retirements have been properly
accounted for.

7-403.4 Review of Contractor's Schedule
M and IRS Audit Reports

The examination should also include a
review of Schedule M of the contractor's
Federal income tax return and the results of
any review of the tax returns made by the
Internal Revenue Service. In the event the
IRS has made any changes, the auditor
should evaluate the amounts and circum-
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stances and make whatever adjustments are
appropriate to determine allowable depre-
ciation costs of the current or prior years.
The review of Schedule M will indicate
whether the contractor's method of comput-
ing depreciation for tax purposes differs
from that used for book and statement pur-
poses. This is important since the criteria in
FAR 31.205-11(e) which applies to con-
tracts that are not covered by CFR
9904.409, states that if the amounts differ,
allowable depreciation shall not exceed the
amounts used for accounting books and
financial statement purposes.

7-403.5 Review of Contractor Financial
Statements

The contractor's financial statements
should reflect the amount of depreciation
charged to operations on the contractor's
books. Financial statements are considered
to be those statements which are annually
certified and distributed to stockholders
and others. Since such statements generally
cover company-wide operations, the FAO
responsible for the audit of the home office
should serve as the focal point for assis-
tance to other field audit cognizance.

7-404 Special Considerations---
Depreciation Cost Charged to
Government Contracts

The fact that the contractor's overall
book and statement depreciation is also
used for Federal income tax purposes, and
is acceptable for such purposes, does not
necessarily mean that the depreciation
charged to defense contracts is acceptable.

7-404.1 Allocation of Depreciation

Depreciation should usually be allo-
cated to the contract or other work as an
indirect cost.

a. Identification to Organizational Units

Depreciation should preferably be de-
termined and recorded for each department,
cost center, or similar organizational seg-
ment, so that the cost is identified as
closely as possible with the benefiting
work or activity. Where plant or company-
wide rates are being used, the auditor
should make sufficient tests to determine
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that the end results are substantially the
same as would be achieved by relating
depreciation to Government contracts by
more refined methods.

b. Inequities of Company or Plant-wide
Basis

Allocation of depreciation on a plant-
wide basis may not be equitable, for exam-
ple, where the Government work is being
performed in only part of the facilities, or
where the contractor is replacing assets in
the plant areas performing primarily com-
mercial work more rapidly than in the seg-
ments engaged in defense work.

c. Reporting Requirements

Where the auditor determines that the
contractor's use of plant or company-wide
rates does not currently result in an inqui-
table cost allocation, the auditor may con-
sider it necessary to formally notify the
contractor that if the cost pattern or nature
of the work changes so as to result in ineg-
uitable charges against Government con-
tracts, the method will no longer be accept-
able.

7-404.2 Depreciation Methods for Com-
mercial Versus Government Work

In any given cost center, various classes
of assets may be depreciated under more
than one method. If so, the auditor should
ascertain that the depreciation methods do
not vary between assets used for commer-
cial products and those used for Govern-
ment work so as to result in discrimination
against Government contracts.

7-404.3 Depreciation on Assets Acquired
from the Government and Depreciation
of Fully Depreciated Assets

a. Determine whether the contractor has
claimed depreciation on those types of
property described in FAR paragraphs
31.205-11(j) and (I). These paragraphs
relate principally to assets acquired from
the Government at no cost to the contractor
and fully depreciated assets.

b. Usage charges for fully depreciated
assets are permitted under certain circum-
stances. FAR 31.205-11(1) states that "... a
reasonable charge for using fully depreci-
ated property may be agreed upon and
allowed.” A usage charge may be appro-
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priate when the actual useful life of an
asset exceeds its estimated useful life and
there has been a significant change in
Government participation after the asset
was fully depreciated. In such cases, the
allocation of the cost of the asset usage
between Government and commercial
contracts may be adjusted by applying a
usage charge.

c. In reviewing contractor claims for
usage charges, it is imperative that the
auditor determine if the actual useful life of
the asset exceeds the estimated useful life
due to a betterment, an error in estimate, or
a patchwork repair.

(1) Betterment. CAS 404-40(d) states
that "Costs incurred subsequent to the ac-
quisition of a tangible capital asset which
result in extending the life or increasing the
productivity of that asset (e.g. betterments
and improvements) and which meet the
contractor's established criteria for capitali-
zation shall be capitalized..." Accordingly,
in those cases where the useful life of the
asset extends beyond its estimated life as a
result of a betterment, CAS requires that
the contractor adjust the estimated life of
the asset. If the contractor has failed to
make such an adjustment, then the asset is
not fully depreciated and the usage charge
should be disallowed.

(2) Error in Estimate. On a few occa-
sions, the contractor may have an asset that
lasts longer than its estimated useful life as
a result of an error in the contractor's origi-
nal estimate. In these cases, the contractor
may be entitled to a usage charge (see 7-
404.3(d)). However, when the actual useful
lives of the contractor's assets exceed the
estimated useful lives on a recurring basis,
the auditor should review the contractor's
estimating procedures to assure that they
comply with the requirements of CAS 409.
If the assets are fully depreciated as a result
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of a noncompliance with CAS 409, the
usage charge should be disallowed.

(3) Patchwork Repair. On rare occa-
sions, a contractor may decide to continue
to utilize an asset beyond its useful life
through continual patchwork repairs. In
these cases, the contractor may be entitled
to a usage charge (see 7-404.3(d)). How-
ever, the auditor should review the contrac-
tor's rationale for continually repairing the
asset rather than overhauling the asset (a
betterment), trading in the asset, or scrap-
ping the asset in favor of a new one. The
auditor should consider factors such as the
cost of patchwork repairs, the utilization of
contractor personnel in performing these
repairs, the cost of an overhaul, the trade-in
value of the old asset, and the cost of a new
asset.

d. Approval and Computation of Usage
Charge.

(1) When the continued use of a fully
depreciated asset is appropriate under the
circumstances, FAR 31.205-11(l) pro-
vides that the allowability of a usage
charge is subject to the approval of the
contracting officer. While usage charges
are permitted under the FAR, there is no
requirement that the contracting officer
allow the charges.

(2) When a usage charge is allowed, the
amount of the charge should be determined
on a case-by-case basis. In determining a
reasonable usage charge, the auditor should
make sure that the contractor has properly
considered each of the factors listed in
FAR 31.205-11(1), including the cost, esti-
mated useful life at the time of negotia-
tions, effect of any increased maintenance
charges or decreased efficiency due to age,
and the amount of depreciation previously
charged to Government contracts or sub-
contracts. To demonstrate how a reason-
able usage charge may be calculated, an
example is shown below:
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Cost of asset $100,000
Original Estimated Useful Life 3 years
Actual Useful Life 5 years
Total estimated decrease in efficiency for Years 4 and 5
($2,000 per year) $4000
Total estimated increase in maintenance (patchwork re-
pairs) for Years 4 and 5 ($2,500 per year) $5,000
Average Government Participation for Years 1 through 3 50%
Average Government Participation for Years 4 and 5 90%
Calculation of Recommended Usage Charge:
Depreciation expense charged to the Government if the
estimated useful life had been 5 years:
Years 1 thru 3
($20,000 per year X 3 years X 50%) $30,000
Years 4 and 5
($20,000 per year X 2 years X 90%) $36,000
@) $66,000
Less: Actual Depreciation Expense charged to Govern- (b) $50,000
ment contracts ($100,000 X 50%)
Additional depreciation due to extended useful life (c)=(a)-(b) $16,000
Less: Efficiency Reduction
($4,000 X 90%) (d) $3,600
Increased Maintenance
($5,000 X 90%) (e) $4,500
Allowable Usage Charge (©) - [(d) + ()] $7,900
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7-404.4 Depreciation on Intracompany
Transfers of Assets

On property acquired from a division,
subsidiary, or affiliate of the contractor, the
auditor's attention is directed to FAR 31.205-
11(k) which provides that the depreciation
on any such item which meets the criteria for
allowance at a "price" under FAR 31.205-
26(e) may be based on such price (rather
than cost to the contractor), provided the
same depreciation policies and procedures
are used for costing purposes for all business
of the using division, subsidiary, or organi-
zation under common control.

7-404.5 Depreciation on Idle Facilities or
Idle Capacity

The auditor should ascertain whether
any of the depreciation costs charged to
Government contracts are generated by idle
facilities or idle capacity as these terms are
defined in FAR 31.205-17. If this is deter-
mined to be the case, the applicable depre-
ciation cost should be treated as part of the
total idle facility or idle capacity cost.

7-404.6 Depreciation Under Novation
Agreements

For contracts being performed under
novation agreements, depreciation allowed
to the successor contractor should not ex-
ceed the amount which would have been
allowed to the predecessor contractor to
which the contract was originally awarded
(see 7-1700).

7-405 Estimated Useful Life for
Depreciation

7-405.1 The Economic Usefulness Crite-
rion of FAR 31.205-11(e)

Where depreciation reflected on the con-
tractor's books/statements differs from that
used and acceptable for income tax purposes,
the estimated useful life of an asset should
represent the prospective period of economic
usefulness to the contractor as defined in
FAR 31.205-11(a). When either useful life,
residual value, or depreciation methods differ
for book and tax purposes, then the provi-
sions of FAR 31.205-11(e) should be applied
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in determining allowable depreciation costs
(7-402.2(b)). Under this FAR provision al-
lowable depreciation shall not exceed the
amounts used for book and statement pur-
poses. If the auditor concludes, with technical
assistance, if necessary, that depreciable lives
used by the contractor for book purposes do
not represent "economic usefulness”, depre-
ciation costs should be questioned.

7-405.2 Useful Lives Under FAR 31.205-
11(d)---ADR Guidelines

Where allowable depreciation costs are
to be determined under FAR 31.205-11(d)
(see 7-402.2(a)), useful lives should be
assigned as provided in asset depreciation
range (ADR) guidelines, where applicable.
These guidelines are summarized and dis-
cussed below.

a. Bulletin F-Before 1962

Before 1962, business firms depreciated
property in terms of useful lives established
for several thousand different classifica-
tions of assets by Treasury Department
Bulletin F. Taxpayers may still use Bulletin
F as a guide if they wish, but generally do
not do so since subsequent regulations pro-
vide for shorter lives.

b. Revenue Procedure 62-21 - July 1962

In July 1962, Revenue Procedure 62-21
introduced a fundamental change in the
concept of depreciation. As a substitute for
the classifications of Bulletin F, assets were
grouped by approximately 75 general asset
and industrial classifications, with a
"guideline life" prescribed for each of these
classes. The guideline lives were approxi-
mately 30 percent to 40 percent shorter
than Bulletin F lives. Revenue Procedure
62-21 also contained a “reserve ratio test,"
which was designed to assure that taxpay-
ers would not continually depreciate their
assets over a substantially shorter period
than their actual use and replacement.

c. Introduction of ADR - June 1971

Next, the Revenue Act of 1971 author-
ized the "class life asset depreciation range
(ADR) system." The major provisions of
this system were initially approved by the
Treasury Department in June 1971, and
later amplified and incorporated into the
1971 Revenue Act. At the taxpayer's elec-
tion, it may apply the class life ADR sys-
tem for assigning asset lives to income-
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producing real or tangible personal prop-
erty placed in service after 1970. The asset
guideline classes, asset guideline periods,
and asset depreciation ranges established
under the class life ADR system are stated
in Revenue Procedure 72-10.

d. Revised ADR Guidelines - March 21,
1977

For assets acquired after March 21,
1977 and prior to January 1, 1981, Reve-
nue Procedure 83-35 contains the revised
ADR guidelines. The specified upper and
lower limits of the asset depreciation range
are generally 20 percent below and 20 per-
cent above the guideline period established
for each class of personal property. The
taxpayer may select as the asset deprecia-
tion period any period of years, that is a
whole number of years, or a whole number
of years plus a half year, within these upper
and lower limits. Realty, however, does not
have asset depreciation ranges. Accord-
ingly for land improvements, buildings,
and other real estate, the asset guideline
period is also the asset depreciation period.

e. Taxpayer Election of ADR System

The system is optional with the tax-
payer, who has an annual election. Each
year's election applies only to assets ac-
quired during that year. A taxpayer who
elects to use the class life system for a
particular year must indicate such election
and the class lives used in its tax return
for that year. Such election is binding on
both the taxpayer and the IRS and may
not be modified or revoked by either
party. The taxpayer must apply the system
to all eligible property acquired during the
year, which falls within a class for which
a class life has been established, and may
not arbitrarily exclude particular items.
All information relative to ADR election
can be found on Form 4832 which the
company is required to submit with an
ADR election.

f. Asset Exclusions from ADR System

The regulations provide for exclusion of
certain types of property from the ADR sys-
tem. The principal exclusions permissible
are for assets that are:

(1) subject to special rapid amortization
or depreciation provisions,

(2) received from related parties in a
transfer that does not trigger an investment
credit recapture,
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(3) without an ADR class, or
(4) excludable property under the 10
percent used property rule (see 7-407.6).

7-405.3 Elimination of Reserve Ratio
Test --- 1970

The reserve ratio test requirements are
eliminated for assets placed in service after
1970, regardless of the system used for esti-
mating useful lives. Thus, taxpayers may
now compute depreciation under either the
new class life ADR system or under the
general rules using estimated lives, without
the need for meeting the reserve ratio test.

7-405.4 The Economic Recovery Tax Act
of 1981 --- ACRS

The Economic Recovery Tax Act of
1981 established the Accelerated Cost
Recovery System (ACRS) for property
placed in service after 1980 in tax years
ending after 1980. All property other than
ACRS property remains under the
previous system of depreciation. Under
ACRS, the costs of most tangible,
depreciable property are recovered over
predetermined periods generally unrelated
to and shorter than useful lives. The
recovery deduction for each year is
determined by applying a percentage
specified in the law to the unadjusted
basis of the property. Following are some
points meant to clarify the relationship
between ACRS and  depreciation
computed under FAR 31.205-11.

a. Use of ACRS for Financial Account-
ing Purposes

FAR 31.205-11(d) and (e) provide that
use of a method of depreciation for finan-
cial accounting purposes is a test of an
acceptable depreciation method for con-
tract costing. In many cases, the ACRS
recovery period will not be within a rea-
sonable range of the asset's useful life and
contractors will be unable to use ACRS
for either financial accounting or contract
costing purposes.

b. Acceptability of ACRS for Contract
Costing

(1) For contractors not subject to CAS
409 but to FAR 31.205-11, under FAR
31.205-11(d), ACRS is acceptable for con-
tract costing if:
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(@ ACRS is also used for non-
Government work in the same cost center,

(b) ACRS is used for financial account-
ing, and

(c) ACRS is used for income tax pur-
poses.

(2) Under FAR 31.205-11(e), if con-
tractors subject to FAR 31.205-11 do not
use ACRS for both financial accounting
and tax purposes, ACRS can only be used
for contract costing if:

(a) the ACRS recovery period is the
same as the useful life and

(b) ACRS is used for non-Government
work. In any case, allowable depreciation
cannot exceed amounts used for financial
accounting.

7-406 Depreciation Methods Under the
General Rules

The methods for computing
depreciation described in this subparagraph
apply only when the class life ADR system
has not been elected. When the ADR
system is used, the rules are subject to
certain modifications as covered in 7-407.

7-406.1 General Principles for Deprecia-
tion Methods

a. Acceptable Methods Under FAR

In general, any rational and systematic
method that is consistently applied may be
used in computing depreciation. Regardless
of the method used, deductions for depre-
ciation shall not exceed such amounts as
may be necessary to recover the unrecov-
ered cost or other basis less salvage, during
the remaining life of the property.

b. Acceptable Methods Under Internal
Revenue Code
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Under Section 167 of the 1986 Internal
Revenue Code, the depreciation allowance
on new tangible property having a useful
life of three years or more is presumed to
be reasonable if it is computed by use of
the straight-line method, the declining-
balance method, the sum of the years digits
method, or other consistently applied
method, subject to the limitations below.

7-406.2 Straight-Line Method

Under this method the cost or other
basis of the property less its salvage value
is generally deducted in equal annual
amounts over the period of its estimated
useful life. The straight-line method can be
used for any depreciable property, new or
used. Only the straight-line method can be
used if the depreciation period is less than
three years.

7-406.3 Declining-Balance Method

a. With the enactment of the 1954 In-
ternal Revenue Code, taxpayers were per-
mitted to use accelerated methods of depre-
ciation, including the declining-balance
method, at a maximum of double the ap-
propriate straight-line rate. Subsequent
amendments to the Internal Revenue Code
reduced the maximum permissible rate on
real estate to the straight-line rate. To be
able to apply the 200 percent declining-
balance method (or the sum of the years
digits method), the asset being depreciated
must now be new, tangible personal prop-
erty with a useful life of three years or
more. The following table summarizes the
maximum depreciation rates permitted a
taxpayer for personal and real property
available at the various dates.

Type of Property Maximum Depreciation Allowance

All property acquired before 1/1/54 150%
Tangible personal property:

New 200%

Used 150%

Real Property:

New - 1/1/54 to 7/24/69 200%

7/25/69 to 12/31/86 150%

1/1/87 to date straight-line

Used - 1/1/54 to 7/24/69 150%

7/25/69 to date straight-line
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*During a brief “suspension period” from 10/10/66 to 3/9/67 the maximum permis-

sible rate was reduced to 150 percent.

b. Special Considerations --- Salvage
Value Under Declining-Balance Method

While salvage value is not deducted
from the cost or other basis of the prop-
erty in determining the annual deprecia-
tion allowance, an asset may not be re-
duced below its reasonable salvage value.
(See 7-408.2c. for the 10 percent rule
regarding personal property.) Where the
salvage value is large, use of the double
declining-balance method may require
special consideration on the part of the
auditor (see 7-408).

7-406.4 Sum of the Years Digits Method

The sum of the years digits method
may be used only on property that meets
the requirements for "twice the straight-
line rate" under the declining-balance
method described in 7-406.3a. above.

7-406.5 Other Methods

Any consistent method of computing
depreciation may be used provided that
during the first two-thirds of the useful
life of the property, the depreciation
deductions under any such method do not
result in accumulated allowances at the
end of any tax year that are greater than
the total that could have been deducted
under the declining-balance method.
Under appropriate circumstances, "other
consistent methods" include the sinking-
fund method, the unit-of-production
method, and the machine-hour method.
The limitations on the use of the
declining-balance and sum of the years
digits methods apply to any consistent
method used other than the straight-line
method.

7-407 Depreciation Under the Class Life
ADR System

7-407.1 Special Considerations for Con-
tract Costing Under the Class Life ADR
System

a. Asset lives and methods of deprecia-
tion established by the contractor in conso-

nance with the class life ADR system are
considered to be compatible with FAR
31.205-11(d)(3). This cost principle pro-
vides that depreciation costs are reasonable
where a contractor uses the same policies
and procedures for income tax reporting,
contract costing, and financial reporting
purposes.

b. However, due to unusual circum-
stances affecting defense contracts, use of
the class life ADR system may result in
inequitable charges to the Government. If
any inequities are found, Headquarters
should be advised.

7-407.2 Limits on Depreciation Method
and Rates

The taxpayer may use only the
straight-line, declining-balance, or sum of
the years digits methods. To eliminate
potential areas of dispute between taxpay-
ers and the Internal Revenue Service, no
other method is permitted under the class
life ADR system. The various rates al-
lowable under accelerated depreciation
for new and used property are the same as
set forth in the table in 7-406.3a.

7-407.3 Establishing and Using Vintage
Accounts

a. Definition of Vintage Accounts

All assets for any tax year, for which
the taxpayer elects to use the class life
ADR system, must be accounted for in
either item or multiple-asset accounts by
the year placed in service. These accounts
are called "vintage accounts."”

b. Adjustment for Salvage Value

The annual allowance for depreciation
of a vintage account is determined with-
out adjustment for the salvage value of
the property in such account. Accord-
ingly, the straight-line and sum of the
years digits computations are based upon
the unadjusted basis of the vintage ac-
count without reduction for salvage value.
In general, the original basis of the ac-
count changes only if there is an extraor-
dinary retirement.

c. Change in Depreciation Method
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During the depreciation period for a vin-
tage account the taxpayer may change from
a declining-balance method of depreciation
to the sum of the years digits method, and
from the declining-balance method or the
sum of the years digits method to the
straight-line method without the approval of
the Internal Revenue Service.

7-407.4 Asset Retirements Under the
ADR System

a. Retirements in General

An asset is treated as retired when it is
permanently withdrawn from use in the
business. Class life ADR retirements are
separated into two categories: extraordi-
nary retirements and ordinary retirements.

b. Extraordinary Retirements

Extraordinary retirements occur when
assets are destroyed by fire, storm, or other
casualty, or when assets amounting to more
than 20 percent of the unadjusted cost or
other basis of the entire account are dis-
posed of because business activities are
terminated, curtailed, or disposed of. On an
extraordinary retirement, gain or loss is
recognized in the year of retirement.

¢. Ordinary Retirements

With respect to ordinary retirements (all
others), gain or loss is generally not recog-
nized at the time of retirement. The sales
proceeds, if any, are added to the deprecia-
tion reserve of the vintage account from
which the asset is retired, and the deprecia-
tion deduction is continued as if all the
assets survived for as long as the life as-
signed to the remaining assets in the group.

7-407.5 Conventions for First-Year De-
preciation of Vintage Accounts

a. General

The allowance for first-year depreciation
of a vintage account is determined by
applying the "modified half-year
convention” or the "half-year convention.”
The same convention must be adopted for all
vintage accounts of a tax year, but not
necessarily for those of another tax year.

b. Modified Half-Year Convention

The first-year depreciation allowance
for a vintage account for which the
taxpayer adopts the "modified half-year
convention™ is determined by treating:

July 2004

(2) all vintage account property placed
in service during the first half of the tax
year as placed in service on the first day
of the tax year, and

(2) all vintage account property placed

in service during the second half of the
tax year as placed in service on the first
day of the succeeding tax year.
Similarly, all extraordinary retirements
from the account during the first half of
the tax year are considered to have
occurred on the first day of the tax year
and all extraordinary retirements from the
account during the second half of the tax
year are considered to have occurred on
the first day of the succeeding tax year.

c. Half-Year Convention

The first year depreciation allowance
for a vintage account for which the tax-
payer adopts the "half-year convention™ is
determined by treating all property in the
account as placed in service on the first day
of the second half of the tax year. All ex-
traordinary retirements from the account
are considered to have occurred on the
same day.

7-407.6 Special Considerations for Ac-
quisition of Used Assets

The class life ADR system applies to
used assets as well as new assets. How-
ever, the present ranges are geared to new
property. In order to remove possible in-
equities, the taxpayer may exclude used
property from the system if the used
property placed in service during any year
amounts to more than 10 percent of the
total. The 10 percent test must be applied
separately to Section 1245 and Section
1250 property. If the 10 percent test is
met and the taxpayer elects to use this
exclusion, all the used property must be
excluded from the system.

7-407.7 Transitional Rules for Lives of
Buildings (1971-1974)

For real property there is also a transi-
tional rule. Revenue Procedure 72-10 does
not now provide a range of lives for Sec-
tion 1250 assets. Instead it furnishes a sin-
gle life for each class of building. In the
meantime, the taxpayer is permitted to ex-
clude Section 1250 property from the sys-

DCAA Contract Audit Manual



July 2004

tem on an asset-by-asset basis, provided
that the particular circumstances show that
a life shorter than the initially prescribed
life is justified. This exclusion applies to
real property placed in service on or after
January 1, 1971, until such time as ranges
for buildings are issued or January 1, 1974,
whichever is earlier. Since no ranges were
issued for buildings, the exclusion expired
at the end of calendar year 1973. However,
PL 93-625, which addresses Section 1250
property, permits election of ADR. To de-
termine class life of Section 1250 property,
a taxpayer may use the depreciation guide-
lines in effect on December 31, 1970 or on
the facts and circumstances of the specific
asset.

7-408 Salvage Values
7-408.1 Use and Bases-Salvage Value

a. General

Salvage value is the amount the tax-
payer expects to receive in cash or trade-in
allowance upon disposing of the asset at
the end of its useful life to the taxpayer.
There is no fixed basis for determining
salvage value. If an asset is customarily
used for its full inherent life, salvage value
may be no more than junk value.

b. Special Considerations in the Use of
Accelerated Methods

(2) If it is the policy to retire assets that
are still in good operating condition, the
remaining salvage value at that date may
represent a significant portion of the origi-
nal cost basis, and therefore special consid-
eration will have to be given when acceler-
ated methods are used.

(2) While a contractor may use any
acceptable method provided salvage values
and estimated useful lives are realistic, the
depreciation should not result in charging
all allowable depreciation costs to the early
years of use if an asset has a useful life to
the contractor beyond that point. Where,
for example, an asset costing $100,000 has
a useful life to the contractor of four years
and a remaining salvage value at the end of
this period of $50,000, it is evident that use
of the double declining-balance method
(i.e., a rate of 50 percent), would result in
writing off all the depreciation in the first
year.
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(3) Costing distortions of this type run
counter to the basic concept of charging
depreciation costs over the estimated useful
life of the asset in a systematic and logical
manner. They can generally be avoided by
the use of a depreciation method which
recognizes salvage value.

7-408.2 Under the General Rules-
Salvage Values

a. Under Straight-Line and Sum of
Years-Digits Methods

The contractor may use either gross
salvage or net salvage in determining de-
preciation, and the treatment of the costs of
removal must be consistent with the prac-
tice adopted. Under the straight-line and
sum of the years digits methods, salvage
value is subtracted from the cost or other
basis before applying the annual deprecia-
tion rate.

b. Under Declining-Balance Method

Salvage value is not deducted in com-
puting depreciation under the declining-
balance method. However, see caveats
specified in 7-408.1 above.

¢. Ten Percent Rule on Salvage Value
of Personal Property

For taxable years beginning after De-
cember 31, 1961, and ending after October
16, 1962, a taxpayer may reduce the sal-
vage value by any amount up to 10 percent
of the cost or other basis of personal prop-
erty having a useful life of three years or
more. This rule applies whether the prop-
erty acquired is new or used. Thus, if the
property has an estimated salvage value of
10 percent or less of the basis, salvage
value need not be taken into account for the
purpose of computing depreciation. In no
event may an asset (or an account) be de-
preciated below a reasonable salvage value
after taking into account the reduction
pelrmitted under the foregoing 10 percent
rule.

7-408.3 Under Class Life ADR-Salvage
Value

Salvage value is not used to reduce the
basis for computing depreciation (7-
407.3b). However, allowable depreciation
for any vintage account may not exceed the
cost or other basis of the account less the
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sum of (1) the reserve for depreciation, and
(2) the salvage value. Thus, salvage value
functions only as an overall limitation on
the total depreciation allowable for prop-
erty in a vintage account; however, see
caveats specified in 7-408.1 above. All
information relative to ADR election can
be found on Form 4832 which the company
is required to submit with an ADR election.
Gross salvage value must be estimated for
each vintage account at the time of electing
to use the class life ADR and may be re-
duced under the percent rule. If the tax-
payer consistently follows a practice of
understating salvage values, IRS will in-
crease the salvage value to what it finds is a
reasonable amount.

7-409 First-Year Write-Off of Qualifying
Business Property (Section 179 of IRC)

7-409.1 General Provision

Section 179 of the Internal Revenue
Code provides that under certain condi-
tions, taxpayers may elect to write off the
cost of qualifying depreciable business
property (subject to the limitations dis-
cussed below) in the tax year when the
property is placed in service. The taxpayer
may select the item(s) and the portions of
their costs to be expensed; however, the
election to expense an item of Section 179
property is irrevocable. If the taxpayer
elects to expense only a portion of the cost,
ordinary depreciation is then computed by
any of the usual allowable methods on the
remaining cost, less salvage value, where
applicable.

7-409.2 Limitation on Cost of Property

The cost of property which may be ex-
pensed is subject to the following limita-
tions:

a. Dollar Limitation. The aggregate cost
which may be expensed in any taxable year
:s limited to the dollar amounts shown be-
ow.

For taxable years The dollar

beginning: limitation is:
1986 - 1992 $10,000
1993 - 1996 $17,500
1997 $18,000
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1998 $18,500
1999 $19,000
2000 $20,000
2001 - 2002 $24,000
2003 - 2005 $100,000

b. In addition to the dollar limitation,
there are certain other limitations which
may further reduce the allowable amount.
These additional limitations relate to busi-
ness income and total value of assets
placed in service during the year. The con-
tractor’s tax return may be used to verify
the correct amount.

¢. As indicated by these limitations, the
principal objective of Section 179 is to act
as a stimulant to small businesses.

7-409.3 Transactions Between Related
Parties

a. The property must have been ac-
quired from an unrelated person. If the
taxpayer is a corporation acquiring the
property from another corporation, the
transferor must not be a member of the
same affiliated group. Members of such an
affiliated group are not entitled to the
write-off in the first year on purchases
from each other.

b. Also, the limitations on allowable
expense are applied to the entire affiliated

group.

7-409.4 Acceptability for Contract Cost-
ing Purposes

This first-year write-off of qualifying
business property would most likely not
meet the requirements of CAS 409 and
FAR 31.205.11. For contracts not covered
by CAS, the FAR limits the depreciation
to the amount used for financial account-
ing purposes, i.e., depreciation over the
expected service life of the asset.

7-410 Investment Tax Credit

The investment tax credit was elimi-
nated on January 1, 1986. The Revenue
Act of 1971 had reinstated the investment
tax credit as a deduction from the Federal
income tax otherwise due. The credit was a
direct deduction from Federal income
taxes. It is DoD procurement policy not to
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reduce the cost basis of the assets by the
investment tax credit for the purpose of
computing depreciation. Further, the credit
should not be used to reduce otherwise
allowable costs of Government contracts.
In addition, since the only value of the
investment tax credit is to reduce Federal
income taxes, any purchase of the invest-
ment tax credit is unallowable per FAR
31.205-41(b)(1).

7-411 Consistency in Depreciation
Method

7-411.1 General Rule on Consistency

Any method otherwise permissible
may be applied to a particular depreciable
property "account™ (which may represent
an individual item or a group of related
items). However, once a method is
adopted for any specific "account," it
must be applied consistently thereafter. In
general, under IRS regulations, any
change in the method of computing the
depreciation allowances with respect to a
particular account is permitted only with
the consent of the Commissioner.

7-411.2 Depreciation Method Changes
Permitted Without IRS Approval

a. Change from Declining-Balance to
Straight-Line Method

A taxpayer may change, without the
consent of the Commissioner, from an
acceptable declining-balance method of
depreciation to the straight-line method.
When the change is made, the unrecov-
ered cost or other basis (less salvage
value) shall be recovered through annual
allowances over the estimated remaining
life determined under the circumstances
existing at that time. The change to the
straight-line method must be adhered to
unless, with the consent of the Commis-
sioner, a change to another method is
permitted.

b. Special One-time Election for Real
Property

A special one-time election is allowed
for real property. For the first taxable
year beginning after July 24, 1969, the
taxpayer may elect to change its method
of depreciating Section 1250 property
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from any declining-balance or sum of the
years digits method to the straight-line
method.

¢. Vintage Accounts Under the ADR
System

Where the taxpayer has set up vintage
accounts under the class life ADR system
it may, without the consent of the Com-
missioner, make the changes in methods
of depreciation cited in preceding 7-
407.3c.

7-411.3 Consistency by Asset, Not for All
Assets

Although the method used must be ap-
plied consistently to an account, it need not
necessarily be used for acquisitions of
similar property in the same or subsequent
years, provided such acquisitions are set up
in separate accounts. A taxpayer may es-
tablish as many accounts for depreciable
property as desired. It is apparent from the
foregoing that although the taxpayer must
be consistent in depreciation methods, this
consistency relates only to the application
of a particular method to a particular asset
account from year to year. It does not mean
that the same method must be used for all
assets.

7-411.4 Consistency in Accounting and
Estimating

It should also be noted that the method
used for each asset account in computing
incurred costs should be consistent with
that used by the contractor in estimating
costs for pricing purposes.

7-412 Gain or Loss on Disposition of
Assets

a. Except for ordinary retirements under
the class life ADR system (see 7-407.4),
gain or loss is invariably realized at the
time a depreciable asset is disposed of. The
gain or loss will represent the difference
between the asset's book value and the
amount realized upon its disposal. How-
ever, that will not necessarily be the
amount to be considered for contract cost
purposes. CAS 409 and FAR 31.205-16
provide several bases for determining the
amount of gain or loss to be recognized, as
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well as certain elections open to the con-
tractor regarding cost treatment of the gain
or loss. Audits of depreciation should in-
clude appropriate audit steps to assure that
contract costs are determined in accordance
with the requirements of CAS 409 and
FAR 31.205-16.

b. Impairment losses recognized under
FASB Statement No. 121, “Accounting for
the Impairment of Long-Lived Assets,”
effective for fiscal years beginning after
December 15, 1995, are not recognized for
Government contract costing. Statement of
Financial Accounting Standards No. 121
requires that the carrying amount of long-
lived assets, such as land, buildings, and
equipment, be reduced to fair value when
events or circumstances indicate that their
carrying amount may not be fully recover-
able. For contract costing purposes, how-
ever, contractors are required to follow the
provisions of CAS 409, FAR 31.205-11,
and FAR 31.205-16 regarding asset valua-
tion and depreciation. Consequently, an
impairment loss is recognized only upon
disposal of the impaired asset. Until an
impaired asset is disposed of, depreciation
is calculated based on the asset value be-
fore any impairment loss which may have
been recognized for financial reporting.
Clarifying language was added to FAR
31.205-11 and FAR 31.205-16 in FAC 90-
43, effective February 18, 1997. The revi-
sions to the FAR under FAC 90-43 did not
introduce any new policy as they incorpo-
rated the guidance contained in the Direc-
tor, Defense Procurement’s (DPP) memo-
randum dated January 23, 1995.

7-413 Depreciation of Leased Property
7-413.1 FAR and FASB 13

This paragraph deals with leased assets
which have been capitalized using the pro-
visions of Financial Accounting Standards
Board Statement No. 13 (FASB 13), Lease
Costs (see 7-200). The provisions of FASB
13 were incorporated in the DAR on Sep-
tember 1, 1978.

a. The auditor must be aware that
different cost principles could apply to the
same lease, depending on the date
individual ~ contracts  were  signed.
Contracts signed before September 1,
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1978 are subject to the provisions of the
lease cost principles in effect the date the
contract was signed. DCAAP 7641.6,
Conversion Guide for DAR, provides the
text of selected cost items in DAR 15-205
for any given date subsequent to July 1,
1976.

b. FASB 13 is not mandatory until
fiscal years beginning on or after January
1, 1981. However, if the contractor elects
to follow the provisions of FAS 13 for
capitalized leases, regardless of the date
of the lease, the provisions of DAR 15-
205.9(j), effective September 1, 1978,

apply.
7-413.2 FASB 13 Summary

a. Classification of Lease as Capital
Lease versus Operating Lease

From the standpoint of the lessee, the
lease shall be classified as a capital lease if
any of the following criteria are met:

(1) The lease transfers ownership of the
property to the lessee by the end of the
lease term.

(2) The lease contains a bargain pur-
chase option.

(3) The lease term is equal to 75 percent
or more of the estimated economic life of
the lease property. However, where the
lease term begins in the last 25 percent of
estimated economic life, this criterion shall
Pot be used for purposes of classifying the
ease.

(4) The present value at the beginning
of the lease term of the minimum lease
payments equals or exceeds 90 percent of
the excess of the fair value of the lease
property over any related investment tax
credit retained by the lessor. However,
where the lease term begins in the last 25
percent of estimated economic life, this
criterion shall not be used for purposes of
classifying the lease.

b. Amortization Period

If the asset is capitalized using either
of the first two criteria, the asset is amor-
tized over the estimated economic life of
the asset. If the asset is capitalized under
either of the last two criteria, it is amor-
tized over the lease term. The lease term
defined in FASB 13 includes the basic
term plus option periods under certain
conditions. The conditions which must be
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part of the lease for the option period(s)
to be included in the lease term are:

(1) lease contains bargain renewal
options,

(2) the lessee would have to pay a
penalty so large as to assure renewal,

(3) the lessee guarantees lessor's debt
for the option period(s),

(4) the lease contains a bargain pur-
chase option, and

(5) the lessor has the option to renew
the lessee's lease.

7-414 Depreciation or Amortization of
Leasehold Improvements

Improvements by the lessee are ordinar-
ily subject to an allowance for depreciation
or amortization as discussed below. The
auditor should review the basis for writing
off the cost of leasehold improvements.

7-414.1 Amortization versus
Depreciation

Whether the lease is with a commercial
concern or with the Government, the cost
of the improvement may be depreciated
over the useful life of the improvement or
amortized over the remaining term of the
lease, whichever is shorter. The distinction
between depreciation and amortization has
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some significance; the language of the
regulations is generally interpreted to mean
that when amortizing, the declining-
balance or the sum of the years digits may
not be used. When depreciating, there is no
such limitation.

7-414.2 Term of the Lease

The term of the lease will include any
period for which the lease may be
renewed, extended, or continued pursuant
to either:

(1) an option exercisable by the lessee
or

(2) in the absence of an option,

reasonable interpretation of past acts of the
lessee and lessor such as with respect to
renewal, unless the lessee clearly
establishes, past acts notwithstanding, that
is improbable that the lease will be
renewed, extended, or continued.
Internal Revenue Code section 1.167(a)-4
and related section 1.178-1 govern the
effect to be given renewal options in
determining whether the useful life of the
improvement exceeds the remaining term
of the lease. In general, these rules
establish a test for determining whether a
renewal is intended, based on a comparison
of the life of the improvements with the life
of the lease.
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7-500 Section 5 --- Insurance Costs

7-501 Introduction

a. This section provides guidance for
the review of contractors' insurance pro-
grams. Considerations concerning the al-
locability of insurance costs are covered in
Cost Accounting Standard (CAS) 416 (see
8-416). Basic considerations concerning
the allowability of insurance costs are cov-
ered in FAR 31.205-19. In accordance with
DFARS Subpart 242.73, joint reviews of
insurance costs are conducted by DCMA
and DCAA at contractor locations that
have $40 million or more of qualifying
sales to the Government during the con-
tractor’s preceding year, and the ACO de-
termines such a review is needed based on
a risk assessment of the contractor’s past
experience and current vulnerability (see 5-
1303). A special Contractor Insur-
ance/Pension Review (CIPR) will be per-
formed when the contractor meets any cir-
cumstance in DFARS 242.7302 (b) that
may result in a material impact on Gov-
ernment contracts. Refer to 5-1300 for
additional guidance on CIPRs. Due to the
contingent nature of insurance charges
(projected average loss) to Government
contracts, special emphasis should be
placed on this element of cost when evalu-
ating forward pricing proposals and fore-
casted indirect expense rates.

b. Contractors' insurance costs are gen-
erated by:

(1) insurance required to be carried by
the terms of Government contracts,

(2) insurance maintained in connection
with the general conduct of business,

(3) insurance maintained because of
statutory requirements, and

(4) insurance maintained as part of em-
ployee benefits.

¢. When developing an audit program,
consideration should be given to the:

(1) materiality of the premium amounts
involved for each type of insurance,

(2) types and amounts of coverage in-
cluded under self-insurance programs,

(3) effectiveness of contractor's man-
agement of the insurance function, and

(4) contractor's program for eliminat-
ing potential hazards which will cause
loss.

d. Insurance costs are normally included
in overhead expense pools for allocation to
all benefiting cost objectives. Guidance for
accumulating costs into overhead pools and
selecting proper bases to allocate costs to
final objectives is found in CAS 418 (see
8-418).

7-502 Mandatory Insurance Coverage
and ACO Approvals

a. The clause in FAR 52.228-7 "Insur-
ance Liability to Third Persons,” is re-
quired to be included in all Government
contracts. Under the provisions of this
clause, the contractor must maintain insur-
ance coverage for third party contingencies
such as:

(1) workers' compensation,

(2) employer's liability,

(3) comprehensive general
(bodily injury),

(4) comprehensive automobile liability
(bodily injury and property damage), and

(5) other types of third party liability
insurance as required by the Government.
In addition, insurance coverage is manda-
tory under the provisions of FAR 28.301
when commingling of property, type of
operation, circumstances of ownership, or
conditions of the contract make it neces-
sary for the protection of the Government.

b. FAR 42.302(a)(2) requires the ACO
to review contractors' insurance plans. The
ACO must specifically approve, normally
in advance, the form, extent, amount and
period of insurance coverage in accordance
with FAR 28.3. This approval, however,
does not relieve the auditor of the responsi-
bility of reviewing premium costs for al-
lowability, reasonableness, and allocability
to Government contracts.

liability

7-503 Optional Insurance and the
Government's Contractor Insurance and
Pension Reviews Program

a. In addition to the foregoing manda-
tory insurance coverage, contractors usu-
ally obtain other types of insurance such as
health and welfare benefits for employees
and various types of casualty insurance.
FAR 52.228-7 does not require the contrac-
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tor to submit these types of coverage to the
contracting officer for specific approval
unless requested.

b. The Government's general survey
and review of a contractor's insurance pro-
gram, which may be performed under FAR
42.3, may be limited to verifying that the
contractor's insurance program provides
appropriate protection in consonance with
the types of risks involved. Such a review,
by itself, does not constitute a sufficient
basis for accepting related premium costs.
Therefore, where insurance costs and the
Government's participation therein are ma-
terial, the auditor should review the con-
tractor's insurance programs to the extent
required to establish whether the costs are
necessary, reasonable, and allocable to
Government contracts.

7-504 Allowability and Allocability

a. Where such benefits are not an inci-
dental part of a pension plan, insurance
programs may be established to provide
current or retired employees with fringe
benefits such as health, medical services,
and death benefits. The criteria for the
allowability and allocability of such costs
is governed primarily by FAR 31.205-6,
Compensation, and CAS 415, Deferred
Compensation, rather than by FAR
31.205-19 Insurance and Indemnification.
Payments under these programs can con-
stitute either current or deferred compen-
sation. Deferred compensation is allow-
able only to the extent it, together with all
other compensation paid to the employee,
is reasonable in amount, paid pursuant to
a good faith agreement between the em-
ployee and the contractor, and consis-
tently applied in future periods. Costs
which are unallowable under other para-
graphs of FAR 31.2, shall not be allow-
able under FAR 31.205-6 or CAS 415
solely on the basis that they constitute
personal compensation.

b. CAS 416 provides criteria for the
measurement of insurance costs, the as-
signment of such costs to cost accounting
periods, and the allocation to final cost
objectives. Briefly stated, the standard re-
quires that allocation of insurance costs to
cost objectives shall be based on the bene-
ficial or causal relationship between insur-
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ance costs and the cost objectives. It also
specifies that the amount of insurance cost
to be assigned to a cost accounting period
is the projected average loss for that period
plus insurance administration expenses
incurred in the same period.

7-505 Purchased Insurance Cost

a. Purchased insurance can usually be
obtained from commercial carriers for all
types of insurance. Generally, contractors
purchase insurance at fixed premiums or
advance premiums which are subject to
retroactive adjustments on the basis of
claim experience. The auditor's review
should include an appropriate examination
of individual insurance policies for indica-
tions of excessive or duplicated coverage
or unrealistic premium rates. During peri-
ods of high competition within the insur-
ance industry, premium costs diminish.
Therefore, the auditor should ascertain
whether the contractor solicits competitive
quotations periodically to determine that
downward price trends are reflected in the
premiums paid.

b. The Government's participation in
premium costs should be commensurate
with the benefits received. Also, contracts
should share in dividends and other credits
received by the contractor, in proportion to
the participation in gross premium costs.
Insurance provided by captive insurers
(owned by or under the control of the con-
tractor) is considered self-insurance and
must comply with the self-insurance provi-
sions of CAS 416. Premiums paid to front-
ing insurance companies (companies not
related to the contractor which reinsure
with a captive insurer) should not exceed
(excluding a reasonable service charge) the
amount which the contractor would have
been allowed had it contracted with a com-
petitive insurer.

7-506 Self-Insurance Cost

7-506.1 Contractor Elections for Self-
Insurance

a. Contractors may elect to provide
coverage for certain risks from their own
resources under a program of self-
insurance. The contractor's decision to
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self-insure should be based on a determi-
nation that the coverage can be provided
by self-insurance at a cost not greater than
the cost of obtaining equivalent coverage
from an insurance company or State fund.
If purchased insurance is available, the
charge for any self-insurance coverage
plus insurance administrative expenses
shall not exceed the cost of comparable
purchased insurance plus associated in-
surance administrative expenses (FAR
31.205-19).

b. Generally, the contractor will rely on
self-insurance to cover ordinary risks and
losses and, at the same time, maintain vari-
ous forms of purchased insurance to cover
major risks and catastrophic losses. For
example, under a self-insured employee
group health and survivorship plan the
contractor usually will limit its self-
insurance to providing hospital, surgical,
and medical expenses and, at the same
time, purchase insurance covering life,
accidental death and dismemberment, dis-
ability income benefits, and dreaded dis-
ease coverage.

7-506.2 Approval for Self-Insurance

In accordance with FAR 28.308, self-
insurance programs must be submitted to the
contracting officer for approval when 50
percent or more of the self-insurance costs to
be incurred at a segment will be allocated to
negotiated Government contracts and the
self-insurance costs at the segment are ex-
pected to be $200,000 or more annually. This
same section of FAR provides that programs
of self-insurance covering any kind of risk
may be approved when examination of such
programs indicates that their application is in
the best interest of the Government. Self-
insurance for risks of catastrophic losses,
however, is not allowable in accordance with
FAR 31.205-19(c)(4).

7-506.3 Self-Insurance Administration
Costs

a. A contractor may administer its self-
insurance program either by employing
personnel possessing the necessary tech-
nical skills, contracting with one or more
insurance firms to provide the necessary
services, or both. Since self-insurance
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costs should not exceed the cost charged
by a commercial carrier, it is important
that all costs be readily identifiable in the
accounts.

b. In addition to losses related to
claims, the cost of operating a self-
insurance program should include the
salaries of employees in the company's
insurance department, any outside ser-
vices, and all of the incidental expenses
incurred such as use and occupancy, tele-
phone, and supplies. The contractor
should make periodic comparisons be-
tween the actual cost it has incurred and
the cost of premiums it would have paid
to an insurance company if the coverage
had been purchased.

7-506.4 Periodic Charges for Self-
Insurance

a. Under a self-insurance program, the
contractor shall make a charge for each
period which represents the projected
average loss for that period. The self-
insurance charge plus insurance admini-
stration expenses may be equal to, but
shall not exceed the cost of comparable
purchased insurance plus the associated
insurance administration expenses. The
contractor's actual loss experience shall be
evaluated regularly and self-insurance
charges for subsequent periods shall re-
flect such experience in a similar manner
as would purchased insurance. The actual
loss shall be measured by actual cash
value of the property destroyed, amounts
paid or accrued to repair damage, amounts
paid or accrued to estates and beneficiar-
ies, and amounts paid or accrued to com-
pensate claimants, including subrogation.
Actual losses may be used to determine
self-insurance costs (1) when probable
losses will not differ significantly from
the projected average loss for that period
and (2) under self-insurance programs for
retired persons.

b. CAS 416.50(a)(3)(ii) provides that
if a loss has been incurred and the amount
of the liability to a claimant is fixed or
reasonably certain, but actual payment of
the liability will not take place for more
than one year after the loss is incurred,
the amount of the loss to be recognized
currently shall not exceed the present
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value of the future payments. These future
payments are to be computed using a dis-
count rate equal to that prescribed for
settling such claims by the State having
jurisdiction over the claim or if no such
rate is prescribed by the State, then the
current Treasury Rate is to be used to
discount the liability. Because many State
rates are unrealistically low, using such
rates to discount self-insurance liabilities
will result in excessive contract costs.
FAR 31.205-19(a)(3) limits the computa-
tion of the present value of future pay-
ments to an amount computed using as a
discount rate the interest rate determined
by the Secretary of the Treasury pursuant
to 50 U.S.C. App. 1215(b)(2) in effect at
the time the loss is recognized.

7-506.5 Broker's Quotes Used to Esti-
mate Self-Insurance Costs

a. The use of broker quotes is an esti-
mating technique in which contractors
obtain a quote from an insurance broker
and use it to represent their projected av-
erage loss. They do not actually purchase
the insurance but only use the quote to
determine the costs that would have been
incurred if the insurance coverage had
been purchased. Use of these quotes to
estimate self-insurance costs for a period
is generally considered an acceptable es-
timating technique to determine the pro-
jected average loss for the period under
CAS 416.50(a)(2)(i), which states "If
insurance could be purchased against the
self-insurance risk, the cost of such insur-
ance may be used as an estimate of the
projected average loss; if this method is
used, the self-insurance charge plus insur-
ance administration expenses may be
equal to, but shall not exceed, the cost of
comparable purchased insurance plus the
associated insurance administration ex-
penses. However, the contractor's actual
loss experience shall be evaluated regu-
larly, and self-insurance charged for sub-
sequent periods shall reflect such experi-
ence in the same manner as would
purchased insurance.” Many times quotes
may contain statements that actual loss
experience was considered but, in reality,
there is no relationship between the
quoted amount and the loss experience. It
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is imperative that an evaluation of self-
insurance costs based on broker quotes be
reviewed for reasonableness, i.e., that the
actual loss experiences of the contractor
has been included as one of the factors in
the quote used to measure the self-
insurance charge, and that the quote is
based on all pertinent data regarding the
contractor's potential liability for the in-
surance coverage. Contractors should be
required to adequately demonstrate that
amounts claimed for self-insurance costs
based on broker quotes consider these
factors.

b. In addition to requiring that the
quoted amounts reflect actual experience
and potential liability, contractors who
use this method should be required, at a
minimum, to obtain competitive quotes
and to demonstrate that the use of broker
quotes is also in accordance with FAR
31.205-19(e)(2)(i) in that they are based
on sound business practices and the rates
and premiums quoted are reasonable un-
der the circumstances. The contractor's
self-insurance program, including the use
of broker quotes, should be approved by
the ACO and should be in accordance
with the contractor's policies and proce-
dures and insurance manual. The contrac-
tor should maintain the difference be-
tween the estimated and actual cost in a
reserve account. The account should be
adjusted annually to reflect changing
reserve requirements as determined by an
actuary, and any adjustment should be
reflected in the next year's estimated pro-
jected average loss.

7-506.6 Audit Considerations

When reviewing a contractor's self-
insurance program, the auditor should
evaluate:

(1) the types of risks covered and the
nature of the contractor's risk assumption,

(2) comparative costs of the program,
including administrative and corollary
costs,

(3) effectiveness of the contractor's
claims procedures,

(4) equity of the accounting treatment
of self-insurance costs from the stand-
point of the plan of funding and allocation
of costs, and
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(5) maintenance of the reserve in ac-
cordance with CAS 416.
In reviewing the administrative and corol-
lary costs, the auditor must assure that all
appropriate costs have been taken into
account and that self-insurance is eco-
nomical. It should also be ascertained
whether the contractor has a staff that is
qualified to process claims and whether
the system has internal controls that are
adequate to assure accurate payment of
claims to employees or third parties

7-507 Workers' Compensation and
Employer Liability Insurance Cost

7-507.1 General

a. Workers' compensation insurance
protects an employer against the liability
imposed by workers' compensation laws to
pay benefits and furnish medical care to
employees for injuries and occupational
diseases attributable to their employment.
Employer's liability insurance covers claims
for damages relating to special types of work
and injuries or occupational diseases not
covered under the State laws. These types of
liability coverage are not a form of personal
compensation to the employee, and their
allowability should be considered under
FAR 31.205-19. FAR 28.307-2 requires
contractors performing under Government
contracts to carry employer's liability
coverage in the minimum amount of
$100,000, except in States with exclusive or
monopolistic workers' compensation funds
which do not permit the writing of such
coverage by private carriers, or except in
those States where the Workmen's
Compensation Act constitutes the exclusive
remedy of employees against employers for
all injuries or diseases relating to their work.
The cost of workers' compensation is
affected by geographical location and the
hazards of the particular work task.
Therefore, the contractor's method of
allocating the expense to burden centers
should recognize this relationship in order to
allocate the premium cost equitably.

b. Each State has its own workers' com-
pensation laws. Accordingly, auditors
should determine that contract charges for
workers' compensation are in accordance
with laws of the contractor's applicable
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state of business. Premium rate guidelines
are published by the National Council on
Compensation Insurance based on accident
experience throughout the Nation's busi-
nesses and industries. Workers' compensa-
tion rates are based on employee occupa-
tional classifications and on covered
payroll. When evaluating such rates, the
auditor should determine that all applicable
labor categories are used to estimate the
insurance premium. The failure to include
all labor categories can result in overstated
premiums.

c. Usually, an estimated premium is
charged when the workers' compensation
policy is written. After the policy expires, a
payroll audit is made. The actual premium
is then determined and adjustments made.
Auditors should be alert to specific policy
clauses. Some policies call for interim ad-
justments, such as adjustments to the esti-
mated premium for the actual amount of
labor dollars incurred on a monthly basis.

7-507.2 Retrospectively Rated Plans

a. Many workers' compensation policies
are retrospectively rated. The initial pre-
mium is adjusted (up or down) at a later
date, depending on incurred losses. Al-
though there are many variations of retro-
spectively rated plans, an insurance com-
pany will normally go through the
following steps when billing a customer
under a retrospectively rated policy:

(1) The policy is written using the State
bureau rates. The retrospective endorse-
ment and provisions are attached to the
policy.

(2) The premium is billed based on
payrolls reported to insurance company.

(3) After the policy expires, the insur-
ance company audits the actual payroll
data. The insurance company's audited
payroll amount is used to develop the stan-
dard premium used in the retrospective
adjustment.

(4) Actual claims are valued by the
claim department six months after the pol-
icy expires. The time lag permits accurate
valuation of open cases and allows time for
settlement of outstanding claims.

(5) The loss and payroll figures are then
used by the insurance company to calculate
the first retrospective rating adjustment.
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(6) Subsequent retrospective adjust-
ments may be made at 1- year intervals to
reflect the developments on open cases.

b. The retrospective rating billing pro-
cedures should give the auditor an indica-
tion of some of the documentation avail-
able to evaluate the allowability and
allocability of insurance costs.

¢. Where retrospectively rated plans are
used, insurance companies may hold re-
serves. Reserves provide for anticipated
payouts after the close of the policy year.
The auditor should review the written pur-
pose of the reserve to determine that the
reserve is not an unallowable deposit. The
auditor should evaluate the support for the
reserve and the fluctuations within the re-
serve. Usually, pending lawsuits, known
claims, and legal representations from at-
torneys are included as part of the support-
ing reserve package. The same documenta-
tion should be available for reserves under
b?th a purchase plan and a self-insurance
plan.

7-507.3 National Defense Projects Rating
Plan

a. Ordinarily, a retrospective rating plan
will result in the lowest net cost for work-
ers' compensation insurance. However, the
National Defense Projects Rating Plan
described in DFARS 228.304 is intended to
provide this insurance to an eligible con-
tractor at even lower costs. The savings
result partly from covering not only the
employees of the prime contractor, but also
those of all of its subcontractors perform-
ing work at the same location.

b. The rating plan may be applied to
cost-reimbursement type contracts and, in
appropriate cases, to fixed-price contracts
with price redetermination provisions. A
defense project is eligible for application of
the plan when:

(1) eligible Government contracts rep-
resent, at inception of the plan, at least 90
percent of the payroll for total operations
at dthe specific locations of the project;
an

(2) the annual premium for insurance is
estimated to be at least $10,000.

The plan is available in all States except
Arizona, California, Nevada, North Da-
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kota, Ohio, Oregon, Washington, West
Virginia, and Wyoming.

c. Notify the contracting officer of any
instance where an eligible contractor's
workers' compensation insurance has not
been placed under this plan.

7-507.4 War Hazard Insurance --- War
Hazard Compensation Act

a. The Defense Base Act extends work-
ers' compensation coverage to various
classes of employees engaged in work out-
side the United States. Where the Defense
Base Act applies, the benefits of the Long-
shoremen's and Harbor Worker's Compen-
sation Act are extended through the opera-
tion of the War Hazard Compensation Act,
as amended (42 U.S.C. 1701 et seq.), to
afford protection to employees against the
hazards of war (injury, death, capture, de-
tention). In general, war hazard benefits are
payable when the claim cannot be pre-
sented under the workers' compensation
coverage because the event which caused
the claim was attributable to an act of war.
Benefits of the War Hazard Compensation
Act are provided to all eligible employees
at no cost to the employer by the Bureau of
Employee's Compensation, Department of
Labor.

b. Upon recommendation of the offi-
cials concerned, as prescribed in DFARS
228.305(d), the Secretary of Labor may
waive the applicability of the Defense Base
Act with respect to any contract, subcon-
tract, or classification of employees. Waiv-
ers of the Defense Base Act should be con-
sidered where foreign employees are
subject to compensation laws or compara-
ble provisions of their country. In these
instances, the benefits provided by the
country of the employed foreign national
are less than the benefits offered under the
Defense Base Act and consequently the
ultimate cost to the Government would be
less. In addition to the benefits provided
under the War Hazards Compensation Act,
a contractor may be required to provide
supplemental war hazard insurance in order
to induce employees into hazardous areas.
This supplemental coverage is generally
limited to U.S. citizens and professional-
type foreign nationals.
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7-507.5 War Hazard Insurance --- FD-
712 Program

The FD-712 War Hazard policy is a
unique program for supplemental benefits
offered by a commercial insurance
company. The insurance is written
directly with contractors, subcontractors,
and grantees of the military departments,
Department of State, Agency for
International Development, or any other
department, agency, or subdivision of the
Federal Government which is eligible to
participate in this insurance (and is
accepted in writing by the insurance
company for this coverage). The FD-712
program provides benefits up to $50,000
at stipulated rates as indemnity for loss of
life, limb, sight, or permanent total
disability. Under the Retrospective
Premium Agreement, the total premiums
paid are adjusted to reflect actual losses,
accumulation of a stabilization fund for
the payment of future losses, accumulated
interest, and incurring States' premium
taxes. Any premium in excess of that
calculated in the premium adjustment is
payable to the Treasurer of the United
States. Upon termination of the policy and
after all outstanding losses have been
settled, the final premium is determined
and any determined excess premium will
be paid to the Treasurer of the United
States.

7-508 Liability Insurance Cost

7-508.1 General Comprehensive Liabil-
ity Insurance

FAR 28.307-2(b) requires general
comprehensive insurance with minimum
limits of $500,000 per accident. Third
party property damage liability insurance
ordinarily is not required under
Government contracts. However, where a
commingling of operations permits
property damage coverage to be obtained
at a nominal cost to the Government
under insurance carried by the contractor
in connection with the general conduct of
its business, the participation in such
insurance cost may be deemed in the best
interest of the Government.
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7-508.2 Automobile Liability Insurance

For automobile liability, FAR 28.307-
2(c) requires coverage with minimum
limits of $200,000 per person and
$500,000 per accident for bodily injury
and $20,000 per accident for property
damage. This coverage is required in a
comprehensive policy covering the opera-
tion of all vehicles used in performance of
Government contracts.

7-508.3 Aircraft Liability Insurance

When aircraft are used in performance
of Government contracts, FAR 28.307-
2(d) requires public liability coverage
with minimum limits of $200,000 per
person and $500,000 per accident for bod-
ily injury and a minimum limit of
$200,000 per accident for property dam-
age. Also, passenger liability bodily in-
jury limits of $200,000 per passenger is
required, with an aggregate minimum
limit equal to total number of seats or
total number of passengers, whichever is
greater.

7-508.4 PL 97-12 Prohibition of Certain
Insurance Costs

Public Law 97-12 prohibits payments
for commercial insurance to protect
against the contractor's own defects in
materials or workmanship incident to the
normal course of construction. The type
of insurance covered by this public law
should not be confused with professional
liability insurance, such as that main-
tained by architects and engineers cover-
ing liabilities to third parties arising from
errors, omissions or negligent acts. The
public law is not intended to cover liabil-
ity insurance for damages (third party
suits) arising as a result of the use of the
product. Rather it is intended to make
unallowable costs to repair defects in ma-
terials or workmanship. Accordingly, the
public law cannot be cited as a basis for
questioning costs of third party liability
insurance. However, this does not mean
that professional liability insurance may
not be questionable due to lack of alloca-
bility to Government contracts in accor-
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dance with 7-508.5, Professional Liability
Insurance.

7-508.5 Professional Liability Insurance

a. Professional liability insurance (also
referred to as architects and engineers or
errors and omissions insurance) protects
against damages to clients or third parties
resulting from professional errors or judg-
ments. The cost of professional liability
insurance is allowable, subject to tests of
reasonableness and/or allocability. In per-
forming these tests, if the cost of insur-
ance is material, the auditor should review
the policy coverage and claims and loss
experience.

b. Reviewing policy coverage is the
first and most important step in determin-
ing allocability and reasonableness. If a
contractor’s liability insurance policy pro-
vides coverage for its general practice,
allocation of premiums to all contracts
through overhead or general and adminis-
trative expense is usually acceptable.
However, if this policy is written to pro-
vide unique liability coverage for a par-
ticular business segment or product, costs
should be directly allocated to the benefit-
ing cost objective. Where a plain reading
of the policy does not clearly establish the
general nature of the coverage or the audi-
tor has reason to believe that unique li-
ability coverage is involved, an examina-
tion should be made of the types of
services being rendered to both the Gov-
ernment and commercial customers. If the
services (service primarily refers to disci-
pline, such as architectural, mechanical,
civil engineering work, etc.) are essen-
tially similar, a broad-based allocation is
acceptable. On the other hand, where the
services are dissimilar, examination
should be made of the claims and loss
experience as explained below.

c. If the costs are material, and the con-
tractor does not provide the same service to
the Government as to the commercial cus-
tomers, then the auditor should review
claims and loss experience. (Claims are
always defined in the policy.) This could
give the auditor some added insight into the
applicability of policy coverage as well as
allocability of costs. Items reviewed should
include a number of settled and pending
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claims, whether they apply to Government
or commercial contracts, and the dollar
amounts. The auditor must exercise judg-
ment in selecting a time frame to review
claims history relevant to the costs under
audit.

(1) The existence of claims on either
Government or commercial contracts alone
is not conclusive as to how premiums
should be allocated. However, a significant
number of claims arising because of one
particular product, segment, customer, etc.,
may indicate the need for a more thorough
review of the nature of the service or pro-
jects causing the claims disparity and con-
sideration of a more appropriate allocation
base.

(2) The review of claims and loss ex-
perience should only be used to challenge
the broad-based allocation of costs where
the auditor can determine that the insurance
is primarily purchased to protect against
liability unique to particular types of ser-
vices, components, or projects.

d. In determining premiums for a con-
tractor, the insurance carrier usually con-
siders such factors as location of the busi-
ness, size of the firm (billing/revenue),
professional discipline(s) being practiced,
and loss experience. The proper allocation
of premium costs should be determined
primarily by the terms of the coverage
where services provided are essentially the
same for all final cost objectives. While
claims and loss experience may vary con-
siderably from year to year, and between
classes of businesses (i.e., Government vs.
commercial), such experience should not
be used to challenge the broad based allo-
cation of premium cost unless it can be
determined that the services provided are
essentially dissimilar and hence the risk of
claims is proportionally greater for certain
services than others.

7-508.6 Product Liability

a. In the normal course of doing busi-
ness, a contractor will insure itself against
bodily injury to others, and damage to, or
loss of, property of others arising from the
failure of its products. A common basis for
this premium is sales. The cost applicable
to military versus commercial products
should be easily determinable unless an
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average composite liability rate is used for
both.

b. Such a composite rate may be inequi-
table. It should be discussed with Govern-
ment contract management personnel and
the contractor for the purposes of obtaining
separate rates for military and commercial
products. For the most part, major defense
contractors have negotiated separate rates,
but the rates for military products still may
be excessive in relation to the actual losses
resulting from failure of military products.

c. Auditors should ascertain that the
contractor has conscientiously attempted to
negotiate with its insurance carrier a sepa-
rate military products rate commensurate
with the loss experience of such products.
Whenever premium rates are not commen-
surate with loss experience, obtain the
views of the Government contract man-
agement official relative to rating the cov-
erage. Further, ensure there is no absorp-
tion by Government contracts of premiums
solely applicable to a contractor's commer-
cial products.

d. Audit evaluations of product liabil-
ity insurance premium allocations should,
as a minimum, include an analysis of the
Government and commercial loss experi-
ence for a representative period. Govern-
ment premium breakout allocations in
excess of the average Government loss
experience may be unreasonable. If an
excess exists, additional audit considera-
tions would include:

(1) comparisons of premiums and allo-
cation bases with comparable companies;

(2) requesting detailed explanations
from the insurance carriers on the basis of
the premium split between commercial
and Government and a breakdown of risk
exposure; and

(3) if possible, obtaining independent
quotes from other insurance carriers on
Government exposure only.

Where aircraft product liability insurance
is allocated on a sales base to Government
contracts, auditors should specifically
review for compliance with CAS
403.40(b)(4)and 403.60(b)if a home of-
fice, and CAS 410.50(g)(2) if an operat-
ing segment. Where a breakout between
commercial and Government is not pro-
vided, exceptions to proposed costs
should be considered as noncompliances
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with the standards as well as FAR 31.201-
4(b). Advance agreements between the
Government and contractors on accept-
able Government premium costs should
clearly state the basis of the agreement
and how future costs will be allocated.

7-508.7 Insurance for Government-
Owned Property

FAR 31.205-19(e)(2)(iv) states "Costs
of insurance for the risk of loss of or dam-
age to Government property are allowable
only to the extent that the contractor is
liable for such loss or damage and such
insurance does not cover loss or damage
which results from willful misconduct or
lack of good faith on the part of any of the
contractor's directors or officers or other
equivalent representatives." Accordingly,
where the risk of loss is not the responsibil-
ity of the contractor, the cost of insurance
coverage should be questioned.

7-509 Casualty Insurance Cost

7-509.1 Fire and Comprehensive Casu-
alty Insurance

Fire insurance provides for reim-
bursement to the insured for losses result-
ing from the causes enumerated within
each policy. Most of these policies will
include hazards in addition to fire, such as
hail, windstorm and earthquake. When
such is the case, the policy is usually re-
ferred to as a multiple peril or compre-
hensive policy. These policies ordinarily
cover buildings, capital equipment, inven-
tories, and supplies belonging to the in-
sured. With respect to buildings, rating
bureaus established under the various
State insurance departments are responsi-
ble for setting the rates for each type of
building. Self-insurance is most appropri-
ate where a contractor's plants are isolated
and scattered over a wide area, thereby
dispersing the risk.

7-509.2 Fidelity Bonds

Fidelity bonds provide protection
against defalcation and theft by employees,
especially those in positions of trust. The
auditor should become familiar with the
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circumstances involved in any claim for
loss, inasmuch as it indicates a failure of
internal control.

7-509.3 Insurance on Lives of Officers
and Owners

Costs of insurance on lives of officers,
partners, or proprietors are allowable only
to the extent that the insurance represents
additional compensation [FAR 31.205-
19(e)(2)(v)]. The auditor should review
the insurance policy to determine who is
the beneficiary on the policy. If the com-
pany or its owners are beneficiaries, the
costs are unallowable; if the executives
family or estate are beneficiaries, the
costs are allowable if the total compensa-
tion paid to the executive is reasonable.

7-510 Split-Dollar Life Insurance Cost /
Deferred Compensation Plans

7-510.1 General

a. Split-dollar life insurance plans pro-
vide for a sharing between the employer
and the employee of the premium pay-
ments, ownership, cash values, and the
death benefits (hence the name split-dollar
life insurance). These insurance plans are
used by some contractors to reward execu-
tives and key employees for their perform-
ance or to induce them to remain with the
company. Typically, the employer pays the
insurance premiums on the life insurance
policy on the employee’s life and takes a
collateral assignment (i.e., interest in the
policy) equal to the premiums it pays. The
employee owns the policy and designates
the beneficiary. If the employment ends or
the insurance policy is terminated, the em-
ployee is required to reimburse the em-
ployer for the aggregate premiums paid by
the employer.

b. Some plans include a separate but
interrelated deferred compensation agree-
ment that provides the employee with de-
ferred compensation in the same amount as
the aggregate premiums the employee (or
his/her beneficiaries) must reimburse the
employer. The deferred compensation is
generally payable to the employee at the
same time that the employee or his/her
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beneficiaries are required to reimburse the
employer.

c. There is variability in the terms and
conditions of split-dollar life insurance
plans. The guidance provided in this sec-
tion is based on the most common plans. It
is important that auditors carefully review
the terms and conditions of the individual
plans and make appropriate adjustments for
the individual situation, or seek additional
guidance from their regional office if nec-
essary.

7-510.2 Premiums Paid by the Company

The proper accounting treatment of
premium payments for split-dollar life in-
surance is addressed in Financial Account-
ing Standards Board Technical Bulletin
No. (FAST) 85-4, Accounting for Pur-
chases of Insurance. FAST 85-4 states in
part, “The amount that could be realized
under the insurance contract as of the date
of the statement of financial position
should be reported as an asset.” Under a
typical split-dollar life insurance plan
where the employee owns the policy and
has an unavoidable obligation to reimburse
the contractor for the amount of the insur-
ance premiums, the employer would re-
ceive from the employee an amount equal
to the aggregate premiums paid to the in-
surance company. Therefore, the employer
should recognize the annual premium paid
to the insurance company as an asset, not
an expense. The annual premiums are es-
sentially an interest free loan from the con-
tractor to the employee, not an element of
the total cost of a contract as defined in
FAR 31.201-1, Composition of Total Cost,
and should be questioned if claimed.

7-510.3 Cost Paid under the Interrelated
Deferred Compensation Agreement

a. Deferred compensation costs in-
curred under the employer/employee
agreement which provides the employee
with deferred compensation equal to the
aggregate premiums the employee must
reimburse the employer under the terms
of a split-dollar life insurance plan should
be evaluated in accordance with
FAR 31.205-6(k). Under that provision,
deferred compensation is allowable if it is
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based on current or future services and
assigned and measured in accordance with
CAS 415, Accounting for the Costs of
Deferred Compensation.

(1) Based on Current or Future Ser-
vices. Although the terms of the interre-
lated deferred compensation agreements
may not explicitly state so, these agree-
ments provide essentially a series of annual
awards (each equal to the annual premium)
to be paid at some future date, for services
provided in the period in which the annual
life insurance premium is paid. That is,
each year, the employee is awarded de-
ferred compensation equal to the annual
insurance premium paid by the employer
for that period, to be paid upon retirement,
death, or other circumstances as stipulated
in the agreement. Therefore, the deferred
compensation to be paid under the terms of
a typical plan is based on current or future
services and meets the allowability criteria
at FAR 31.205-6(Kk)(1).

(2) Assigned in Accordance with CAS
415. CAS 415.40(a) requires that the
costs of the deferred compensation be
assigned to the cost accounting period in
which the contractor incurs an obligation
to compensate the employee. CAS
415.50(a) provides six conditions that
must be met before a contractor is deemed
to have incurred an obligation for the cost
of deferred compensation. If the applica-
ble conditions are met in the accounting
period in which the contractor pays the
annual life insurance premiums, the cost
of each annual award is assignable to that
period. If these conditions are not met,
CAS 415.50(b) requires that the cost be
assigned to the period in which the com-
pensation is paid. The auditor should re-
view the terms of the plan to determine if
these conditions are met.

(3) Measured in Accordance with CAS
415. The assignable cost for each year is
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measured as the present value of the annual
award (i.e., an amount equal to the annual
premium) discounted from the estimated
date of payment. Under most plans, the
estimated date of payment will be the esti-
mated date of retirement. CAS
415.50(d)(5) provides that the discount rate
used to calculate the present value is the
Treasury rate used to compute cost of
money factors (see 8-414.2). To illustrate,
assume that the annual deferred compensa-
tion award (which is equal to the annual
premium payment) is $30,000; the em-
ployee is expected to retire in ten years;
and the cost of money rate is 8 percent. The
amount assignable to the current year is
$13,896 ($30,000 discounted for ten years
at 8 percent).

(4) Adjustments for Forfeitures Re-
quired by CAS 415. The auditor should
also verify that the contractor has complied
with CAS 415.50(d)(7), which requires that
any forfeiture which reduces the em-
ployer’s obligation for payment of deferred
compensation be a reduction of contract
costs in the period in which the forfeiture
occurred. The amount of the contract cost
reduction for a forfeiture is the amount of
the award that was assigned to prior peri-
ods, plus interest compounded annually,
using the same Treasury rate that was used
as the discount rate at the time the cost was
previously assigned.

b. Deferred compensation payments
made in conjunction with a split-dollar life
insurance plan are also subject to the rea-
sonableness criteria of FAR 31.205-6(b),
including paragraph (b)(2)(i) which re-
quires that special consideration be given
to the evaluation of the reasonableness of
the compensation if the company is a
closely held corporation, partnership, or
sole proprietorship and the individual par-
ticipating in the plan is the owner or a part-
ner.
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7-600 Section 6 --- Pension Costs

7-601 Introduction

This section provides guidance for the
audit of pension costs. Basic considerations
concerning the allocability of costs of re-
tirement and pension plans are found in
Cost Accounting Standards (CAS) 412 and
413 (see 8-412 and 8-413). Basic consid-
erations concerning the allowability of
costs of retirement and pension plans are in
FAR 31.205-6. In accordance with DFARS
Subpart 242.73, joint reviews of pension
costs are conducted by DCMA and DCAA
at contractor locations that have $40 mil-
lion or more of qualifying sales to the Gov-
ernment during the contractor’s preceding
year and the ACO determines such a re-
view is needed based on a risk assessment
of the contractor’s past experience and
current vulnerability. A special Contractor
Insurance/Pension Review (CIPR) will be
performed when the contractor meets any
circumstance in DFARS 242.7302(b) that
may result in a material impact on Gov-
ernment contracts. If a CIPR or special
CIPR are not performed, the only formal
review of pension cost will be a DCAA
audit. Therefore, it is essential that the
auditor perform a risk assessment to deter-
mine the need for a CIPR or special CIPR.
Refer to 5-1300 for additional guidance on
CIPRs. See 9-703.8 for guidance on
evaluation of pension costs in contractor
indirect cost estimates.

7-602 Definitions and Terms

Due to the complexity of this audit area
and the unique terms used in the laws and
regulations regarding pension plans, audi-
tors should have a working knowledge of
the terms and definitions found in CAS 412
and 413. The auditor should always exer-
cise due care in selecting terms to describe
specific issues when reporting the results of
audit of pension plans.

7-603 Approval and Review
Requirements

a. Most pension plans are submitted to
the Internal Revenue Service (IRS) for
approval. Generally, the IRS will issue a

"favorable determination letter" if the plan
meets required qualifications. A plan that
satisfies the requirements of section 401(a)
of the Internal Revenue Code (IRC) is con-
sidered to be a qualified plan. If a plan is
qualified, the sponsor is entitled to claim
contributions to the plan as tax deductions,
while the plan participants are not required
to claim earned benefits until they are re-
ceived. If a contractor's plan is qualified, a
copy of the "favorable determination letter"
should be in the permanent files. Some of
the more important plan qualification re-
quirements are:

(1) the employer's contributions to the
plan must be irrevocably funded,

(2) the plan must be intended to be a
permanent plan and must be in writing and
communicated to the employees, and

(3) the plan must not discriminate either
in contributions or benefits in favor of offi-
cers, supervisors or highly compensated
employees.

Approval of a pension plan by the IRS does
not require audit acceptance of the cost of
the plan.

b. The auditor should notify his or her
regional office in writing when a contractor
has a pension plan in effect that will re-
quire assistance of the regional office in
evaluating the pension plan costs. In the
event of a transfer of audit cognizance to
another FAO, the relinquishing FAO
should prepare a detailed summary of the
current pension issues for the FAO that has
assumed responsibility for the pension au-
dits. The summary should include data on
the change in accumulated assets and li-
abilities in employee benefit funds as a
result of any mergers, acquisitions, and
divestitures. In order to ensure adequate
audit coverage of transferred pension fund
assets and liabilities, it is important that
FAOs cognizant of buyer and seller con-
tractors maintain close coordination and
communication in oversight of contractors’
accounting for pension cost charged to
Government contracts. See 1-502 for addi-
tional comments on transfer of audit cogni-
zance.

¢. When assistance or guidance is
needed by the regional office on a plan or
any of its features, the matter should be
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referred to the Assistant Director, Policy
and Plans.

7-604 Types of Pension Plans

a. There are various types of pension
plans. Each type will have a formal writ-
ten document describing details of the
plan. Employers will also usually have
explanation and announcement booklets,
prepared for employees, that provide ad-
ditional information about each plan.

b. Plans can be classified as insured or
trusteed, defined benefit or defined con-
tribution, contributory or noncontributory.
Some plans will be a combination of these
classifications.

c. A plan is called an insured type if its
funding agency is an insurance company.
Here, the plan sponsor makes contribu-
tions to an insurance company, and the
insurance company issues various types of
contracts to provide the designated plan
benefits. Some insurance arrangements
provide investment services only, without
guarantees of benefits, investments or
earnings.

d. A plan is called a trusteed type if its
funding agency is a trust fund. Contribu-
tions go to the trustees who in turn invest
and manage the assets and pay the stated
benefits. The trustees can be third parties,
such as banks, or individuals, including
employees of the contractor.

e. A plan is called contributory if the
participants are allowed (or required) to
make contributions to it, usually in the
form of payroll deductions. A non-
contributory plan does not permit contri-
butions by plan participants.

7-605 Considerations in Evaluating
Acceptability of Claimed Pension Plan
Costs

7-605.1 Reasonableness of Costs of Plan
and Overall Compensation of Partici-
pating Employees

a. A comparison of the ratios of cur-
rent and past service costs of a given con-
tractor's plan to the total basic payroll of
participants (or to the total basic payroll
of all employees), with similarly calcu-
lated ratios of similar industries in the
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area, will furnish a yardstick for the
measurement of the overall reasonable-
ness of the costs of the plan. While these
results may not be conclusive, they may
be indicative of plans which warrant a
more thorough analysis of the factors
affecting costs.

b. Pension Fund Valuation and Rate of
Return.

(1) There are two methods used to
accumulate pension plan assets. One
method is to purchase insurance contracts.
A second method is to make contributions
to a trust fund. CAS 413.40(b) requires
the valuation of all pension fund assets
using a valuation method which takes into
account unrealized appreciation and de-
preciation of the assets. A realistic value
must be placed on the fund for proper
determination of funding requirements.
The current value or a method that takes
into account current value should be used.
When plan asset values rise, funding con-
tribution requirements will usually fall.
The contractor should compute this im-
pact on the pension expense. In many
cases, contractors will make this assess-
ment prior to the issuance of the actuarial
report on the plan. In rising financial
markets, the auditor needs to insure that
the Government receives the full benefit
of the reduced costs in the pricing and
costing of all contracts (cost type and
fixed-price type). Consequently, contrac-
tor price proposals, indirect cost rate fore-
casts, and forward pricing rate agreements
need to be evaluated to determine if they
contain the reduced forecasts due to lower
pension expense.

(2) The interest rate assumption is an
extremely important factor in computing
current contribution requirements and
should be compared with the actual or
approximate rate of return on the securi-
ties in the fund. If it is not reasonably
close, then appropriate evaluation of this
factor should be performed by the audi-
tor.

(3) It is not intended that auditors
should attempt any significant recalcula-
tions of pension plan rates, as this can
best be done by the actuaries. However,
information on the market value of the
fund and the rate of return should be
available from the contractor.
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7-605.2 Other Considerations in Evalu-
ating Acceptability of Claimed Costs

a. Allocation and Assignment of Costs

(1) Pension costs accorded audit ap-
proval under Government contracts should
bear a reasonable relationship to the pen-
sion costs generated by eligible employees
engaged in work under such contracts. The
allocation basis of pension plan costs
should recognize differences of employ-
ment status, within practical limitations,
between employees engaged in Govern-
ment work and employees engaged in other
than Government work. Further discussion
of the allocation of costs is included in the
paragraphs on past service costs and rever-
sionary credits (see 7-605.2c).

(2) Pension costs should be assigned
to cost accounting periods in accordance
with sound accrual accounting practices.
Pension costs are often computed for a
plan year that does not coincide with the
contractor's cost accounting period. A
potential problem arises if the contractor
assigns such costs to a single cost ac-
counting period, rather than prorating the
costs between the two contemporaneous
periods. This practice would be in non-
compliance with CAS 406.50(b), which
requires accrual practices to be "appro-
priate," because it would not be in accor-
dance with generally accepted accounting
principles (see 8-406). This practice
would also be in noncompliance with
CAS 412.40(a)(1) and (c) (see 8-412),
which requires pension costs to be com-
puted for a cost accounting period. Con-
tractors' accrual practices for pension
cost should be reviewed, and material
noncompliances should be reported to the
contracting  officer. See also 6-
608.3b.(1).

b. Allowability of Nonqualified Pension
Plan Costs

A nonqualified pension plan is any pen-
sion plan other than a qualified pension
plan (see 7-603(a)). The pay-as-you-go
cost method is used on nonqualified plans
and is a method of recognizing pension
costs only when benefits are paid to retired
employees or their beneficiaries. However,
as discussed below, nonqualified plans are
not limited to the use of the pay-as-you-go
cost method.

749
7-605

Following are key dates and associated
rules governing the allowability of non-
qualified pension plan costs for contracts
negotiated in accordance with procurement
regulations:

(1) For contracts entered into prior to
March 22, 1983, nonqualified pension costs
accrued in accordance with CAS 412 and
allocated to Government contracts are al-
lowable. This is in accordance with the
decision in U.S. v. The Boeing Co., 802 F.
2nd 1390 (Fed. Cir. 1986).

(2) For contracts entered into after
March 21, 1983 but before March 28,
1989, allowable nonqualified pension costs
accrued in accordance with CAS 412 and
allocated to Government contracts are lim-
ited to the amount paid in the year the costs
are assigned. This limitation is in accor-
dance with the FAR 31.205-6(j)(5) re-
quirements during this time frame.

(3) For contracts entered into after March
27, 1989, allowable nonqualified pension
costs are limited to the amount computed in
accordance with CAS 412 and 413. Funding
is not required for allowability. This is in
accordance with changes to FAR 31.205-6
effective March 28, 1989.

(4) The CAS 412 and 413 revisions that
were effective March 30, 1995 apply as
follows: The revised provisions shall be
followed by each contractor on or after the
start of its next cost accounting period be-
ginning after the receipt of a contract or
subcontract that is awarded on or after
March 30, 1995 and is subject to full CAS
coverage. Contractors with prior CAS-
covered contracts with full coverage are to
continue to follow the prior versions of
CAS 412 and 413 until the revised stan-
dards become applicable following receipt
of a contract or subcontract awarded on or
after March 30, 1995 subject to full CAS
coverage.

(5) For contracts subject to the revised
CAS 412 and CAS 413, the costs of non-
qualified defined benefit pension plans
must be measured and assigned in accor-
dance with the requirements specified in
the revised standards. The costs of non-
qualified pension plans must be accrued
in the same manner as qualified plans
under certain specific conditions (see
CAS 412.50(c)(3)). If these conditions are
not met, the nonqualified pension plan

DCAA Contract Audit Manual



750
7-605

must use the pay-as-you-go cost method.
For nonqualified pension plans that do not
use the pay-as-you-go cost method, fund-
ing at the tax rate complement (i.e., 100%
- tax rate %) is required by the revised
CAS 412 as a condition for allocation of
pension accruals to cost objectives (See 8-
412.4). For nonqualified plans using the
pay-as-you-go cost method, pension costs
assigned to a cost accounting period are
allocable in the period assigned.

c. Reversion Credits Arising From Can-
cellation of Non-vested Benefits (see also
6-608.2d.(5)).

(1) When an employee withdraws from
a pension plan or terminates his or her em-
ployment for reasons other than retirement
or death, employer contributions made on
his or her behalf, plus interest, to which no
vested rights attach, serve to reduce the
contractor's required future contributions.
These are referred to as "reversion credits”
(or in some cases "withdrawal gains").
While other credits or gains come within
the scope of a reversion credit, the term as
used in this paragraph relates to reversion
credits arising from separation of employ-
ees who have not acquired vested rights.
Reversion credits require particular atten-
tion because of the long term nature of
pension plans and the possibility that com-
pletion or termination of Government work
will cause a serious cutback in a contrac-
tor's labor force. Since the contractor's an-
nual contribution to a pension plan is net of
that portion of any reversion credits used in
determining the amount of the contribution,
Government contracts ordinarily would
share in such credits to the extent that the
net contribution for the year is included in
the indirect cost pools and allocated to
Government contracts.

(2) Where the plan is funded through a
contract with an insurance company, there
is normally no advance consideration given
to reversion credits. The necessary adjust-
ment is normally applied as a reduction of
the contractor's contribution to the insur-
ance company for the then current taxable
year or the next succeeding taxable year (or
years in order of time if the aggregate
amount of credit exceeds the premium cost
otherwise due for the next succeeding tax-
able year). Reversion credits are usually
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quite readily ascertained under the insured
type of funding arrangement.

(3) Where the plan is of the self-
insured trustee type, the annual reversion
credits normally reduce the employer's
unfunded liability, and are therefore
spread over later years (often the expected
future service of members) and are only
partially accounted for in any one subse-
quent year. Under most trustee type plans,
isolated determination of the value of
reversion credits is difficult to accomplish
with any degree of accuracy.

(4) Ordinarily it will not be necessary to
adjust for reversion credits arising from
normal turnover of employees except to
consider such reversion credits in calculat-
ing the contractor's net annual contribu-
tions. However, adjustment should be made
if failure to do so would result in serious
inequities to either the contractor or the
Government.

(5) Substantial reversion credits may
occur at a time when Government work has
decreased to a point where it will not share
the credits in the proportion that it ab-
sorbed the costs of pension contributions
from which they are generated.

(6) One method for protecting the Gov-
ernment's interest in abnormal reversion
credits is the use of a "recapture” method
whereby the contractor and the Govern-
ment enter into an agreement to negotiate a
refund to the Government, if and when
appropriate.

(7) The contracting officer has the re-
sponsibility for sponsoring the negotiation
of all recapture agreements on pension
costs under DoD contracts. Accordingly,
where a recapture agreement is required for
the protection of the Government's interests
in future reversion credits, a copy of the
pension plan together with an advisory
report containing comments and recom-
mendations shall be submitted to the con-
tracting officer.

d. Funding Requirements

(1) When contributions are paid by a
contractor to pension, profit sharing and
employee stock ownership (ESOP) plans
less frequently than quarterly, FAR
52.232-16 (progress payment clause) and
FAR 52.216-7/8 (allowable cost, fee, and
payment clause) provide that the accrued
costs shall be excluded from indirect costs
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for_dpayment purposes until such costs are
paid.

(2) For contracts subject to one of the
payment clauses cited in (1) above, con-
tractors are permitted either to fund pen-
sion plans in total or to fund only those
pension costs allocable to contracts con-
taining the payment clause. Partial funding
and delayed funding result in loss of earn-
ings on trust fund assets and therefore re-
sult in increased future contributions and
increased contract costs. Such increased
costs are unallowable per FAR 31.205-
6(j)(2)(iii), which states that "Increased
pension costs are unallowable if the in-
crease is caused by a delay in funding be-
yond 30 days after each quarter of the year
to which they are assignable.”" Contractors'
actuarial rates and methods used in calcu-
lating normal and past service costs should
be used to compute such unallowable pen-
sion cost contributions.

(3) Loss of earnings may impact future
years' pension costs, and the unallowable
cost should therefore be assigned to the
years affected. Unallowable pension cost
assigned to future years should be com-
pounded with interest and actuarially amor-
tized over the appropriate future years. As
an alternative, however, if mutually agree-
able, the unallowable pension cost can be
assigned to the current year at the present
value. This latter approach may, in fact, be
preferable because there would then be no
need for any follow-up action related to
future adjustments.

(4) Form 5500, Report of Employee
Benefit Plan, is required by the IRS to be
submitted annually. This form identifies
the actuarial assumptions used to determine
pension costs and may be used to deter-
mine whether actual funding complies with
FAR requirements. If the form discloses
that late funding occurred, questioned cost
(lost earnings, including the compounding
effect on future years) should be computed
using the actuarially assumed interest rate
used by the contractor in computing pen-
sion costs.

e. Actuarial Assumptions. The funding
required for a defined benefit pension plan
is a function of the actuarial cost method
and assumptions used. These assumptions
typically involve rates of interest, mortal-
ity, disability, salary increases, and other
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factors affecting the value of pension assets
and liabilities. In evaluating the validity of
the assumptions, the auditor should deter-
mine that the assumptions are reasonable
individually (revised CAS, effective March
30, 1995) or in the aggregate (pre - March
30, 1995 provision.).

f. Adjustment of Pension Costs.

(1) CAS 413.50(c)(12), FAR 15.408(g),
and FAR 52.215-15 provide for an adjust-
ment of pension cost when a segment is
closed, a pension plan terminates, or bene-
fits are curtailed. A segment closing occurs
when a segment

(a) is sold or ownership is otherwise
transferred,

(b) discontinues operations, or

(c) discontinues doing or actively seek-

ing Government business under contracts
subject to these provisions.
The adjustment is computed as the differ-
ence between the actuarial accrued liability
and the market value of the assets for the
segment. Refer to 8-413.3 for additional
guidance.

(2) When an adjustment is required,
the contractor should be requested to pro-
vide a copy of the segment closing analy-
sis mandated by CAS and FAR. The audi-
tor should request the ACO to initiate a
special CIPR to audit the contractor data
for compliance with CAS 413 and/or FAR
52.215-15. If the contractor does not pro-
vide the analysis, a noncompliance audit
report should be issued and the DCMA
pension specialist should be requested to
estimate the magnitude of the adjustment.

7-606 Advance Agreements for Pension
Plan Costs

7-606.1 Contract Risk Associated with
Potentially Overfunded Pension Plans

a. For Government contracting pur-
poses, a pension plan is overfunded if the
value of the plan's assets is greater than the
actuarial liability plus normal cost for the
current period, measured by the plan's ac-
tuarial cost method. This definition is the
same as the definition used by the IRS
prior to the signing into law on December
22, 1987 of the Omnibus Budget Recon-
ciliation Act of 1987. The new law (P.L.
100-203) made a significant change to the
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way a contractor measures the full funding
limitation for making contributions to its
defined benefit pension plans under IRC
regulations.

b. A pension plan is fully funded under
P.L. 100-203 when the value of plan assets
equals or exceeds the lesser of

(1) 150 percent of current liability or

(2) the actuarial liability under the plan.
This method of computing the full funding
limitation is effective for years beginning
after December 31, 1987. Prior to the new
law, a pension plan was fully funded in
accordance with the Internal Revenue Code
(26 U.S.C. 412(c)) when the value of plan
assets equaled or exceeded the actuarial
liability plus normal cost for the current
period under the plan.

c. Pension expense should be accrued
only when there is a valid pension liabil-
ity. A valid liability exists for pension
costs when a plan's actuarial liability plus
normal cost for the current period ex-
ceeds the plan asset values when evalu-
ated under an acceptable actuarial cost
method. Accordingly, a contractor has
incurred a valid liability if it has not
reached the full funding limitation under
the old law. This liability should be as-
signed to the current cost accounting
period even if it exceeds the full funding
limitation under the new law. However,
if there is no valid liability (asset values
exceed the actuarial liability), there
should be no pension costs assigned to
the current period nor should costs be
questioned in future periods for lost in-
terest related to pension costs computed
in excess of this full funding.

d. P.L. 100-203 may pose a problem for
some Government contractors if the pen-
sion costs computed in accordance with the
pre - March 30, 1995 CAS 412 exceed the
full funding limitation under this law. Un-
der the pre - March 30, 1995 CAS 412,
valid pension costs assigned to an account-
ing period cannot be reassigned to any
other accounting period. In addition, costs
assigned to an accounting period and not
funded by the time set for filing a Federal
tax return will not be allowable in accor-
dance with FAR 31.205-6(j)(1)(i). To miti-
gate this conflict, on April 8, 1991 the new
CASB authorized Federal procuring agen-
cies to waive the cost assignment provi-
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sions of the pre - March 30, 1995 CAS
412.40(c), on a case-by-case basis (see 8-
412.3).

e. Contributions made to a fully funded
plan are subject to a 10 percent excise tax
in accordance with the Tax Reform Act of
1986. This 10 percent excise tax is ex-
pressly unallowable for Government con-
tracting purposes in accordance with FAR
31.205-41(b)(6). This section of the FAR
specifically disallows all excise taxes found
at subtitle D, chapter 43 of the Internal
Revenue Code of 1986, which includes
excise taxes imposed in connection with
pension plans, welfare plans, deferred
compensation plans or similar types of
plans.

f. An evaluation of current billing and
bidding indirect expense rates should be
made to determine whether or not fore-
casted pension expenses are valid. If a
contractor plans to limit contributions to
its pension plan based on the full funding
limitation in P.L. 100-203 and the current
or forecasted indirect expense rates in-
clude an amount for pension expense
based on the old full funding limitation,
pension costs may be overstated. If this is
the case, and there is a material impact, a
recommendation should be made to the
cognizant contracting officer to withdraw
the rates.

g. The auditor must keep in mind that a
pension plan can be overfunded on a termi-
nation basis and yet be underfunded on an
accrual (ongoing) basis. A pension plan is
overfunded on a termination basis when the
value of the plan's assets exceed the ac-
crued liability computed in accordance
with the plan benefit formula at a specific
point in time. A pension plan is overfunded
on an accrual basis when the value of the
plan's assets exceed the actuarial liability
computed using assumptions projected to
some future date.

h. The actuarial liability can be com-
puted by the entry age normal, unit credit,
or projected unit credit funding method.
The method used must be applied on a
consistent basis. On a termination basis,
the actuarial liability is computed as
stipulated by the plan's provisions which
govern a termination. The value of a
plan's assets, for the purpose of determin-
ing a funding status, is the actuarial value

DCAA Contract Audit Manual



July 2004

computed in accordance with the re-
quirements of the pre - March 30, 1995
CAS 413.

i. When a contractor's pension plan
becomes fully funded, there is no valid
liability to the pension fund and thus no
cost is assignable to the accounting period.
Full funding or the potential for full fund-
ing may create the opportunity for a con-
tractor to receive windfall profits. For in-
stance, the pension plan may not be fully
funded at the time contracts are priced or
negotiated. If it becomes fully funded sub-
sequent to negotiation of a fixed-price con-
tract, the contractor could receive windfall
profits.

j. The potential for windfall profits
under these conditions created a need for
advance agreements to protect the inter-
ests of the Government. The Government
pays its allocable share of pension costs
over the years and should receive its share
of any credits, refunds, or reduced ex-
penses if a plan becomes fully funded. If
it is determined that a pension plan is
overfunded or potentially overfunded on
an accrual basis, then all pension costs
both in forward pricing actions and in
current contract billing rates should be
questioned for the overfunded or poten-
tially overfunded portion of the cost when
there is no advance agreement (see 7-
606.2).

7-606.2 Full Funding Limitation Ad-
vance Agreements

a. A full funding situation occurring
subsequent to contract negotiations can
result in overpricing to the Government on
fixed-price type contracts. Pension costs
allocated to the contracts after full funding
will be less than estimated and negotiated
in the contract price. The full funding ad-
vance agreement serves to protect both
contracting parties in the event a pension
plan becomes fully funded during the
course of contract performance. First, it
allows the contractor to forecast pension
expense even though its pension plan is
fully funded or nearly fully funded. That
way if the plan is not fully funded at the
close of the accounting period, valid pen-
sion costs can be accepted. On the other
hand, if the plan is fully funded at the close
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of the accounting period, the Government
will receive an equitable credit.

b. This credit does not necessarily have
to be recovered through contract price ad-
justments. Adjustments to indirect rates
may accomplish the same objective. Ac-
cordingly, auditors should discuss with the
ACO alternative means of recovery which
consider equity and administrative feasibil-
ity. However, the adjustment should result
in substantially the same recovery from the
same procuring activities as would be at-
tained by contract-by-contract price ad-
justments.

¢. The contract price adjustment for the
full amount of the Government's portion of
the actuarial surplus shall either (1) be
made in the year when the full funding
limitation is reached or (2) be used to re-
duce current and future costs in accordance
with an advance agreement. However, the
parties may decide to immediately take the
full reductions to indirect costs in the year
of surplus if the contract mix would yield a
reduction in costs on Government contracts
that equates to the Government's fair share
of the surplus. This approach eliminates the
need to keep records of the Government's
portion of the actuarial surplus and could
effect reductions in contract prices that
may be in excess of the pension costs for
that year.

d. If a contractor refuses to enter into a
full funding advance agreement, and its
plan is fully funded or there is a potential
for the plan to become fully funded on an
ongoing or accrual basis, then all pension
costs both in forward pricing actions and in
current contract billing rates should be
questioned for the fully funded or poten-
tially fully funded portion of the cost.

7-606.3 Advance Agreement for Trans-
fers of Pension Fund Assets to Other
Post-retirement Benefit Funds

a. FAR 31.205-6(j)(2) was revised ef-
fective September 23, 1991 to require an
advance agreement regarding the with-
drawal of pension fund assets which are to
be transferred to another post-retirement
benefit (PRB) fund. The advance agree-
ment is to ensure that the increased pension
costs to the Government in all future peri-
ods is offset by a corresponding reduction
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or avoidance of future PRB costs to the
Government, as a result of the pension fund
transfers.

b. Transfers made without an advance
agreement will be treated as a withdrawal
of pension funds subject to FAR 31.205-

6()(3).

7-607 Accounting for Pension Costs in
Accordance with Financial Accounting
Standards Board (FASB) Statement No.
87

7-607.1 General

Starting in 1987, companies were re-
quired to implement the provisions in
FASB Statement No. 87 for financial and
reporting purposes. The statement was
developed using

(1) the concept of conservative account-
ing for the components of pension cost,

(2) realistic statistics on companies'
pension plan current obligations, and

(3) the reporting of company financial
pension obligations on the balance sheet.
The mechanics and formula for the calcula-
tion of pension cost under the statement are
different from those now permitted for
contract costing purposes under CAS 412
and 413. Accordingly, just because a plan
is in compliance with Statement No. 87
does not mean that it is in compliance with
CAS 412 and 413.

7-607.2 Actuarial Cost Methods

a. Statement No. 87 only permits the
use of either the unit credit actuarial cost
method (used for fixed-benefit plans) or the
projected unit credit actuarial cost method
(used for percent of final pay plans). The
spread gain method is no longer permitted
for either financial or Government cost
accounting.

b. In addition to the unit credit and the
projected unit credit actuarial cost methods,
CAS 412.50(b)(1) allows the contractor to
use the entry age normal actuarial cost
method. This additional actuarial cost
method may be used because it identifies
separately normal costs, any unfunded ac-
tuarial liability, and periodic determina-
tions of actuarial gains and losses.
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7-608 Accounting for Early Retirement
Incentive Payments

a. Early retirement incentive payments
are payments offered to employees to in-
duce them to terminate their employment
and receive immediate pension benefits.
The payment is usually a lump-sum amount
based on a formula which takes into con-
sideration the employee's current salary
and years of service.

b. Early retirement incentive plans
which are not paid for life or offer pay-
ments for life do not represent life income
settlements and therefore do not qualify as
pension plans. However, FAR 31.205-
6(j)(6) requires that in order to be allow-
able, the cost of early retirement incentives
be measured, assigned and allocated in
accordance with the contractor's accounting
practices for pension costs. These costs
should be treated the same as pay-as-you-
go supplemental pension plans. CAS
412.50(b)(4) provides that the cost of bene-
fits under a pay-as-you-go pension plan
shall be measured in the same manner as
are the costs of defined benefit plans whose
benefits are provided through a funding
agency.

c. Early retirement incentive payments
are generally made to participants over a
period of time shorter than the amortization
period required by FAR. However, for cost
assignment, incentive payments must be
treated as increases in pension benefits that
result from unfunded past service liabilities
and be amortized over the amortization
period stated in CAS 412.50(a)(1)(iii). The
amount of increased past service liability
from the incentive award is the net present
value of the allowable portion of the incen-
tive at the payment date (see 7-2107.1).
Under pension accounting concepts,
amounts funded or costed in future periods
for prior years' unfunded liabilities contain
interest in an amount actuarially deter-
mined.

7-609 Costs of Post-retirement Benefits
(PRB) Other Than Pensions

7-609.1 Definition and Regulation

Post-retirement benefit (PRB) costs
are defined and the criteria for allowabil-
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ity are set forth in FAR 31.205-6(0). In
general, the costs are for benefits pro-
vided for specified purposes to contractor
employees after retirement. The same
benefits are the subject of FASB State-
ment 106.

7-609.2 Allowability Determination

a. The costs must be reasonable and
must be incurred according to a plan set by
law, employer-employee agreement, or an
established policy of the contractor.

b. The costs will be measured and as-
signed to accounting periods using one of
three methods: Cash Basis, Terminal Fund-
ing, or Accrual Basis.

¢. Cash Basis costs are recognized when
actually paid to provide benefits to retirees
for the current period. These costs have
actually been incurred, have been paid out,
and are for only the current period's bene-
fits. The costs may include the amortization
of prepaid costs over the applicable amorti-
zation period.

d. Terminal Funding occurs when the
entire cost of a retiree's post-retirement
benefit is accrued and funded upon the
termination of the employee. The funding
is accomplished by purchase of a paid-up
benefit or by deposit of an amount equal to
the present value of the projected benefit in
a trusteed fund. Both CAS
416.50(a)(2)(v)(C) and the FAR require the
amount terminally funded to be amortized
over 15 years for Government costing. If a
non-CAS covered contractor proposes this
accounting and funding method, it should
be evaluated for allowability as a form of
the Cash Basis method; i.e., amortization of
prepaid costs over an appropriate period.

e. Accrual Basis recognizes costs in
accordance with FASB Statement 106.
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Compliance with FAS 106 and FAR
31.205-6(0) should also be considered as
satisfying CAS 416 provisions which re-
quire that pre-funded retiree insurance pro-
grams "apportion the cost of the insurance
coverage fairly over the working lives of
active employees in a plan." FAR 31.205-
6(0) places the following requirements on
accrued PRB costs:

(1) Costs must be funded by the time set
for filing the Federal income tax for the
period.

(2) Increased costs resulting from fund-
ing delays beyond 30 days after the end of
egtlzh contractor fiscal quarter are unallow-
able.

(3) The allowable amount of past ser-
vice cost is limited to the amount calcu-
lated using the FAS 106 amortization
method provided for "transition liability."
The past service costs of PRB plans are
the previously unrecognized costs which
would have been recognized during prior
years if the contractor had been accruing
the PRB as earned over the working lives
of the employees. "Transition liability" is
a term used in FAS 106 which, for con-
tract costing purposes, is substantially the
same as past service costs. (FAS 106 also
allows an immediate recognition method
for transition liabilities which the FAR
does not allow for Government costing
purposes.)

f. Funding of PRB costs under either
the Terminal Funding or the Accrual Basis
methods must be made by payment to an
insurer or trustee to establish and maintain
a fund or reserve for the sole purpose of
providing PRB.

g. The Government is entitled to an
equitable share of any PRB funds which
revert or inure to the contractor.
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7-700 Section 7 --- Patent Costs and Royalty Costs

7-701 Introduction

This section provides the general audit
guidance in auditing patent and royalty
costs under FAR, DoD FAR Supplement,
and 37 CFR Chapter IV, Part 401.

7-702 Patent Costs
7-702.1 General Considerations

A patent for an invention is the
Government's grant to an inventor of the
right to exclude others from making, using,
or selling the invention for a 17-year
period. Activities involved in getting a
patent include searching through prior
patents to determine whether the invention,
or something similar to it, has already been
patented; preparation of an application for
the patent to the Patent and Trademark
Office of the Department of Commerce;
and prosecution (follow-up) of the
application until the patent is granted or
rejected.

a. FAR Part 27 and DoD FAR Supple-
ment Part 227 establish DoD's policy with
respect to patents. Contracting officers
implement the policy by inserting one of
the clauses set forth in FAR 27.303 into
research and development contracts. Each
of the clauses provides that the Govern-
ment will obtain title to, or royalty-free use
of, "subject inventions."”

b. A "subject invention" (which is de-
fined in the clauses) is one that is con-
ceived or first actually reduced to practice
under the contract.

c. FAR 31.205-47(f)(6) states that the
cost of patent infringement litigation is
unallowable unless otherwise provided for
in the contract.

d. FAR 31.205-30 governs the allow-
ability of the costs of obtaining patents.
Costs incurred on patents to which the
Government obtains title or royalty-free
license are allowable to the extent that they
are incurred as requirements of a Govern-
ment contract (see FAR 31.205-30(a)).
Also allowable are general counseling ser-
vices relating to patent matters, such as
advice on patent laws and regulations (see
FAR 31.205-30(b)).

e. Other than those for general counsel-
ing services, patent costs not required by
the contract are unallowable (see FAR
31.205-30(c)). Under CAS 405.40(a) such
costs, including costs mutually agreed to be
unallowable directly associated costs, shall
be identified and excluded from billings,
claims, and proposals.

f. Frequently, unallowable patent costs
are not segregated in the contractor's ac-
counting system. In these cases, CAS
405.50(a) and (b) permit the use of less
formal cost accounting techniques. These
less formal techniques may use backup data
and working papers to establish adequate
identification of all costs including unal-
lowable cost and should be maintained for
audit verification.)

7-702.2 Patent Costs/Income Related to
Small Business and Nonprofit Organiza-
tions

a. The Department of Commerce Pat-
ents, Trademarks, Copyrights, 37 CFR
Chapter 1V, Part 401 provides policies,
procedures, and guidelines on inventions
made by small business firms and nonprofit
organizations, including universities under
funding agreements with Federal agencies.

b. After payment of expenses (including
payments to inventors) incidental to the
administration of subject inventions, any
royalties and/or income earned by the con-
tractor (nonprofit organization) from inven-
tions will be used to support scientific re-
search or education in accordance with 37
CFR Chapter 1V, Part 401.

7-703 Royalty Costs
7-703.1 Royalty Charges

Contractors are required to submit with
their proposals under any negotiated con-
tract in excess of $550,000 (see FAR
15.403-4(a)(1)) detailed information on all
royalty costs of more than $1,500 which
are included in the proposal (see FAR
15.408, Table 15-2 II.E.). The contracting
officer is responsible for determining that
royalties in excess of $1,500 charged di-
rectly or indirectly to Government con-
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tracts have been reported under the provi-
sions of FAR 27.204-1 to the appropriate
Government office. This allows the Gov-
ernment to determine whether or not the
royalty charges are excessive, improper, or
inconsistent with any license or right to an
invention which the Government may have
acquired under Government-sponsored
research. In accordance with these deter-
minations, the auditor should assure that
improper direct or indirect charges for roy-
alties are disapproved when claimed under
cost-type contracts or questioned in advi-
sory reports submitted for negotiation pur-
poses.

7-703.2 Unpaid Royalties

a. DCAA has found cases where con-
tractors included royalty charges in the
costs used to negotiate contract prices but
subsequently did not have to pay them in
whole or in part. Such royalty charges are
considered recoverable when:

(1) a contractor finds that it has been
released from obligations to pay royalties
(that is, when such release is the result of
Government antitrust actions against the
patent holders) or:

(2) the royalty estimates are overstated
or are based on items that are not subject to
royalties (see FAR 27.206-1).

b. In some instances contracts contain
recapture provisions to become effective in
the event actual royalty payments are less
than those estimated and included in the
negotiated prices. Other contracts contain
no specific provisions for the recovery of
unpaid royalties. FAR 27.206-1 provides
guidance for determining when royalty
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escrow or recapture provisions are appro-
priate for inclusion in a contract.

c. DCAA auditors will insure that audit
programs provide for periodic review of a
contractor's accrued royalty accounts to
determine the nature and validity of unpaid
royalties. DCAA auditors will take the
following minimum steps:

(1) Ascertain that contracts are comply-
ing with contract provisions that require the
submission of reports of royalties paid or
payable under the contract.

(2) Examine royalty reports submitted
to contracting activities, to confirm the
accuracy of the royalties reported as paid,
or due to be paid, and the adequacy and
timeliness of refunds made under contracts
containing either escrow or recapture pro-
visions.

(3) Determine the propriety of retention
by the contractor of unpaid royalties if the
terms of the contracts or the equities of the
situation indicate that the Government is
entitled to refunds or credits for any part of
such unpaid royalties.

7-703.3 Royalty Income---Small Business
and Nonprofit Organizations

37 CFR Chapter IV, Part 401 provides
policies, procedures, and guidelines with
respect to inventions made by small busi-
ness firms and nonprofit organizations in-
cluding universities, under funding agree-
ments with Federal agencies. Any royalties
and or income earned by the contractor
(nonprofit organization) from inventions
will be used to support scientific research
or education in accordance with 37 CFR
Chapter IV, Part 401.
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7-800 Section 8 --- Labor Settlement and Strike Period Costs

7-801 Introduction

This section provides audit guidance in
determining acceptable labor settlement
costs and public policy as to the acceptabil-
ity of strike period costs.

7-802 Labor Settlement Costs

Labor settlement costs (awards) can
arise from judicial orders, negotiated
agreements, arbitration, or an order from a
Federal agency or board. The awards gen-
erally involve a violation in one of three
areas:

(1) Equal
(EEO) laws,

(2) union agreements, and

(3) Federal labor laws.

Employment Opportunity

7-802.1 Types of Awards

a. The award can be for compensatory
damages, punitive damages, or underpay-
ment for work performed, or it can involve
fines and penalties. A settlement may in-
clude one or more of these type costs. FAR
31.205-15, Fines and Penalties, provides
that any fine or penalty assessed would be
expressly unallowable except when in-
curred as a result of compliance with spe-
cific terms and conditions of the contract or
written instructions from the contracting
officer.

b. FAR 31.205-6(k) defines deferred
compensation as an award given by an
employer to compensate an employee in a
future cost accounting period or periods for
services rendered in one or more cost ac-
counting periods before the date of receipt
of compensation by the employee. Subject
to FAR 31.205-6(a), deferred awards are
allowable when they are based on current
or future services. However, awards made
in periods subsequent to the period when
the work being remunerated was performed
are not allowable.

7-802.2 Case by Case Determination
a. The allowability of settlement costs

associated with other areas should be de-
termined on a case-by-case basis after con-

sidering the surrounding circumstances;
i.e., the auditor should look behind the
settlement and consider the causes. If the
dispute resulted from actions that would be
taken by a prudent businessman (FAR
31.201-3), the costs would be allowable.
However, if the dispute was occasioned by
actions which appear unreasonable or were
found by the agency or board ruling on the
dispute to be caused by unlawful, negli-
gent, or other malicious conduct, the costs
would be unallowable and, should be ques-
tioned.

b. Allocability of these costs must be
reviewed (see FAR 31.201-4). For CAS-
covered contracts, the provisions of CAS
406.40(b) regarding treatment of prior pe-
riod adjustments must be considered in
determining the treatment of allowable
backpay awards. As with other items of
cost, if the amount of the award is not ma-
terial, it can be treated as an indirect cost of
the period incurred.

(1) Where the violation which gave rise
to the award can be identified to a specific
contract(s), the entire award should be
charged to that contract(s). The cost would
not be allocable to any other contract and
should not be included in an indirect cost
pool. However, when the contract(s) which
gave rise to the award is closed, considera-
tion should be given to including the award
in an indirect cost pool provided that the
amount charged to Government contracts is
no greater than that which would have been
charged to the Government if the con-
tract(s) was open.

(2) Other points to be considered are:

(a) when the award is for work per-
formed by direct employees, it may impact
not only direct costs, but also indirect costs
due to the increase in the allocation base,

(b) when a negotiated union contract
calls for a retroactive increase, the addi-
tional costs should be charged to the same
final cost objectives that the actual work
performed was charged.

(3) Very often there is a substantial time
between when a suit is filed and payment
of the award. An inequitable allocation to
Government flexibly priced contracts
would result where indirect employees are
involved and there has been a substantial
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change in the flexible contract mix in the
interim period. For example, if Govern-
ment flexibly priced contracts represented
10 percent of a firm's business at the time
the suit was filed, the Government should
not be expected to pay more than 10 per-
cent of the ultimate award.

7-803 Strike Period Costs

FAR does not provide specific guidance
with respect to the allowability of costs
during strike periods. Underlying this mat-
ter are considerations of public policy, and
the difficulties that would be encountered
in any attempt to provide adequate cover-
age for the differing situations frequently
precipitated by strikes. As a result, the al-
lowability of costs during strike periods
shall be considered on an individual case
basis.

a. FAR 22.101-1(b) states that "Agen-
cies shall remain impartial concerning any
dispute between labor and contractor
management and not undertake the con-
ciliation, mediation, or arbitration of a
labor dispute.” FAR 22.101-2(b) provides
that in the event labor disputes give rise to
work stoppage, "Contracting officers shall
impress upon contractors that each con-
tractor shall be held accountable for rea-
sonably avoidable delays." "All costs in-
curred during strikes shall be carefully
examined to ensure recognition of only
those costs necessary for performing the
contract in accordance with the Govern-
ment's essential interest.” (see FAR
22.101-2(c)).
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b. Strike period indirect costs included
in contractors' cost representations should
be identified and segregated into the fol-
lowing categories to facilitate a determina-
tion as to allowability, allocability and
reasonableness of the costs:

(1) Costs directly attributable to the
strike, which would not have been in-
curred otherwise, such as extra security
guards, special legal expense, arbitration
costs, etc.

(2) Costs which were abnormally higher
during the strike period, such as recruit-
ment, training of new employees, etc.

(3) Audit determination of indirect costs
of a continuing nature, such as cost of nor-
mal plant maintenance, depreciation, rent,
other fixed charges, supervisory and ad-
ministrative personnel, etc., will depend on
reasonableness, within the framework of
existing circumstances with respect to the
strike; the extent to which subsequent pro-
duction makeup operations were under-
taken to maintain production schedule; the
action taken by the contractor to minimize
costs during the period; and such other
factors as have a bearing on the expeditious
settlement of the dispute.

c. Allocating indirect costs during a
strike period to a contractor's commercial
or defense work may consider the total
period covered by the labor agreement
signed at the conclusion of the strike as the
basis for allocating strike period costs.
Where, for example, a 3-year labor
agreement is reached, a proration or
amortization of strike period costs over
production during the next three years may
be appropriate.
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7-900 Section 9 --- Employee Training and Educational Costs

7-901 Introduction

This section pertains to the employee
training and educational cost principle in
FAR 31.205-44. The allowability of other
types of training and educational costs will
be determined on a case-by-case basis in
accordance with FAR 31.204(c).

7-902 Differentiation of Types of
Training Programs

FAR 31.205-44 treats separately the
costs of:

(1) vocational training at a non-college
level, including on-the-job, classroom,
and apprenticeship training, designed to
increase the vocational effectiveness of
employees;

(2) part-time college education at
undergraduate and postgraduate levels;

(3) full-time education at post graduate
level; and

(4) specialized programs of executive

and managerial training, such as OMB
courses, industry seminars, etc., for bona
fide employees of the contractor.
There are important differences among
these four kinds of training and education
in terms of objectives and specific
limitations on allowable costs. It should
be noted, however, that the cost principle
is not designed to limit the allowability of
reasonable costs of orienting an employee
in the various facets of a job to which he
or she is newly assigned.

7-903 General Audit Considerations

a. Training programs vary from contrac-
tor to contractor, depending on the relative
need for training, training objectives, the
size, stability and composition of the work
force and other such factors. Where train-
ing is a continuous rather than a spasmodic
activity, involves a substantial number of
employees, and results in allocation of sig-
nificant amounts of costs to Government
work, the contractor should be required to
maintain a well-defined training program
based on formal policies and procedures.
The policies and procedures should be
compatible with the accounting system

used to record and distribute costs to cost
objectives.

b. Initial audit effort should be directed
towards evaluating the contractor's training
policies and practices, as well as the related
cost accounting procedures. Where the
training program is extensive and Govern-
ment work absorbs a significant portion of
the total costs, technical assistance should
be obtained through the Administrative
Contracting Officer if it may be helpful in
evaluating the scope and effectiveness of
the program. Costs of the program should
be recorded in a manner to facilitate deter-
mination of the amount allowable in accor-
dance with the cost principle, supple-
mented by the provisions of the advance
agreement where applicable. A training
manual is maintained by most major con-
tractors. This manual should prove useful
to the auditor in reviewing the company's
criteria for determining employee eligibil-
ity and need for specific training courses or
activities.

¢. Each assignment should evidence that
the employee is both eligible and requires
the education or training to which he or she
has been assigned. The contractor should
also be expected to monitor the program to
assure regular attendance and adequate
course performance by the personnel en-
rolled. The program should include proce-
dures for evaluating the suitability and
sufficiency of each course of study or ac-
tivity. Systematic post-training observation
by the contractor of trainees' progress on
the job would assist in achieving this ob-
jective.

d. Costs of training materials and text-
books are allowable at each of the training
levels covered in FAR 31.205-44. Such
items are considered to represent those
prescribed for use in each course of study
or training activity.

e. The determination as to whether a
course of study is of college level or non-
college level, or whether it is part-time or
full-time, must be made for the purpose of
determining which provision ((b), (c), (d),
or (e)) of FAR 31.205-44 is applicable
under any set of conditions. "College
level" is not governed by whether a col-
lege credit is granted or available upon
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successful completion of the course of
study; course content and prerequisite
requirements are controlling. As between
"part-time" and "full-time " college level
education, two conditions must be satis-
fied to support a determination that the
education is "full-time." First, the period
of study must be equivalent to that of a
semester or other recognized period of
instruction into which the academic year
of an education institution is normally
divided. Second, the trainee or student
must be in full-time attendance (as that
term is defined by the college involved),
during otherwise regular working hours,
for the duration of the course of study. If
either of these conditions is not met, then
the college level education should be con-
sidered "part-time" under FAR 31.205-
44(c).

f. Auditors should evaluate contractors'
training policies and practices to insure that
contractors who provide full reimburse-
ment of tuition have a policy that prevents
recipients from receiving reimbursement
from both contractors and other outside
sources. (For example, even though college
tuition reimbursement for veterans would
be allowable under FAR 31.205-44, it is
not reasonable for a veteran to receive re-
imbursement for training cost from the
Veterans Administration in addition to that
granted by an employer. Therefore, that
portion of college tuition reimbursement
for veterans (excluding the veterans contri-
butions) that would amount to a reim-
bursement duplication should be ques-
tioned based on reasonableness (see FAR
31.201-3).

g. Training costs incurred by contrac-
tors to help make persons hired under the
President’s  Welfare-to-Work Initiative
productive employees, will be considered
allowable costs in accordance with Defense
Secretary William Cohen’s April 5, 1997
memorandum. However, when evaluating
the allowability of training costs and wages
of employees hired under the Welfare-to-
Work Initiative, auditors should determine
whether the contractor is receiving reim-
bursement from the state or local govern-
ment for these employees under the Job
Training Partnership Act. Contractors re-
ceiving such reimbursements as part of the
Job Training Act should not receive dupli-
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cative reimbursement under Government
contracts, and therefore an appropriate
credit should be given to the Government
(see 7-2113).

7-904 Special Provisions of
FAR 31.205-44

a. By provision of FAR 31.205-
44(c)(4), straight time compensation of an
employee is allowable up to a maximum of
156 hours per year for time spent in part-
time college level education during work-
ing hours. However, allowability is re-
stricted to cases where circumstances do
not permit the operation of classes or atten-
dance at classes after regular working
hours. Where the incidence of these costs is
high, the auditor should assure himself or
herself that circumstances do not in fact
permit holding classes or attending classes
after regular working hours.

b. FAR 31.205-44(d) establishes the
cost principle for full-time education at a
postgraduate (but not undergraduate) col-
lege level. Costs are allowable only when
the course or degree pursued is related to
the field in which the employee is working
or may reasonably be expected to work and
are limited for each employee to a total
period not to exceed two school years or
the length of the degree program, which-
ever is less. In instances where costs for a
period in excess of two school years are
claimed, and the contractor has not ob-
tained an advance agreement pursuant to
FAR 31.205-44(h), such costs should be
questioned. Allowable costs consist of tui-
tion, fees, training materials, and text-
books; but not subsistence, salary, or any
other emoluments.

c. The auditor should determine that
the training and education function does
not discriminate against Government
business or result in undue charges to
Government contracts. This would occur,
if, for example, a company regularly hired
new employees in its Government-
oriented divisions, charged their training
costs thereto, and then transferred the
trained employees to their commercial
oriented divisions. Training and educa-
tional costs should properly be charged or
allocated on a benefit basis. Such benefit
would ordinarily be considered to accrue
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to the organizational segment(s) or profit
center(s) of the company in which the
personnel are expected to function (for a
reasonable period of time) as a conse-
quence of the training or education pro-
vided to them.

d. During their apprenticeship or on-
the-job training period, employees may be
partially productive. If the degree of such
productivity is significant and it can be
conveniently and reasonably determined,
the amount of such productive work
should be charged in the same manner as
comparable work performed by other em-
ployees. In this case, only the balance
between total compensation and the
amounts so charged would represent train-
ing cost. Where it is not practicable to
account for apprenticeship or on-the-job
training, total period costs may be charge-
able to the appropriate direct or indirect
cost classifications for the work areas
involved. (See also 6-204 regarding
charges to time and material contracts.)

e. Contractors receiving reimbursement
for the costs of certain employees' training
under the Job Training Partnership Act
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should not receive duplicate reimbursement
under Government contracts. (See 7-2113
for additional guidance.)

f. FAR 31.205-44(h) states that
training and educational costs of the type
covered in FAR 31.205-44(c) and (d),
exceeding those otherwise allowable, may
be allowed to the extent negotiated in an
advance agreement under FAR 31.1009.
However, advance agreements cannot
make FAR unallowable costs allowable.
To be considered for an advance
agreement, the  contractor must
demonstrate  that such costs are
consistently incurred pursuant to an
established managerial, engineering, or
scientific  training and  educational
program, and that the course or degree
pursued is related to the field in which a
bona fide employee is now working or
may reasonably be expected to work. To
avoid unnecessary audit work in
determining allowable costs, the auditor
should review, beforehand, the details of
existing or pending advance agreements
based on the contractor's demonstration as
prescribed in FAR 31.205-44(h).
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7-1000 Section 10 --- Employee Travel Costs and Relocation Costs

7-1001 Introduction

a. This section covers basic guidance,
including the applicable FAR provisions,
in reviewing employee travel costs and
travel costs related to contractor -owned, -
leased, or -chartered aircraft.

b. Also, presented in this section is au-
dit guidance and applicable FAR provi-
sions in reviewing employee relocation
costs.

7-1002 Employee Travel Costs
7-1002.1 General Considerations

Audits of travel costs (see FAR
31.205-46) should include appropriate
examination of the contractor's travel
policies and procedures as well as the
selective review of individual trips made
by contractor personnel. Coverage of this
area should thus include a determination
that the contractor's travel authorization
procedures provide for documented justi-
fication and approval of the official ne-
cessity of each trip, its duration, and the
number of travelers involved. The con-
tractor's procedures should provide for
advance planning of travel to assure that

(1) wherever feasible and economi-
cally practical, required visits to locations
in the same geographical area are com-
bined into a single trip,

(2) maximum use is made of the lowest
customary standard, coach, or equivalent
airfare accommodations available during
normal business hours, and

(3) coordination between organiza-
tional elements is effected to minimize the
number of trips to the same location. In-
dividual trips should be reviewed to de-
termine if

(a) the contractor is complying with its
travel policies and procedures,

d(b) the trip is for an allowable purpose,
an

(c) the incurred travel costs are docu-
mented and allowable in accordance with
FAR 31.205-46. In addition, the auditor
should review the contractor's accounting
procedures to determine whether or not

they provide adequate controls for segre-
gating unallowable travel costs.

7-1002.2 Documentation Required

FAR 31.205-46(a)(7) states that costs
are allowable only if the contractor main-
tains specific documentation to support
claimed travel costs. The documentation
requirements are similar to the long-
standing requirements imposed by Section
274 of the Internal Revenue Code (IRC).
For claimed costs to be allowable, the
following information must be docu-
mented:

(1) date and place (city, town, or other
similar designation) of the expenses,

(2) purpose of the trip; and

(3) name of person on trip and that
person’s title or relationship to the con-
tractor.

This information must be maintained in
a book, diary, account book, or similar
records. Documentation such as cancelled
checks, credit card receipts, and hotel bills
are to be maintained as corroboration for
expenses, but without the diary or similar
records, they may not be sufficient support
for deductibility.

7-1002.3 Allowability of Per Diem Costs
Under FAR 31.205-46

a. FAR 31.205-46(a) states that costs
for lodging, meals, and incidental ex-
penses may be based on (i) per diem, (ii)
actual expenses, or (iii) a combination of
a fixed amount and actual expenses.
However, except for special or unusual
situations, allowable costs are limited on a
daily basis to the "maximum per diem"
rates in effect at the time of travel set
forth in the Government travel regulations
as follows:

(1) Federal Travel Regulations, for
travel in the conterminous 48 United
States. These rates are available on the
GSA web site www.gsa.gov under Policy.

(2) Joint Travel Regulations, for travel
in Alaska, Hawaii, the Commonwealth of
Puerto Rico, and territories and possessions
of the United States.
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(3) Department of State Standardized
Regulations, Section 925, Maximum Travel
Per Diem Allowances for Foreign Areas,
for travel to foreign countries.

b. Effective January 1, 1999, GSA
significantly changed the methodology for
calculating maximum per diem rates listed
in the Federal Travel Regulations. Spe-
cifically, GSA removed lodging taxes
from the stated lodging rate and instead
allowed the payment of actual costs for
lodging taxes as a miscellaneous expense.
In addition, GSA removed laundry, clean-
ing, and pressing of clothing from inci-
dental expenses and included them as
reimbursable  miscellaneous  expenses
(with a minimum of 4 consecutive nights
lodging). However, these changes apply
only to travel subject to the Federal
Travel Regulations; in other words, travel
within the Continental United States.
These changes were not made for Alaska,
Hawaii, Puerto Rico, and U.S. posses-
sions covered by the DoD Joint Travel
Regulations and foreign travel covered by
the Department of State Standardized
Regulation. Therefore, travel within and
outside the Continental United States will
be subject to different criteria for allow-
ability for travel costs incurred on or after
January 1, 1999.

c¢. In recognition of the administrative
burden that might be placed on contractors
due to the GSA methodology change de-
scribed in b. above, the Director of Defense
Procurement issued a class deviation for
DoD contracts and subcontracts, allowing
the contractor to choose to use either the
FTR rates and definitions effective on De-
cember 31, 1998, or the current FTR rates
and definitions. This DoD class deviation,
dated December 23, 1998 was extended to
September 16, 1999, July 24, 2000, and
again on September 10, 2001. The devia-
tion is effective until September 30, 2002
or until FAR 31.205-46(a)(2) is revised,
whichever occurs first. On January 15,
1999, NASA issued a similar class devia-
tion for NASA contractors. These class
deviations do not permit contractors to
choose between the per diem rates on a
trip-by-trip basis. Rather, the contractor
must choose either the 1998 definitions and
rates OR the current definitions and rates
for all travel.
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d. FAR 31.205-46 does not incorporate
the Government travel regulations in their
entirety. The requirements and provisions
of the Government travel regulations are to
be applied to contractors only in the fol-
lowing three specific areas:

(1) Definitions of lodging, meals, and
incidental expenses. Prior to the GSA
change explained in c. above, incidental
expenses included fees and tips to waiters
and porters; laundry, cleaning and pressing
of clothing; transportation between places
of lodging or business and places where
meals are taken, if suitable meals cannot be
obtained at the TDY site; and mailing costs
associated with filing travel vouchers and
payment Government-sponsored charge
card billings. This definition continues to
apply to all travel outside the continental
United States. However, effective January
1, 1999, for travel subject to the Federal
Travel Regulation (continental United
States) incidental expenses do not include
laundry, cleaning and pressing of clothing
because these costs are now allowed as
miscellaneous expenses.

(2) Maximum per diem rates. Maximum
per diem rates are a combination of lodging
plus meals and incidental expenses. The
Government travel regulations provide for
two ceiling amounts: one for lodging and
one for meals and incidental expenses.
However, contractors are subject to only
one ceiling, a total of lodging plus meals
and incidental expenses.

(3) Special or unusual situations. The
applicable travel regulations provide for
special or unusual situations where reim-
bursement of a higher amount (e.g., up to
300 percent of the applicable maximum per
diem rate for domestic travel) is authorized
based on actual expenses incurred. Exam-
ples of such situations include when: (a)
the employee must stay at a prearranged
hotel where he or she attends a conference
or training session; and (b) the travel is to
an area where subsistence costs have esca-
lated for short periods of time during spe-
cial functions or events such as sports
events, world fairs, or conventions. For
costs in excess of the maximum per diem
rates to be allowable, FAR 31.205.46(a)(3)
requires a written justification for use of
the higher amounts, signed by an officer
(or designee) of the contractor. Addition-
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ally, if the higher rate is used repetitively,
the contractor must obtain advance ap-
proval from the contracting officer.

e. The contractor may adopt policies
for reimbursing employees for travel ex-
penses based on actual expenses, fixed
amount, or a combination of actual ex-
penses (e.g., for lodging) and a fixed
amount (e.g., for meals and incidental
expenses). In any event, allowable costs
to Government contracts may not exceed
the maximum per diem rates specified in
the Government travel regulations. If a
contractor's policy is to reimburse its em-
ployees a fixed amount (per diem) for
subsistence within the prescribed maxi-
mum daily per diem rates, there is a pre-
sumption that the costs are reasonable and
allowable and detailed receipts or other
documentation are not required to support
claims by employees. On the other hand,
if a contractor's policy is to reimburse its
employees actual expenses incurred, all
unallowable costs (such as, alcoholic bev-
erages and entertainment) must be sepa-
rately identified and excluded from bill-
ings, claims, and proposals to the
Government in accordance with FAR
31.201-6 and CAS 405.

f. The maximum Federal per diem rates
reflect allowance for lodging, meals, and
incidentals for a 24-hour period. Use of
those rates when travel does not require a
full day or does not require lodging ex-
pense would be inconsistent with the rate
structure. While the cost principle does not
prescribe a specific reduction formula for
contractor use to account for partial days, it
does state that use of the maximum rates in
such situations would generally be unrea-
sonable. Contractors must provide for a
reasonable reduction from the maximum
rates when lodging, meals, or incidentals
are not required.

7-1002.4 Use of Statistical Sampling to
Segregate Unallowable Costs

a. When employee reimbursement for
travel expense is based on actual costs in-
curred, FAR 31.201-6 and CAS 405 re-
quire contractors to demonstrate that all
unallowable costs are separately accounted
for and excluded from all billings, claims,
and proposals to the Government. The use
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of a statistical sampling analysis to segre-
gate unallowable costs would not generally
meet the requirements of the CAS and the
FAR. CAS 405.50(a) and (b) and FAR
31.201-6(c) require contractors to establish
and maintain sufficient detail and depth of
records of identified unallowable costs so
as to permit audit verification of the ac-
counting treatment for the unallowable
costs. The use of a projection or estimate of
unallowable costs in lieu of specific identi-
fication of such costs, even though based
on a valid statistical sampling analysis,
normally would not be compliant with the
requirements of CAS 405.50(a) and (b) and
FAR 31.201-6(c).

b. In circumstances where costs in-
volved are not material, CAS 405.50(c)
provides that the Government and the con-
tractor may reach an agreement on an al-
ternate method in lieu of specifically iden-
tifying unallowable costs. In evaluating the
contractor's submission for the use of an
alternate method of identifying unallow-
able costs, consider such factors as materi-
ality of unallowable portions of per diem
costs and additional administrative costs
required to specifically identify such unal-
lowable cost. Consider, for example, a
situation such as a corporate home office of
a contractor whose Government work
represents only a minimal portion of its
total business. The requirement to specifi-
cally identify and segregate all unallowable
per diem costs could cost significantly
more than the cost of the unallowable
items. If the contracting officer agrees that
an alternate procedure would be advanta-
geous to the Government, the contractor
may use statistical sampling or other ap-
propriate methods to estimate the unallow-
able costs. If a circumstance warrants the
use of statistical sampling analysis to esti-
mate the unallowable travel costs, auditors
must ensure that proper sampling tech-
niques are used.

7-1002.5 Allowability of Airfare Costs

a. Allowable airfare costs are limited to
the lowest customary standard, coach, or
equivalent airfare offered during normal
business hours, except for special circum-
stances set forth in FAR 31.205-46(b).
Because airlines use many different fare
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codes to indicate the class of service, de-
termining the lowest fare class regularly
offered during normal business hours may
be difficult. However, an explanation of the
fare codes may generally be obtained from
the contractor's travel agency and/or the
applicable airline.

b. A "business class" accommodation
which is offered at a price slightly lower
than the first-class fare does not meet the
FAR criteria for reasonableness and allow-
ability. Conversely, use of special discount,
excursion, or night rates as a matter of
common practice should not be required
when use of such fares is impractical for
business travel purposes, results in circui-
tous routing, or causes travel accommoda-
tions not reasonably adequate for the
physical needs of the traveler.

c. Whenever the contractor is able to
obtain special fares (Ultra Savers, Ultimate
Super Savers, etc.) in lieu of full economy
fares, the resulting cost savings should be
reflected in any billing, claim, or proposal
submitted by the contractor. Travel agen-
cies often prepare and provide to their cus-
tomers airline cost savings reports designed
to attract and retain customers. In connec-
tion with forward pricing, the auditor
should review any recent savings reports to
make sure that the proposed airfare costs
reflect appropriate savings. Alternatively,
at contractor locations where travel costs
are significant, the auditor should recom-
mend that the contractor develop a decre-
ment factor to be applied when basic cost
estimates are based on full economy fares
rather than achievable, lower special fares.

d. Increased competition among airlines
has resulted in certain airline companies
offering various promotional benefits in-
cluding cash, merchandise, gifts, prizes,
bonus flights, reduced-fare coupons, up-
grade of service, membership in clubs,
check-cashing privileges, and free vaca-
tions. Contractors are not required to col-
lect airline promotional benefits from their
employees. It is up to each contractor to
establish its own policy addressing the
treatment of these promotional benefits.
However, if a contractor has a policy that
results in its employees turning in the fre-
quent flyer bonus credits for company use,
then the auditor should ensure that the
Government receives its applicable share of
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any credits actually received by the con-
tractor. In those instances where contrac-
tors have executed agreements with indi-
vidual airlines for discounts and bonuses,
auditors should determine that appropriate
credits or cost reductions are being re-
flected in forward pricing and actual costs
submissions, and that appropriate use of the
agreement is being made.

7-1003 Travel Costs on Contractor
Aircraft - Owned, Leased, or Chartered

7-1003.1 General Audit Considerations

a. FAR 31.205-46(c) sets forth princi-
ples and criteria for determining the allow-
ability of costs incurred in the operation
and maintenance of contractor-owned, -
leased, or -chartered aircraft (collectively
referred to as private aircraft).

b. As a general rule, travel costs via
private aircraft in excess of the standard
commercial airfare are unallowable. Excep-
tions to this general rule are described in 7-
1003.2. The use of private aircraft gener-
ally results in higher costs than travel by
commercial airlines or other modes of
transportation.

7-1003.2 Conditions for Allowability of
Contractor-Owned, -Leased, or -
Chartered Aircraft

a. As a prerequisite to allowability, the
contractor must maintain and make avail-
able to the Government full documentation
in support of the costs including the mani-
fest/log for all flights (see 7-1003.6). If the
contractor fails to maintain required docu-
mentation or refuses to provide such docu-
mentation, the auditor should disallow
costs in excess of otherwise allowable
standard commercial airfare.

b. Travel costs via private aircraft in
excess of the standard commercial airfare
are allowable in two situations:

(1) when travel by such aircraft is spe-
cifically required by contract specification,
term, or condition; or

(2) when a higher amount is approved
by the contracting officer.

c. All or part of excess costs incurred
for operating private aircraft may be ap-
proved by the contracting officer:
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(1) when one or more of the conditions
described in FAR 31.205-46(b) are present
that would justify costs in excess of the
lowest standard commercial airfare, such as
requiring circuitous routing, travel during
unreasonable hours, or excessively pro-
longed travel; or

(2) when an advance agreement has
been executed.

7-1003.3 Use of Advance Agreements

a. When the contractor proposes an
advance agreement with respect to the
costs of company aircraft, the auditor
should evaluate the contractor's proposal
and provide audit findings and recom-
mendations to assist the contracting offi-
cer in establishing the negotiation objec-
tive. The auditor should request technical
assistance in areas such as the size, type,
and number of aircraft; safety factors;
and other technical requirements of air-
craft.

b. In evaluating the contractor's pro-
posal, the auditor should consider major
financial and nonfinancial factors. Gener-
ally, the contractor must demonstrate that
scheduled commercial airline service is not
readily available at reasonable times to
accommodate the company's air travel re-
quirements. In addition, proximity of
commercial airports to the contractor's lo-
cation as compared to private air fields that
are used, or are intended to be used, is also
a factor in conjunction with any time sav-
ings of key personnel. Increased flexibility
in scheduling flights may result in time
savings and more effective use of person-
nel. However, the auditor should be mind-
ful that a contractor in the normal course of
conducting its business seldom needs cor-
porate aircraft and that the convenience of
corporate aircraft should not be a substitute
for the economy of commercial flights.
While there may be critical or emergency
situations that cannot be effectively han-
dled by commercial flights, such situations
generally occur so infrequently that they do
not justify the long-term use of corporate
aircraft. It is the contractor's responsibility
to justify and demonstrate that the need for
corporate aircraft truly outweighs cost sav-
ings arising from the use of commercial
airlines.

767
7-1003

c. The ASBCA ruled (in the General
Dynamics case no. 31359, 92-2, BCA
24922) that "time savings, productivity
gains, or more effective use of personnel”
can be used to demonstrate and justify the
higher cost of private aircraft. It is the con-
tractor's responsibility to provide the Gov-
ernment a fully supported submission to
demonstrate that these savings exceed the
costs of using private aircraft as compared
to using commercial airlines. The ASBCA
also ruled that it is appropriate for the con-
tractor to consider the value of executive
time in the cost-benefit analysis. The
ASBCA accepted the concept that the cal-
culation of the value of the executive's time
could include an estimate of the executive's
value to the corporation in addition to the
executive salary and fringe benefits. The
ASBCA referred to the estimate of the ex-
ecutive's value to the corporation as a
"multiplier." The use of a multiplier by the
contractor should not be accepted solely as
a result of the ASBCA case. The contractor
must provide supporting data to justify any
proposed multiplier. If the contractor does
not justify the use of a multiplier, the re-
lated costs should be questioned.

d. The costs associated with private air-
craft flights should be allocated to all pas-
sengers. The information listed in 7-1003.6
is required by the cost principle to determine
if unallowable trips such as spousal travel
have been identified and all allocable costs
to the unallowable trips were excluded from
reimbursement by the Government. The
auditor should recommend that the advance
agreement state that unallowable passenger
trips be allocated their fair share of costs and
these costs should be excluded from requests
for reimbursement by the Government.

e. In situations where the contractor's
proposal includes acquisition of an aircraft,
either through purchase or capital lease, the
auditor should carefully review the feasi-
bility studies the contractor has made in
advance of acquiring the aircraft, justifica-
tion presented to the approving authorities
within the company, the contractor's deci-
sion, and the implementing procedures
adopted. Corporate aircraft costs, once the
purchase or capital lease is made, are very
much like sunk costs and cannot be rapidly
altered by management decision. It is par-
ticularly important for the auditor to rec-
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ommend that the contracting officer not
approve the proposed acquisition of the
aircraft unless the contractor can demon-
strate the cost-effectiveness of corporate
aircraft.

f. When an advance agreement allows
only a portion of the corporate aircraft
costs, the auditor should recommend that
the advance agreement clearly state that
allowable cost of money will also be lim-
ited to the proportionate amount. This is
consistent with the instructions for the
form referred to in CAS 414-50(a). These
instructions require that the facilities capi-
tal values be the same values as those
used to generate the depreciation or amor-
tization that is allowed for Federal Gov-
ernment contract costing purposes.

7-1003.4 Reasonableness of Contractor-
Owned, -Leased, or -Chartered Aircraft
Costs

a. In situations where all or part of
travel costs via private aircraft in excess of
the standard commercial airfare are ap-
proved by the contracting officer (see 7-
1003.3), such costs are subject to the de-
termination of reasonableness and alloca-
bility. Costs of private aircraft include
costs of lease, charter, depreciation, cost of
money, operation (including personnel),
maintenance, repair, insurance, and all
other related costs.

b. A corporate aircraft is sometimes
used for nonbusiness or otherwise unallow-
able activities. The contractor is required
under CAS 405 and FAR 31.201-6 to iden-
tify all unallowable costs. The auditor
should review the flight manifest/log to
determine whether the contractor has ex-
cluded the amount allocable to any travel
for nonbusiness or otherwise unallowable
activities. If the trip is considered unallow-
able, the auditor should calculate the re-
lated unallowable aircraft costs considering
the entire costs of the aircraft, both fixed
and variable costs.

c. The size, type, and number of aircraft
maintained or chartered are major consid-
erations in evaluating the reasonableness of
the costs involved. The auditor should also
review the flight manifest/log and other
available documentation to determine
whether optimum use is made of such air-
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craft to the extent that they are used for all
suitable trips except where the variable
costs involved in their use would exceed
the trip cost by commercial airline.

d. Depreciation often represents the
major item of contractor-owned aircraft
costs. In evaluating it, the auditor should
ensure that the allowable amount is deter-
mined in accordance with the provisions of
FAR 31.205-11. Supplemental audit guid-
ance on depreciation is at 7-400. Costs of
aircraft overhaul and major component
replacement, and their accounting treat-
ment, also merit close audit scrutiny. If
such costs are not capitalized and amor-
tized by the contractor but are expensed in
the period they are incurred, the auditor
should assure that the procedure does not
result in distorting the total aircraft costs
for the period involved. Any gain or loss
on the disposition of contractor-owned
aircraft should be accounted for as pro-
vided in FAR 31.205-16.

e. Audit of private aircraft costs should
include the evaluation of the propriety of the
method used for their assignment or alloca-
tion to Government contracts. When an air-
craft is used exclusively by a particular or-
ganizational element, such as by the home
office, division, or plant, the costs of the
aircraft should be charged to that entity.
When use is broader based, the aircraft costs
should be distributed equitably to all of the
user units. Some contracts may provide for
travel costs as direct charges. In these cases,
the auditor should assure that similar type
costs are not duplicated as part of the alloca-
tion of aircraft costs to these contracts
through overhead. Aircraft may also be used
for non-travel purposes, such as instrument
testing. Applicable costs should be charged
directly to the benefiting projects.

7-1003.5 Contractor Responsibility

FAR 31.205-46(c)(2) specifically re-
quires that the contractor must maintain
documentation of all travel via private air-
craft as a prerequisite of consideration for
allowability of such costs. The contractor
has the responsibility to support and justify
the cost of aircraft usage. This responsibil-
ity includes:

(1) identification of all costs associated
with private aircraft,
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(2) submission of a comparative analy-
sis of costs of private aircraft and stan-
dard commercial airfares, and

(3) maintenance of a flight mani-

fest/log.
Costs that are unsupported as a result of a
contractor's inability or unwillingness to
furnish the required documentation should
be disallowed.

7-1003.6 Maintenance of a Flight Mani-
fest/Log by Contractor

The flight manifest/log which the con-
tractor is required to maintain, plus other
necessary backup data, should be in suffi-
cient detail to serve as a source of support
for its proposed costs. At least the follow-
ing information for each flight should be
provided:

(1) Date, time, and point of departure
(airport).

(2) Date and time of arrival, and desti-
nation (airport).

(3) Names of pilot and crew.

(4) For each passenger aboard:

o

Name.

e Name of company or organization
represented.

e Position held in company or organi-
zation.

e Authorization for trip.
e Purpose of trip.

7-1004 Employee Relocation Costs
7-1004.1 General

a. The cost principle for allowability of
relocation costs is FAR 31.205-35. It de-
fines relocation costs as costs incident to
the permanent change of duty assignment
for a period of 12 months or more of an
existing employee or upon recruitment of a
new employee. Relocation costs are usually
comprised of:

(1) cost of travel and transportation of
household goods for the employee and
immediate family members,

(2) cost of advance trips to find a per-
manent residence,

(3) closing costs (including state and
local transfer taxes) incidental to sale of
prior residence,
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(4) expenses such as the costs of cancel-
ling an unexpired lease and rental differen-
tial payments,

(5) costs for acquisition of new house,

(6) continuing mortgage interest at the
old residence,

(7) interest differential between the old
and new mortgage and rental differential
payments where the relocated employee
retains ownership of a vacated home in the
OI% location and rents at the new location,
an

(8) miscellaneous expenses.

Costs of travel for the employee and the
employee's family to the new duty station
and for house hunting trips include per
diem costs which are also subject to FAR
31.205-46. (See 7-1002.3.)

b. The costs of relocating an employee
are generally substantial. Evaluation of the
contractor's policies and procedures as well
as employment agreements as to reason-
ableness and compliance with FAR re-
quirements is an important step of any au-
dit program when significant costs are
charged to Government work. The alloca-
tion methods should be reviewed to deter-
mine that proper costs are being charged to
benefiting contracts. In this regard, reloca-
tion costs should generally be charged to
the receiving segment. Tests of individual
personnel actions should be included to
determine if established practices are being
followed. When the contractor's policies
and procedures are inadequate to control
the incurrence of and accounting for unal-
lowable costs, individual voucher testing
must determine if the costs are allowable in
accordance with FAR 31.205-35.

7-1004.2 Conditions for Allowability of
Relocation Under FAR 31.205-35

a. The contractor's relocation costs must
be reasonable and allocable, and must meet
the four criteria listed in FAR 31.205-35(b)
to be allowable. FAR 31.205-35(a) lists
specifically allowable relocation costs and
31.205-35(c) lists expressly unallowable
costs.

b. Allowable relocation costs for an
existing or new employee must involve a
permanent change of duty assignment.
Relocation assignments should normally
last at least 12 months. When an undue
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number of such relocation assignments are
terminated or completed in less than 12
months, the auditor should evaluate the
reasons and recommend remedial action if
appropriate. Relocation costs in excess of
constructive temporary duty assignment
costs should be questioned if the contractor
should have known at the time of the as-
signment that it would not continue for a
period of 12 months or more.

c. Failure to fulfill the 12-month re-
quirement of a permanent change of duty
assignment agreement for reasons within
the employee's control requires the contrac-
tor to refund or credit the relocation costs
to the Government (FAR 31.205-35(d)).
The auditor should encourage contractors
to include recapture provisions in reloca-
tion agreements if this is not a practice. The
provision should then be monitored by the
auditor to assure that an adequate contrac-
tor follow-up system is in place to collect
refunds when appropriate. The auditor
should assure that a proper portion of any
such refunds is credited to the Government.
However, the contractor is required to
make appropriate refunds to the Govern-
ment whether or not the contractor recovers
relocation payments from the employee.

d. Per FAR 31.205-35(f)(4), the recap-
ture rule is not applicable to return reloca-
tion costs of a new employee who:

(2) is hired specifically for a long-term
(at least 12 months) field project or con-
tract assignment;

(2) is entitled to return relocation under
the terms of his or her employment con-
tract; and

(3) is not a permanent employee and is

released from employment upon comple-
tion of the assignment for which he or she
was hired.
This exception is applicable to only those
employees who meet all three require-
ments. Accordingly, it is not applicable to
the existing employees who are reassigned
to field projects.

7-1004.3 Applicability of Joint Travel
Regulations (JTR) to Relocation Per
Diem Costs.

The FAR 31.205-46 allowable maxi-
mum Government travel regulation per
diem rates for lodging, meals and inciden-
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tal expenses apply to contractor employees
while traveling on official company busi-
ness. House hunting trips and travel to the
new duty station are considered official
business travel and subject to the FAR
31.205-46 per diem criteria. These criteria
do not apply to temporary quarters allow-
ances because the employee is not consid-
ered to be on official business travel while
in temporary quarters.

7-1004.4 Employee Assignments not
Covered by the Relocation Cost
Principle

Certain duty assignments, principally
overseas locations, are accompanied by
"location allowances.” These "location
allowances" represent compensation in
addition to normal wages and salaries
that are paid by contractors to induce
employees to undertake or continue work
at locations which may be isolated or in
an unfavorable environment. Such allow-
ances do not constitute relocation costs
covered by FAR 31.205-35. They are
considered a part of "compensation for
personal services" by provision of FAR
31.205-6. They should be evaluated using
the procedures described in 5-808. Also
costs of travel to an overseas location
should be considered travel costs in ac-
cordance with FAR 31.205-46 and not
relocation costs if dependents are not
permitted at that location for any reason
and the costs do not include costs of
transporting household goods. Under
these circumstances the move is consid-
ered a temporary rather than a permanent
change of duty station.

7-1004.5 Unallowable Relocation Cost

a. The allowability provisions of FAR
31.205-35 are significantly different be-
tween contracts awarded prior to July 29,
2002 and contracts awarded after that date.
The substantive changes in the cost princi-
ple are:

(1) Payments for house hunting trips
and temporary lodging are limited to a
maximum of 60 days for the employee
and 45 days for spouse and dependents
for contracts awarded prior to July 29,
2002 (FAR 31.205-35(a)(2)). For con-
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tracts awarded after that date, these pay-
ments are limited only through the general
reasonableness provisions in FAR 31.201-
3.

(2) Payments for increased employee
income or FICA taxes related to relocation
reimbursements (commonly referred to as
tax gross-ups) are expressly unallowable on
contracts awarded prior to July 29, 2002
per FAR 31.205-35(c)(4). For contracts
awarded after that date, tax gross-ups are
specifically allowable per FAR 31.205-
35(a)(10). See 7-1004.8 for calculation of
tax gross-ups.

(3) Payments for spouse employment
assistance are expressly unallowable on con-
tracts awarded prior to July 29, 2002 per
FAR 31.205-35(c)(5). For contracts awarded
after that date, the costs are specifically al-
lowable per FAR 31.205-35(a)(11).

(4) Lump-sum reimbursement of mis-
cellaneous expenses (FAR 31.205-35
(b)(4)) on contracts awarded prior to July
29, 2002 is limited to $1,000. For contracts
awarded after that date, the limit is raised
to $5,000.

b. In addition to the allowability of the
costs discussed in a. above, FAR 31.205-
35(c) lists several other types of costs that
are not allowable, regardless of the date of
contract award. These unallowable costs
include

(1) loss on the sale of a home;

(2) continuing mortgage principal (not
interest) payments on the residence being
sold;

(3) certain costs incident to the acquisi-
tion of a new home as shown in FAR
31.205-35(¢)(2); and

(4) costs incident to furnishing or ob-

taining equity, nonequity, or lower-than-
market-rate loans to employees.
In addition, FAR 31.205-35(d) requires
the contractor to refund or credit contract
costs for amounts previously charged to
relocate an employee if the employee
resigns for voluntary reasons within 12
months after relocation. Termination of
employment for illness, disabling injury,
or death is not generally within the em-
ployee’s control and, therefore, would not
serve as a basis for compelling contractors
to refund or credit relocation costs to the
Government.
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7-1004.6 Mass Relocations

a. Large scale or mass relocation of
employees may result in abnormal total
relocation costs. FAR 31.205-35(e) recog-
nizes that questions may arise as to the
reasonableness and allocability of the total
amount, even though the items comprising
the total are otherwise allowable. Thus
FAR 31.109, Advance Agreements, pro-
vides the means by which parameters of
reasonableness and allocability of special
or mass relocation may be agreed upon in
advance between the Government and the
contractor. In absence of an advance agree-
ment, the provisions of FAR 31.2, should
be used by the auditor for determination of
reasonableness and allocability.

b. If the auditor learns that large scale
employee relocations are to be made which
may result in significant costs to prospec-
tive or existing Government contracts, the
auditor should report the matter to the cog-
nizant ACO with a recommendation for an
advance agreement regarding the allow-
ability of such costs. The recommendation
should cite important areas for agreement
such as:

(1) the segments of the company among
which the costs are to be equitably distrib-
uted,

(2) the length of time over which the
costs are to be amortized, and

(3) the employees eligible for reim-

bursement of relocation costs.
After coordination with the local ACO, the
auditor should provide any needed infor-
mation to other contracting officers who
are concerned.

¢. Depending on the circumstances, as
covered in FAR 31.109, an advance
agreement may be negotiated by the local
ACO, the CACO, or a PCO. Be responsive
to any request from the designated Gov-
ernment negotiator for audit assistance in
establishing the negotiation objective.

7-1004.7 State and Local Transfer Tax

Some state or local governments may
impose taxes on sales of homes. If the tax
is imposed on the seller (employee) by law,
it is considered a form of transfer tax which
must be satisfied before the sale can be
consummated and would qualify as closing
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costs described in FAR 31.205-35(a)(3).
However, agreement to pay the tax not
imposed on the seller by law, in the interest
of making a sale or for other reasons,
would not qualify as an item of closing
costs and would be unallowable.

7-1004.8 Calculation of Tax Gross-up

a. A common method for calculating the
tax gross-up is:

Tax Gross- X
Up Factor = 1.0-x
(where x = employee’s marginal tax

rate)

b. For example, assume that the em-
ployee’s marginal tax rate is 28 percent and
the non-deductible moving expenses are
$50,000. A company would commonly
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compute the tax gross-up amount as fol-
lows:

Tax gross-up factor = 0.28/(1.0-
0.28) = 0.38388888

Tax gross-up amount = $50,000 x
0.3888888 = $19,444.44

Simply increasing the employee’s $50,000
payment by the 28 percent marginal tax
rate (i.e., $14,000) will not make the em-
ployee whole. This is because the em-
ployee must also pay taxes on the addi-
tional $14,000. The tax gross-up amount
must be sufficient to pay not only the addi-
tional tax on the taxable relocation ex-
penses, but the taxes on all amounts paid to
the employee to reimburse the additional
employee taxes. The formula shown above
reaches that result. In essence, the formula
summarizes the following computations:

Taxable Amount Tax Paid (@28%)
$50,000.00 $14,000.00
$14,000.00 $3,920.00

$3,920.00 $1,097.60
$1,097.60 $307.33
$307.33 $86.05
$86.05 $24.09
$24.09 $6.75
$6.75 $1.89
$1.89 $0.53
$0.53 $0.15
$0.15 $0.04
$0.04 $0.01
Total Tax $19,444.44
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7-1100 Section 11 --- Dues, Membership Fees and Professional Activity Costs

7-1101 Introduction

a. This section provides basic guidance
in reviewing dues, memberships, and pro-
fessional activity costs (FAR 31.205-43).

b. Additional guidance is provided on
costs of memberships in industrial liaison
programs of universities, the Army, Navy,
and Air Force associations, and organiza-
tions engaged in lobbying or charitable
activities.

7-1102 Dues, Memberships, and
Subscription Costs

7-1102.1 General

a. Generally, costs of memberships in
trade, business, technical, and professional
organizations are allowable per FAR
31.205-43(a) but see 7-1102.2, 7-1102.3, 7-
1102.4, and 7-1102.6 below for special
considerations.

b. Subscription costs include trade,
business, professional, or technical periodi-
cals. Such costs are generally allowable per
FAR 31.205-43(b).

7-1102.2 Army, Navy, and Air Force
Associations

The Association of the United States
Army, Army Aviation Association of
America, Navy League of the United
States, Air Force Association, and other
nonprofit associations with similar objec-
tives have for many years offered member-
ships to contractors. These associations are
primarily concerned with fostering and
preserving the images and efficiencies of
the Army, Navy, and Air Force. They op-
erate outside Government channels in an
endeavor to preserve a spirit of fellowship
among former and present Service mem-
bers and to inform and arouse the interests
of the public in activities and achievements
of their respective military services. Gener-
ally, memberships are offered to contrac-
tors that wish to support the objectives of
these associations. The membership dues
often include a subscription to publications
issued periodically. For example, the Asso-
ciation of the United States Army monthly

publishes a magazine entitled ARMY. It
includes numerous articles primarily de-
signed to enhance Army personnel pro-
grams and to promote manpower and com-
bat readiness. In addition, conventions and
meetings are periodically held by these
associations, at which contractors fre-
quently exhibit their products. Occasion-
ally, these conventions or meetings will be
sponsored by a contractor or group of con-
tractors. These conventions or meetings are
usually held to focus the attention of the
public on the activities of a particular mili-
tary service that contribute to national de-
fense programs. In determining the allow-
ability of costs incurred by contractors with
these associations, the auditor will be
guided by the following:

a. Costs related to these associations
such as membership fees, exhibit or display
costs, and sponsorship expenses do not
qualify as allowable under the trade, busi-
ness, technical, or professional activity
principle in FAR 31.205-43.

b. The costs of travel, registration, ho-
tel, and other expenses incurred in connec-
tion with these associations' conventions,
meetings, and conferences are considered
unallowable in accordance with FAR
31.205-43(c), unless the contractor can
show that the primary purpose of the meet-
ing is for "the dissemination of technical
information or the stimulation of produc-
tion." The inference here is that the techni-
cal information will benefit performance,
or stimulate production, under a particular
Government contract, or series of contracts.

7-1102.3 Costs of Memberships in Indus-
trial Liaison Programs of Universities

Industrial liaison programs are offered
to contractors by various universities
throughout the country. Under such pro-
grams, contractors are usually entitled to
the use of university facilities, consulta-
tions with faculty members, copies of
research reports, attendance at symposi-
ums, and possibly other benefits. To be-
come eligible for such benefits, the uni-
versities require that contractors pay
membership fees. Some universities enter
into formal agreements with contractors
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describing the types of benefits that will
be provided.

a. The membership fee in each indus-
trial liaison program, as further discussed
in b. below, should be considered a re-
tainer fee under FAR 31.205-33 and an
allowable cost if supported by evidence
that:

(1) the services are necessary and cus-
tomary;

(2) the level of past services justifies
the amount; and

(3) the retainer fee is reasonable com-
pared to the cost and level of expertise
required to maintain an in-house capabil-
ity to perform the covered services.

b. Normally, benefits available from
membership in an industrial liaison pro-
gram are the same for all members, regard-
less of fee paid by each member. Universi-
ties usually set a schedule of fees based on
company size which is often based on vol-
untary compliance or negotiation above the
minimum fee. Generally, amounts paid in
excess of the minimum fee are voluntary
and should be disapproved as contributions
under FAR 31.205-8, in the absence of
evidence to the contrary. However, a larger
company or one with a special need may
derive more benefits than other industrial
liaison program members. In such cases, all
or a portion of the amount above the mini-
mum fee may be allowable.

7-1102.4 Costs of Membership Fees in
Organizations Engaged in Lobbying or
Charitable Activities

The allowability of membership fees,
association dues, or the costs of donated
time or materials to any organization can
normally be determined from the primary
mission of the organization receiving the
payments or benefits. We believe that all
organizations fit three basic categories and
that the allowability of associated costs is
predicated on the nature and materiality of
expenses.

a. Bona Fide Trade or Professional Or-
ganizations

If an organization is formed for the
basic purpose of providing technical ser-
vices to member contractors and the con-
tractors can demonstrate that such services
were actually received, the membership
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and associated costs are normally allow-
able, even though the organization may
occasionally engage in an immaterial
amount of lobbying activities or charitable
endeavors.

b. Trade or Nonprofit Organizations
Partially Engaged in Lobbying or Charita-
ble Activities

The costs of membership or other sup-
port activities donated or supplied to or-
ganizations which are partially engaged in
lobbying or charitable endeavors should
be examined in light of their nature, pur-
pose, and materiality. There is no hard
and fast rule to apply to these conditions
in order to objectively determine the ex-
tent of unallowable costs attributed to
association with certain organizations.
Therefore the following steps should be
taken in order to provide reasonable as-
surances that unallowable contributions or
lobbying costs are not billed or claimed
by contractors when they are commingled
with other allowable costs:

(1) Question any special assessment or
separately identified portion of the costs of
membership fees or other type costs appli-
cable to lobbying or charitable activities as
unallowable.

(2) Notify the contractor that it is re-
sponsible for the identification and removal
from its claims and proposals of any unal-
lowable activity costs and that it is required
to maintain adequate records to demon-
strate  compliance with applicable cost
principles.

(3) In the absence of documentation as to
the amount of unallowable lobbying or
charitable activities performed by such or-
ganizations, it may be difficult to question
estimated unallowable activities. The auditor
should request the contractor to obtain from
the organization in question a confirmation
letter identifying or estimating the amounts
or percentages of lobbying or charitable
effort expended by the organization in the
accounting year being audited.

¢. Organizations Dedicated to Lobbying
or Charitable Activities

When it can be determined that the
fees or other type costs associated with
membership in these organizations are
ultimately expended on lobbying or chari-
table activities, the costs are to be evalu-
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ated for allowability under FAR 31.205-8,
or 31.205-22.

7-1102.5 Costs of Political Campaign
Activities at Contractor Facilities

Costs  associated  with  political
campaign activities, such as candidates'
appearances and speeches at contractor
facilities, are unallowable in accordance
with FAR 31.205-22(a)(1), Legislative
Lobbying Costs, when such activities are
clearly an attempt by the contractor to
influence the outcome of an election by
soliciting votes. The key considerations in
this determination are how the candidate is
portrayed by the contractor and the subject
matter of the candidate's speech. When
questioning such an event all costs
associated with these activities including
applicable burdens should be questioned.

7-1102.6 Contributions Claimed as Dues
or Subscriptions

When auditing dues and subscription
accounts auditors should be alert for any
contributions paid separately or included as
part of the billing. Professional organizations
often include a suggested voluntary contri-
bution as part of the membership dues. If the
contractor receives something in return for
the contribution (e.g., professional publica-
tions) it is the contractor’s responsibility to
establish the value of the product or service
received. The value of goods or services
received is not a contribution; it is a pur-
chase. The amount in excess of the value
established is an expressly unallowable con-
tribution under FAR 31.205-8.

7-1103 Professional Activity Costs
7-1103.1 General

a. Paragraph (c¢) of FAR 31.205-43,
Trade, Business, Technical and
Professional Activity Costs states that the
cost of technical or professional meetings
and conferences are allowable when the
primary purpose of the meeting is the
dissemination of trade, business, technical
or professional information or the
stimulation of production or improved
productivity, provided the costs meet the
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other requirements controlling allowability
(FAR 31.201-2).

b. The cost principle makes the follow-
ing type of professional and technical ac-
tivity costs expressly allowable:

(1) Organizing, setting up, and sponsor-
ing the technical and professional meet-
ings, symposia, seminars, etc., including
rental of meeting facilities, transportation,
subsistence, and incidental costs.

(2) Attending the meetings by contrac-
tor employees, including travel costs. (See
FAR 31.205-46)

(3) Attending the meetings by individu-
als who are not contractor employees, pro-
vided the costs are not reimbursed to them
by their own employer and their attendance
is essential to achieve the purpose of the
meetings.

7-1103.2 Conference Costs versus Enter-
tainment Costs

a. Determinations as to whether or not
expenses associated with a particular meet-
ing or conference represent allowable busi-
ness expense under FAR 31.205-43(c) pro-
visions or unallowable social activity under
FAR 31.205-14 (Entertainment Costs)
should be made on a case-by-case basis,
based on all pertinent facts.

b. Under the provision of FAR 31.205-
43(c)(3), costs associated with the spouse
of an attendee are not allowable because
the spouse’s attendance is not essential to
achieve the purpose of the meeting.

7-1103.3 Business Meals

a. For individuals on official travel,
assure the meal expense is not included in
both the claimed travel costs and subsis-
tence costs included as part of organizing
the meeting.

b. For individuals not on official travel,
assure that any meal expense is an integral
part of the meeting as described in FAR
31.205-43(c), necessary for the continua-
tion of official business during the meal
period, and not a social function.

7-1103.4 Documentation

a. Determination of allowability re-
quires knowledge concerning the purpose

DCAA Contract Audit Manual



776
7-1103

and nature of activity at the meeting or
conference. The contractor should maintain
adequate records supplying the following
information on properly prepared travel
vouchers or expense records supported by
copies of paid invoices, receipts, charge
slips, etc.

(1) Date and location of meeting includ-
ing the name of the establishment.

(2) Names of employees and guests in
attendance.

(3) Purpose of meeting.

(4) Cost of the meeting, by item.

b. The above guidelines closely parallel
the current record-keeping requirements in
Section 274 of the Internal Revenue code
for entertainment costs as a tax deductible
expense. Where satisfactory support assur-
ing the claimed costs are allowable confer-
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ence expenses is not furnished, the claimed
conference/meal costs and directly associ-
ated costs (see 8-405.1d. for description)
should be questioned.

7-1103.5 Standards of Conduct --- Fed-
eral Employees

Guest expenses for meals or other
incidentals  applicable to  Federal
employees should normally be questioned
as unnecessary, and hence unreasonable
costs, except under limited circumstances,
since they are prohibited from accepting
gratuities by Executive Order 11222 of
1965, Title 5 CFR 2635, and various

departmental implementing  directives
(e.g., DoDD 5500.7, "Standards of
Conduct").
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7-1200 Section 12 --- Public Relations and Advertising Costs

7-1201 Introduction

This section provides supplemental
guidance on audits of public relations and
advertising costs including publications.
The guidance in Chapters 2 through 6, 8,
and 9 also applies to these areas.

7-1202 Applicability of FAR

FAR 31.205-1 defines and addresses the
allowability of public relations and adver-
tising costs.

7-1202.1 Definition of Public Relations
and Advertising

Public relations and advertising costs
include the costs of media time and space,
purchased services performed by outside
organizations, as well as the applicable
portion of salaries, travel, and fringe
benefits of employees engaged in the
functions and activities identified in the
FAR definitions of public relations and
advertising.

a. Public Relations

Public relations as defined in FAR
31.205-1(a) means all functions and activi-
ties dedicated to:

(1) Maintaining, protecting, and en-
hancing the image of a concern or its prod-
ucts; or

(2) Maintaining or promoting reciprocal
understanding and favorable relations with
the public at large, or any segment of the
public. The term public relations includes
activities associated with areas such as ad-
vertising and customer relations.

b. Advertising

(1) Advertising as defined in FAR
31.205-1(b) means the use of media to pro-
mote the sale of products or services and to
accomplish the activities referred to in FAR
31.205-1(d) (see 7-1202.2a) regardless of the
medium employed, when the advertiser has
control over the form and content of what
will appear, the media in which it will ap-
pear, and when it will appear.

(2) Advertising media include but are
not limited to conventions, exhibits, free
goods, samples, magazines, newspapers,
trade papers, direct mail, dealer cards, win-

dow displays, outdoor advertising, radio,
television, and internet/web-based.

7-1202.2 Allowability of Public Relations
and Advertising Cost

FAR provisions 31.205-1(d), (e), and
(f) address the allowability of public rela-
tions and advertising costs. These provi-
sions and supplemental audit guidance are
provided in the following paragraphs:

a. Advertising Costs

All advertising costs other than those
specified in FAR 31.205-1(d) are unallow-
able. Allowable advertising costs include:

(1) Costs that arise from requirements
of Government contracts and that are ex-
clusively for:

(a) Acquiring scarce items for contract
performance; or

(b) Disposing of scrap or surplus mate-
rials acquired for contract performance. If
incurred for more than one Government
contract or both Government and other
work of the contractor, costs of this nature
are allowable to the extent that the princi-
ples in FAR 31.201-3 (reasonableness),
FAR 31.201-4 (allocability), and FAR
31.203 (allocation of indirect costs) are
observed.

(2) Costs to promote sales of products
normally sold to the U.S. Government that
contain a significant effort to promote ex-
ports from the United States. See 7-
1202.2g.

(3) Costs that are allowable in accor-
dance with FAR 31.205-34, Recruitment
Costs. See 7-2104.

b. Contract Requirements

Advertising and public relations costs
specifically required by contract are allow-
able.

c. Liaison Cost

(1) Allowability of Liaison Costs

Allowable public relations costs include
cost incurred for

(a) responding to inquiries on company
policies and activities;

(b) communicating with the public,
press, stockholders, creditors, and custom-
ers; and

(c) conducting general liaison with
news media and Government public rela-
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tions officers, to the extent that such activi-
ties are limited to communication and liai-
son necessary to keep the public informed
on matters of public concern such as notice
of contract awards, plant closings or open-
ings, employee layoffs or rehires, and fi-
nancial information.

(2) Audit Evaluation

(a) Public relations costs may encom-
pass

(i) services performed in-house, possi-
bly in a public relations or similarly desig-
nated department, by the contractor's own
employees; and

(i) services performed by the contrac-

tor's own employees at any offsite liaison
office.
Public relations costs incurred in-house and
offsite include the salaries and related
travel and fringe benefits of the employees
involved and an allocable share of supervi-
sion, space, utilities, and administration
costs. Audit evaluation of public relations
costs should encompass all of the foregoing
aspects.

(b) The costs of offsite liaison/public
relations offices are often substantial and
the contractor's in-house records may not
be sufficient to permit the necessary scope
of audit of such costs. This condition
would call for additional audit effort at the
offsite facility to the extent required to
determine the allowability, allocability, and
reasonableness of the costs incurred by that
facility.

d. Community Service Activities

(1) Costs of participation in community
service activities such as blood bank drives,
charity drives, savings bond drives, and
disaster assistance are allowable.

(2) Under FAR 31.205-8, contributions
and donations, whether in the form of
money, goods, or services, are unallowable.
However, the costs of services of executive
and other personnel in support of charitable
and community funds or other similar cam-
paigns or drives are allowable under FAR
31.205-1(e)(3) and should not be ques-
tioned. When such services affect the con-
current full discharge of their other regular
duties and responsibilities to the contractor
by the personnel involved, the auditor
should consider whether the costs are rea-
sonable.
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(3) Employee Leave Donation Pro-
grams

On February 11, 2002, the Director,
Defense Procurement (DDP) issued a
memorandum regarding the allowability of
contractor payments to charitable organiza-
tions, such as those helping victims of the
September 11, 2001 attacks, for the value
of leave donated by employees. DDP con-
cluded that such payments for vacation and
personal leave, but not sick leave, represent
an allowable compensation cost under FAR
31.205-6, Compensation for personal ser-
vices, rather than an unallowable contribu-
tion under FAR 31.205-8, Contributions or
donations. Such costs are considered com-
pensation costs for Government contract
costing purposes regardless of the contrac-
tor’s classification of the costs for tax or
financial accounting purposes. Such treat-
ment will be considered appropriate for
payments made prior to January 1, 2003.
The DDP conclusion was based on the
Internal Revenue Service (IRS) ruling that
employee donations of leave made before
January 1, 2003 do not constitute taxable
income to the employee and that employers
may treat these employee donations as
either ordinary and necessary business
expenses or charitable contributions. On
December 12, 2002, the Director, Defense
Procurement and Acquisition Policy
(DPAP, formerly DDP) issued a memoran-
dum stating that this treatment will not be
extended to payments made after Decem-
ber 31, 2002. Therefore, contractors must
record employee donations of vacation and
personal leave made after December 31,
2002 as compensation costs.

e. Plant Tours and Open Houses

Costs of plant tours and open houses are
allowable; however, costs of promotional
material, motion pictures, videotapes, bro-
chures, handouts, magazines, and other
media that are designed to call favorable
attention to the contractor and its activities
are unallowable under FAR 31.205-1(f)(5)
(see 7-1202.2i).

f. Ceremonial Costs

Costs of ceremonies such as corporate
celebrations and new product announce-
ments are unallowable. Costs of keel lay-
ing, ship launching, commissioning, and
roll-out ceremonies, to the extent specifi-
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cgllly provided for by contract, are allow-
able.

(1) Ship Launching Ceremonies

Items of cost which are normally ac-
ceptable for ship launching ceremonies
include (a) the construction of a minimum-
size launching platform large enough to
accommodate the launching party and
speakers; (b) modest decorations of the
launching platform and a sponsor's shelter,
if needed; and (c) a bottle of champagne,
decorative ribbon and suspension, and a
simple decorative packing case without
metal container.

(2) Sponsor's Costs

Costs related to personal expenses of
the sponsor and its party, luncheons or
dinners, and gifts for the sponsor are unal-
lowable and should be questioned.

g. Air Shows, Special Events, and
Trade Shows

Generally, air shows and trade shows are
classified as broadly targeted selling efforts
and are covered under FAR 31.205-1. How-
ever, the allowability of these costs has been
complicated by numerous changes effected
through the public laws to the regulations.
These costs are classified as allowable or
unallowable on contracts depending on
when the costs were incurred.

In determining the allowability of air
shows, special events, and trade shows,
auditors must pay specific attention to the
contract award date, when the costs were
incurred, and the Governmental agency
purchasing the goods and services. The
chart below assists in identifying the appli-
cable allowability criteria. The numbers are
keyed to the following six paragraphs in
this subsection. Advertising costs of air
shows, special sales events, and trade
shows with no foreign sales (export) value
have been and still are unallowable costs.
Likewise, entertainment costs and other
costs not necessary to a sales presentation
have always been and still are unallowable.
For additional information on the allow-
ability of foreign selling costs, see the
chronology presented in 7-1306.2.

5/16/97 - Current (ORI
5/15/91 - 5/15/97 2 | (2
4/12/88 - 5/15/91
Costs incurred on or after [ (3) | (4)
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the start of the contractor’s
1st fiscal year beginning on
or after 12/15/88

Costs incurred prior to the | (4) | (4)
start of the contractor’s 1st
fiscal year beginning on or
after 12/15/88

Prior to 4/12/88 (5) [ (6)

(1) Costs of “significant effort” to pro-
mote export sale of product normally sold
to the U.S. Government are allowable. This
includes air shows, trade shows, and spe-
cial events.

(2) Costs of "significant effort" to pro-
mote export sale of products normally sold
to the U.S. Government are allowable sub-
ject to a ceiling. This includes air shows,
trade shows, and special events.

(3) (a) For DoD contracts open as of
5/15/91, (2) is retroactively applied to fis-
cal years beginning on or after 12/15/88.

(b) For DoD contracts open as of
12/15/88 but closed prior to 5/15/91, costs
of "significant effort" to promote export
sales of U.S. defense industry products
were allowable subject to a ceiling. DoD
contracts have specific coverage in the
DFARS that is applied in place of the FAR
coverage. The FAR coverage remained
applicable to non-DoD contracts as dis-
cussed in (4) below. For these DoD con-
tracts, DFARS 231.205-1 and 231.205-38
provided that the costs of activities which
contain "significant efforts” to promote
exports of U.S. defense industry products
are allowable. Such promotional activities
primarily targeted at foreign selling are
allowable even if they include domestic
marketing efforts. Additional information
regarding ceiling limitations and the effec-
tive dates are in 7-1306.2(d).

(4) The following costs to promote
American aerospace exports at domestic
and international exhibits, such as air
shows, trade shows, and conventions, were
allowable provided they were reasonable:
Transportation of the aircraft;

Aerospace parts and equipment;
Other associated support cost.

(&) These allowable costs did not in-
clude other exhibit costs (such as cost of
entertainment, hospitality suites or chalets,
advertising media other than exhibits, and
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other costs not necessary to establish, oper-
ate, or maintain an exhibit, display, or
demonstration).

(b) In addition, the allowability cover-
age was limited to promoting a specific
category of products (i.e., American aero-
space products) to a specific class of cus-
tomers (i.e., foreign customers). Accord-
ingly, costs incurred for promoting a
contractor's non-aerospace products at an
international trade show, and that portion
of costs incurred for promoting a contrac-
tor's aerospace products to American cus-
tomers, were unallowable (Section 8062 of
the 1988 Appropriations Act).

(5) For DoD contracts awarded prior to
April 12, 1988 and completed before the
start of the contractor's first fiscal year be-
ginning on or after December 15, 1988, air
shows, trade shows, and conventions were
generally unallowable. However, for DoD
contracts awarded prior to April 12, 1988
and still in progress on or after the start of
the contractor's first fiscal year beginning on
or after December 15, 1988, air shows, trade
shows, and convention costs are generally
allowable as described in (2) and (3). On
such in-progress contracts awarded prior to
April 12, 1988, the costs of air shows, trade
shows, and conventions incurred in prior
fiscal years remain generally unallowable.
This type of change in the applicability of
the cost principles based on the timing of
cost incurrence is unusual. It was mandated
by Public Law 100-456. These costs are
allowable subject to a ceiling, which is de-
scribed in 7-1306.2.

(6) For contracts with the U.S. Gov-
ernment other than with DoD awarded
prior to April 12, 1988 and completed prior
to May 15, 1991, air shows, trade shows,
and conventions were generally unallow-
able. However, for non-DoD contracts
awarded prior to April 12, 1988 and still in
progress on or after May 15, 1991, air
shows, trade shows, and convention costs
are generally allowable as described in (2)
if incurred on or after May 15, 1991. These
costs are allowable subject to a ceiling,
which is described in 7-1306.2.

(7 ) Audit Guidance

(a) Contracts awarded in the period
discussed in 7-1202.2g(1), (2), and (3) do
not require the segregation of promotional
costs based on targeted customers. The
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provisions make allowable significant ef-
fort primarily targeting the promotion of
exports even though domestic marketing
efforts are included.

(b) For all contracts awarded in the
period discussed in 7-1202.2g(4) the con-
tractor must be able to document that the
products are American aerospace products
and that the targeted customers are foreign.
Certain trade shows or exhibits target a
mixed customer audience (both foreign and
American customers). When an event tar-
gets both types of customers, only a portion
of the costs (those targeting foreign cus-
tomers) is considered allowable. FAR
31.204, Application of principles and pro-
cedures, requires the contractor to assign
costs targeting domestic customers as unal-
lowable and costs targeting foreign cus-
tomers as allowable. The auditor should
review the contractor's documentation and
assumptions.

h. Meetings, Symposia, Seminars, and
Other Special Events

Costs of sponsoring meetings, sympo-
sia, seminars, and other special events
when the principal purpose of the event is
other than dissemination of technical in-
formation or stimulation of production are
unallowable.

i. Promotional Material

Costs of promotional material, motion
pictures, videotapes, brochures, handouts,
magazines, and other media that are de-
signed to call favorable attention to the
cg:\tractor and its activities are unallow-
able.

j. Souvenirs, Models, and Mementos

Costs of souvenirs, models, imprinted
clothing, buttons, and other mementos pro-
vided to customers or the public are unal-
lowable.

k. Costs of Memberships

(1) FAR Provision

Costs of memberships in civic and
community organizations are unallowable.

(2) Audit Guidance

Allowable costs of memberships in trade,
business, technical, and professional organi-
zations (FAR 31.205-43) include dues paid
to Chambers of Commerce. Dues paid to
Army, Navy, and Air Force Associations are
unallowable (7-1100). The minimum fee for
membership in any university's industrial
liaison program is allowable if reasonable,
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provided it is supported by evidence of bona
fide services available or rendered (7-1100).
Expenditures for influencing legislation are
unallowable by Federal statute. Any identifi-
able portion of the costs of memberships in
bona fide trade, business, technical, and
professional organizations, intended for use
in connection with influencing legislation is
likewise unallowable (FAR 31.205-22).

I. Other Public Relations Costs to Pro-
mote Sales

Under FAR 31.205-1(f)(1), unallowable
public relations costs include costs of ef-
forts whose primary purpose is to promote
the sale of products or services by stimulat-
ing interest in a product or product line, or
disseminating messages calling favorable
attention to the contractor for purposes of
enhancing the company image to sell the
company's products or services. Exceptions
to this unallowability rule include

(1) a limited list of allowable public
relations costs in FAR 31.205-1(e) and

(2) direct selling efforts discussed in
FAR 31.205-38(b)(5).

7-1203 Public Relations Costs

7-1203.1 Contractor's Accounting Sys-
tems

Public relations consists of different
types of materials and services which by
themselves may be separately treated in
FAR 31.205. Moreover, many contractors
do not establish public relations as a sepa-
rate category of cost in their accounting
systems. Although they may be recorded in
other accounts, public relations costs are
most likely to be found as part of:

a. Advertising Costs (FAR 31.205-1).

b. Compensation for Personal Services
(FAR 31.205-6).

¢. Contributions and Donations (FAR
31.205-8).

d. Employee Morale, Health, Welfare
and Food Service and Dormitory Costs and
Credits (FAR 31.205-13).

e. Entertainment Costs (FAR 31.205-

14).

f. Labor Relations Costs (FAR 31.205-
21).

g. Other Business Expenses (FAR
31.205-28).
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h. Professional and Consultant Service
Costs-Legal, Accounting, Engineering and
Other (FAR 31.205-33).

i. Selling Costs (FAR 31.205-38).

j. Trade, Business, Technical and Pro-
fessional Activity Costs (FAR 31.205-43).

7-1203.2 Review of Public Relations
Costs

Contractor expenditures for public rela-
tions and advertising activities identified in
FAR 31.205-1(f) (see 7-1202.2) and those
which meet the criteria for contributions
and donations, or entertainment costs are
unallowable under the cited FAR provi-
sions. The extent of and criteria for allow-
ability of the other above listed cost cate-
gories are expressed in the identified FAR
paragraphs. Appropriate audit steps should
be designed to identify public relations
items in each category and to evaluate their
allowability.

a. Factors to be Considered

When reviewing the different catego-
ries of costs, the most important major
factors to be considered are the nature of
the service rendered, the function per-
formed, the propriety of the base of allo-
cation, and the basic consideration of rea-
sonableness as defined in FAR 31.201-3.
Nomenclature or similar less-than-in-
depth audits are apt to result in an incor-
rect determination.

(1) Nature of Services Rendered and
Functions Performed

The nature of the service rendered and
the function performed are important in
determining the proper classification of
costs. FAR 31.204(c) provides that the
determination of allowability shall be
based on the guidance contained in the
subsection that most specifically deals
with the cost at issue. This FAR provi-
sion prevents contractors from success-
fully claiming unallowable public rela-
tions costs under more favorable and
broader cost principle coverage; e.g.,
unallowable costs of ceremonies (FAR
31.205-1(f)(4)) claimed as employee
morale and welfare under FAR 31.205-13
(but see 7-2117.3).

(2) Reasonableness and Allocability of
Costs
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(a) The auditor should be primarily
concerned with the positive criteria of
allowability, reasonableness and alloca-
bility. Costs will generally be considered
reasonable if they are of a type normally
recognized as ordinary and necessary for
the contractor's business, or are the ac-
tions of a prudent businessman in the
conduct of competitive business. On the
other hand, costs which represent a sig-
nificant deviation from established busi-
ness practices, increasing contract costs,
are likely to be unreasonable.

(b) The reasonableness of costs should
also be viewed from the standpoint of
magnitude. Careful scrutiny should be
given to large amounts of public relations
expenditures especially when there have
been significant increases relative to the
base from prior years. This is particularly
true when most of the contractor's costs are
allocated to Government contracts. Accord-
ingly, where amounts appear to be dispro-
portionately large or otherwise out of line,
the auditor should consider questioning
costs as appropriate, even though they fall
within allowable classifications.

b. Special Audit Considerations

Special audit considerations for certain
other items of public relations cost are
summarized below.

(1) Government Requested Public Rela-
tions and/or Advertising Activities

The types of public relations and adver-
tising costs which are unallowable, and the
limited ones that are allowable, are set forth
in FAR 31.205-1. Even in instances where a
contractor is satisfying a contract related
suggestion or request by Government con-
tracting personnel, a public relation or adver-
tising cost that is classified as unallowable
by this section remains unallowable. How-
ever, FAR 31.205-1(d) provides the con-
tracting officer with the latitude to request
public relation or advertising effort when
needed to meet contract requirements. To be
allowable, the public relations and/or adver-
tising activity must be specifically required
by contract or modification. Unallowability
would also extend to the costs of exhibits in
which the contractor is invited to participate
by any agency of the Government, and at
which the company or its products are publi-
cized for the purpose of delivering a sales
message.
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(2) Public Relations Account

The auditor may occasionally find a
contractor that maintains an account enti-
tled public relations. Such accounts should
not be questioned/disapproved on a no-
menclature basis; rather an adequate analy-
sis of their contents should be made since
they may contain both allowable and unal-
lowable costs. FAR 31.201-6 incorporates
Cost Accounting Standard (CAS) 405
which requires contractors to identify unal-
lowable costs (see 8-405). The auditor
should coordinate with the administrative
contracting officer in obtaining necessary
refinements in the contractor's accounting
procedures to identify unallowable public
relations costs.

c. Reporting

Public relations types of costs are par-
ticularly sensitive because of their contro-
versial nature. Audit coverage should
therefore be of commensurate scope and
depth. Reasons given in audit reports for
audit questioned or disapproved costs
should be clear, precise, and complete.

7-1204 Publication Costs

Publication costs claimed by a contractor
may include costs related to the preparation
and dissemination of such items as plant
newspapers and magazines, recruitment
pamphlets, technical brochures, and contrac-
tor and product capability promotional items.
These items may be disseminated in hard-
copy or electronic format (e.g., web pages,
web sites, CDs, etc.), or both. While the
amounts individually may not be significant,
collectively on DoD procurements they
amount to significant dollars.

7-1204.1 Audit Guidelines

a. Audits of claimed publications costs
should be based on an appropriate exami-
nation of the contractor's policies and pro-
cedures (6-600), as well as on a selective
review of individual publications. FAR
specifically allows (within limitations) help
wanted, scarce and scrap material advertis-
ing (31.205-1(d)); house publications
(31.205-13), and corporate stockholders
reports (31.205-28).

b. The allowability of the cost of any
publication which is construed as public
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relations and/or advertising must be deter-
mined in accordance with FAR 31.205-1.
Unfortunately, the contents of the publica-
tions do not always lend themselves to a
ready determination as to the FAR category
into which they fall. To assist in these de-
terminations the following guidance sets
forth five broad categories into which most
publications may be grouped.

7-1204.2 Broad Categories Covering
Publications

Examples of the types of publications to
be included under each category and fac-
tors which indicate the appropriate section
of FAR under which the allowability of the
related costs should be determined are dis-
cussed below.

a. Employee Welfare and Industrial
Relations

(1) The most common publications of
this type are regularly issued newspapers or
magazines. These publications generally
provide information as to events of interest
within the organization or of the employees'
outside activities. Although there are fre-
quently articles on company achievements,
the intent here is to instill a feeling of ac-
complishment rather than to advertise. Other
industrial relations publications incorporate
information on available employee benefits,
safety, and education. Dissemination of the
above types of publications is usually limited
to immediate employees and/or their fami-
lies. The related costs of the foregoing publi-
cations are considered allowable under FAR
31.205-13.

(2) Recruitment pamphlets and materi-
als which are used primarily to explain the
available fringe benefits to prospective
employees should be considered in con-
junction with the review of help wanted
advertisements and as such are allowable
under FAR 31.205-1 subject to the limita-
tions of FAR 31.205-34 (see 7-2104).

b. Professional and Technical Articles

(1) These publications are disseminated
to a professional or technical type audience
and generally take the form of dissertations
on technical subjects that are related to the
contractor's products or activities. This type
of publication has generated much of
DoD's interest in contractors' house publi-
cations. In most instances the costs of pub-
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lishing such material can better be related
to professional activity costs since they are
the result of, or are copies of, papers deliv-
ered at professional meetings. Others are
dissemination of articles of scientific inter-
est from other sources.

(2) In evaluating individual publications
of this nature, difficulty may be experi-
enced in determining whether they should
be classified as capability advertising or as
technical treatises. Some difficulties will
normally arise where there are subtle, even
though infrequent, references to the con-
tractor. Where such references are the only
questionable aspect of the publication, it
would be extremely difficult to support a
position that these references necessitate
consideration of the publication as an ad-
vertisement. Therefore, to the extent that
the publication costs incidental to technical
presentations at meetings and conferences
and dissemination of such technical papers
for use in contractors' house publications
are reasonable and allocable, and can be
construed as providing technical informa-
tion rather than advertising, such publica-
tions are considered allowable within the
intent of FAR 31.205-43.

c. Selling, Marketing, and Advertising

In those instances where the material
provides little or no technical assistance to
the recipient and is distributed to all cus-
tomers and/or potential customers, the cost
should be treated as advertising (FAR
31.205-1) or selling costs (FAR 31.205-
38). More specific guidance in determining
the allowability of selling costs is in 7-
1300. Advertising costs of this nature are
unallowable (see 7-1202.2a).

d. Contractor and Product Capability
Promotional Items

(1) These differ from normal selling,
marketing, and advertising publications in
that they stress the superior capabilities of
the contractor's facilities and/or personnel
in research and/or development of new
products. They may also advertise
achievements of the contractor, but gener-
ally do not supply detailed technical data.
Advertising costs of this nature are unal-
lowable under FAR 31.205-1(f) (see 7-
1202.2a). Accordingly, such costs should
not be accepted under cost-type contracts
and should be questioned in advisory audit
reports for price negotiation purposes.
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(2) Certain publications can be clearly
identified as capability advertising; how-
ever, in some cases publications that pro-
vide technical data necessary for equipment
operation may include some descriptive
data that could be construed as capability
advertising if taken out of context. The
primary purpose of the publication and
type of distribution, such as, operating
manuals delivered with the equipment,
would be the significant factor in determin-
ing allowability.

e. Public Relations

This category includes pictures, images,
decals, and promotional material that em-
phasize the contractor's accomplishments in
producing equipment or providing services.
They do not contribute to the performance
of the Government contracts, even if they
are related to items produced under such
contracts, but merely serve to enhance the
contractor's reputation. The costs of such
items are unallowable (see 7-1202.2).

7-1205 Contractor Logos and Emblems
7-1205.1 Contracting Officers' Position

A common practice for a company is to
identify its products using logos and em-
blems. Some contracting officers are con-
cerned over the costs being incurred for con-
tractors' logos and emblems being placed on
Government systems. These contracting
officers are treating the direct and indirect
costs for logos and emblems produced by
means of a special mold or casting (not sim-
ple stick-on adhesive decals) as unallowable
advertising costs under FAR 31.205-1.

7-1205.2 Audit Procedures

a. Applicable FAR Provisions

The contracting officers' position re-
flects an internal negotiating/contracting
policy. This policy is enforceable to the
extent that contracting officers obtain con-
tractor concurrence and include a specific
clause in contracts making such costs ex-
pressly unallowable or issue a notice of
intent to disallow. Unless contracts contain
such a clause, contractors need only com-
ply with FAR 31.205-1 and FAR 31.201-3,
Reasonableness.
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b. The use of the terminology “logos
and emblems” may be misleading. Logo is
an abbreviation for the word logotype,
which actually means the standard ways in
which to letter or set in type the company
trade name, while emblem represents the
mark of a nonprofit organization. However,
"contractor logos and emblems" as used in
Government contracting represent the ac-
tual design and typesetting of all company
marks. Company marks can be trademarks
(companies who manufacture products) or
service marks (companies who provide
services to their customers). Regardless of
the type of mark, the key factor is the pur-
pose for which the marks are designed.
Marks are initially designed to meet three
main purposes,

(2) to indicate the origin of the product
or service provided,

(2) to guarantee quality consistency (the
mark tells the buyer that the product or
service is the same as that provided previ-
ously), and

(3) to serve as an advertisement (simple

enough to catch attention, complete enough
to tell a story, and persuasive enough to
move the viewer to action).
When a company initially designs a mark,
each of these three purposes are relevant.
Therefore, disallowance of these costs un-
der FAR 31.205-1 is generally not practi-
cable. However, the initial design of logos
and emblems may be challenged as unrea-
sonable if costs are determined to be exces-
sive.

¢. While the initial design of a company
mark cannot generally be questioned under
FAR 31.205-1, the redesign can be. When
a company redesigns its mark, the public is
usually already familiar enough with the
original mark to know the origin of the
product; thus, this purpose is usually not
relevant to a redesign. In addition, redes-
igning the mark does not serve to guarantee
quality consistency, since the original mark
already told the prospective buyer that the
product or service is the same as that pre-
viously provided. However, redesigning
the mark does serve as an advertisement,
since it is intended to catch the attention of
those who were previously unaware of the
company, tell a story (a new one or the
rephrasing of an old one), and be persua-
sive enough to move a viewer to take a
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form of action that the old mark could not.
Thus, the major purpose of redesigning a
company mark will usually be advertising;
if this is the case, then these costs are unal-
lowable under FAR 31.205-1.

d. A company mark may be redesigned
for other reasons, such as a corporate
merger, reorganization, etc. The auditor must
carefully consider the purpose of redesigning
the company mark in determining the allow-
ability of such costs. For example, if the
redesign results from a reorganization, then
FAR 31.205-27, Organization Costs, should
be considered in evaluating the allowability
of these costs. Furthermore, as was the case
with the initial design, the redesign of logos
and emblems may also be challenged as
unreasonable if costs are determined to be
excessive.

e. Audit Evaluation
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(1) Auditors should continue to evaluate
proposed advertising costs, including the
redesign of logos and emblems, in accor-
dance with the FAR. Excessive costs of
logos and emblems, even those falling
within allowable categories under the FAR
provisions, should be questioned based on
reasonableness.

(2) Comments may be included, as part
of the applicable report exhibit note, on the
effect of the contracting officer's position
on proposed costs.

(3) FAOs should assure that the audi-
tor's review of contract provisions (see 3-
202) clearly identify special contract
clauses disallowing the costs of logos and
emblems. Audit programs for evaluation of
direct and indirect costs should include
steps to verify compliance with this and
other contractual cost limitations.
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7-1300 Section 13 --- Selling Costs

7-1301 Introduction

This section contains general audit
guidance in determining the allowability,
allocability, and reasonableness of selling
costs under Government contracts includ-
ing:

a. Selling costs as discussed in FAR
31.205-38,

b. Selling costs under Foreign Military
Sales contracts as discussed in DoD FAR
Supplement (DFARS) 225.7303-2 and
225.7303-4, and

c¢. Contingent fees as discussed in FAR
3.400.

7-1302 General Audit Considerations

Selling expenses are subject to the same
basic audit procedures and tests for alloca-
bility and reasonableness as manufacturing
and administrative expenses. However,
there are certain factors for special consid-
eration. Where a significant amount of
selling expense is involved there should be
adequate tests of the individual items and
accounts classified under this expense
category to enable the auditor to fully un-
derstand:

(1) the type and size of the contractor's
sales organization,

(2) the basis of employee compensation,

(3) the nature of the selling and distri-
bution activities involved,

(4) their relationship to the contractor's
different operations, products or product
lines, and

(5) their applicability to Government
and commercial business.

A nomenclature review of account titles is
not sufficient for this purpose.

7-1303 Proper Classification of Selling
Expenses

7-1303.1 Nature of Selling Effort

a. The nature of costs classified and
charged as selling expense should be com-
patible with the provisions of FAR 31.205-
38. The costs of such effort are considered
allowable if reasonable in amount. Al-
though the generic term "selling" encom-

passes all efforts to market a contractor's
products, the acceptability of the costs of
this effort are governed by several subsec-
tions of FAR 31.205. Costs that fall into
the following categories should be classi-
fied accordingly. These costs should be
evaluated using the appropriate subsection
of FAR 31.205:

(1) Advertising costs (FAR 31.205-1).
Also see 7-1200.

(2) Corporate image enhancement and
public relations costs (FAR 31.205-1). Also
see 7-1200.

(3) Bid and proposal/independent re-
search and development costs (FAR
31.205-18). Also see 7-1500.

)(4) Entertainment costs (FAR 31.205-
14).
(5) Long-range market planning costs
(FAR 31.205-12).

b. Costs of activities which are correctly
classified and disallowed under the above
cost principles should not be considered as
allowable costs under FAR 31.205-38 or
any other subsection of FAR 31.205.

7-1303.2 llustrations of Improper Clas-
sification

The following illustrations represent the
use of other FAR 31.205 subsections in
reviewing a contractor's claimed selling
costs for proper classification:

a. A contractor incurred engineering
costs incident to adapting a system cur-
rently being produced for the Government
on one program for possible use on another
major weapon system. The engineering
effort was related to reducing the weight of
the current system so it would be suitable
for use on the other program. The effort
performed included

(1) development of a new cooling con-
cept;

(2) development of a new mechanical
configuration and installation concept;

(3) installation analysis of electrical
power requirements; and

(4) evaluation of reliability predictions
and maintainability considerations.

The contractor classified and claimed these
costs as selling expense. Since the nature of
the effort was "development,” the costs
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should have been classified as independent
research and development expenses and the
criteria contained in FAR 31.205-18 ap-
plied. The effort of technical personnel can
properly be classified as selling costs only
when they are functioning in a marketing
role. Selling does not include generating
the technology which the contractor is try-
ing to market. Due to the Government's
exposure to risk in this area, technical ef-
fort charged to selling expense should be
closely monitored and reviewed for proper
classification.

b. A contractor incurred costs of promo-
tional material, motion pictures, videotapes,
brochures, handouts, magazines and other
media that were designed to call favorable
attention to the contractor and its activities.
FAR 31.205-38(b) prohibits the contractor
from claiming these costs as selling ex-
penses, since FAR 31.205-1(f)(5) specifi-
cally disallows such costs as unallowable
advertising or public relations costs.

7-1303.3 Audit Techniques to Identify
Improperly Classified Selling Cost

The audit techniques and procedures
necessary to determine whether a contrac-
tor has properly classified selling effort
may include:

a. Floor checks and interviews of con-
tractor personnel.

b. A review of documentary evidence
establishing the purpose of the effort. This
may include work order authorizations,
expenditure authorizations, management
reports, and board of directors' minutes.

c. An examination of correspondence
with selling agents to ascertain the true
nature of the activities and evidence of
disputes over amounts of fees and commis-
sions due.

d. Technical assistance which may be
useful in determining the proper classifica-
tion of selling effort.

7-1304 Allocability of Selling Costs

7-1304.1 General Allocability Considera-
tions

a. FAR 31.201-4 and 31.203 contain
criteria regarding the allocability of costs to
cost objectives. These sections also apply
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to the determination of the allocability of
selling costs. Proper allocability is accom-
plished by

(1) the direct charge or

(2) apportionment to particular cost
objectives such as products, product lines
or individual contracts, by means of a basis
that will apportion the expenses in accor-
dance with the benefits derived by the par-
ticular cost objectives, or the purposes for
which the expenses were incurred.

Also see 6-606 regarding allocability.

b. FAR 31.202(a) and 31.203(b) re-
quire, for costs incurred for the same pur-
pose in like circumstances, consistency in
the allocation of these costs as direct or
indirect costs. Where a specific type or
category of selling expense is allocated as a
direct charge to Government contracts or
other cost objectives, care must be exer-
cised to assure that all items or transactions
in the same type or category applicable to
other cost objectives are likewise allocated
as a direct charge.

¢. FAR 31.203(c) addresses selection of
appropriate bases for allocation of indirect
costs. The selection of an appropriate base
for the apportionment of selling expenses
as an indirect charge involves certain con-
siderations different from those applicable
to manufacturing expenses. Manufacturing
expenses are usually apportioned without
regard to the specific end item being manu-
factured or the customer to whom the item
may ultimately be sold. These latter fac-
tors, however, are important considerations
in apportioning selling expenses which
may indicate that an over-all allocation of
selling expenses on the basis of cost of
sales or cost of goods manufactured may
not be equitable. The auditor should per-
form a careful analysis of the time, effort,
and expense incurred for selling activities
in relation to the company's products,
product lines or other objectives to deter-
mine the most suitable base for apportion-
ing selling expenses.

d. When a contractor, with contracts
subject to the Cost Accounting Standards,
includes selling costs in its G&A pool,
those costs are subject to the provisions of
CAS 410.40(d) and 410.50(b)(1). CAS 410
does not provide guidelines on how foreign
selling cost should be allocated, but instead
takes a permissive position. These sections
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require that marketing costs, whose benefi-
cial or causal relationship to business unit
cost objectives can best be measured by a
base other than a cost input base represent-
ing the total activity of a period, be re-
moved from the G&A expense pool and
allocated on a representative base. If a total
cost input or value-added base is used to
distribute G&A expenses, selling costs
would then become part of the G&A allo-
cation base. See also 8-410.

7-1304.2 Special Considerations for Al-
locability of Selling Costs

a. Selling agents' fees and commissions
will usually be charged direct to contracts
since, in most cases, independent agents are
used and paid for individual sales transac-
tions. However, where an agent is paid a
retainer, fees may be charged indirectly.
Where fixed retainer fees are paid to agents
representing the contractor in specific geo-
graphical areas, they should normally be
allocated to all applicable sales in these
areas.

b. A review of past activities of the
sales agents or selling agencies as they
relate to the contractor's products or ser-
vices may be useful in identifying causal or
beneficial relationships of the agents' or
agencies' services to the final cost objec-
tives. A review of any agreements between
sales agents and the contractor may also
prove useful in verifying allocability.

7-1305 Reasonableness of Selling Cost

Reasonableness involves consideration
of

(1) the nature and amount of these costs
in light of the expenses which a prudent
individual would incur in the conduct of
competitive business,

(2) the proportionate amounts expended
by Government and commercial business,

(3) the trend and comparability of the
company's current period costs in relation
to prior periods,

(4) the general level of such costs
within the industry, and

(5) the nature and extent of the sales
effort in relation to the selling costs and to
the contract value.
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The foregoing considerations may result in
a determination that a particular item or
category of selling expense is not reason-
able either in total due to its nature or in
part due to the excessiveness of the amount
involved (see FAR 31.201-3). In determin-
ing reasonableness, the following factors
should receive special consideration:

a. Some companies engaged in defense
production expend substantial amounts to
establish and maintain large staffs of
salesmen and engineers whose primary
function is obtaining new or additional
Government business on a prime or sub-
contract basis for existing company prod-
ucts and to seek out other products required
by the Government which the company can
manufacture with its existing facilities. The
submission of unsolicited bids and propos-
als and the preparation of brochures setting
forth the company's capabilities and past
accomplishments with respect to defense
work usually represent an important aspect
of this function. In periods of low volume,
companies may divert normal production
engineering personnel to augment their
sales staff on a temporary basis or hire
additional sales personnel to increase vol-
ume.

b. If appropriate safeguards are not
maintained with respect to selling ex-
penses, companies engaged wholly or sub-
stantially in Government production under
flexibly priced contracts may conceivably
be encouraged to increase their selling ac-
tivities without restraint since they would
expect to be compensated therefor as a
necessary cost of doing business. Other
companies in the same industry with little
or no existing flexibly priced Government
business (cost-type or price-redeterminable
contracts) would thus be placed in an unfa-
vorable competitive position for new Gov-
ernment business as compared with those
companies who in effect have been subsi-
dized by the Government for their selling
activities.

¢. Each audit should also include an
appraisal of the extent to which the sales
promotion, consultation, technical, liaison
and other related activities engaged in by
the contractor's personnel produced a rec-
ognizable benefit to the Government in
consonance with the amounts included in
the contractor's claims or cost representa-
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tions. "Benefit to the Government” should
be considered, in a broad sense, as the ac-
ceptability of selling expense is not neces-
sarily contingent upon a showing of proof
that the performance of a specific item
would not have been possible without the
incurrence of such expenses. If it can be
established that useful and desirable infor-
mation was exchanged or that technical
matters concerning existing contracts were
discussed during visits by the contractor’s
personnel to Government procurement
offices, the resulting costs may be consid-
ered to result in "benefit to the Govern-
ment." This situation is contrasted with
visits made for purely promotional pur-
poses where a contractor's sales representa-
tive seeks Government contracts or related
information and his or her visits do not
result in any commensurate benefit to the
Government.

7-1306 Allowability of Selling Cost
7-1306.1 Introduction

Several types of selling costs are ex-
pressly unallowable per FAR 31.205-38
and other subsections of the FAR and
DFARS. FAR 31.201-6 and CAS 405 (see
8-405) require contractors to identify and
exclude any expressly unallowable costs,
including directly associated costs, from
any billing, claim, or proposal applicable
to a Government contract. Costs that have
been made expressly unallowable by other
subsections of FAR 31.205 should not be
considered as allowable selling costs un-
der 31.205-38 (see 7-1303). Auditors
should screen selling costs to ensure that
contractors have properly identified and
segregated the expressly unallowable
costs discussed in the sections that follow.

7-1306.2 Foreign Selling Costs

a. Direct selling costs incurred in con-
nection with potential and actual Foreign
Military Sales, as defined by the Arms
Export Control Act, or foreign sales of
military products or services have been
specifically allowable or unallowable on
U.S. Government contracts for U.S. Gov-
ernment requirements depending on the
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date of the contract or when the costs were
incurred and the issuing agency.

b. The following chronology shows the
regulatory history of foreign selling costs
(see 7-1202.29):

(1) 1/20/86 - 5/15/91

Foreign selling costs were unallowable
on U.S. Government contracts for its own
requirements. (FAR 31.205-38(f))

(2) 4/12/88 - 12/15/88

Costs of "significant effort” to export
American aerospace products were made
allowable in the FAR as an exception to the
normal rule on foreign selling costs. (FAR
31.205-1(g)) Other foreign selling costs
remained unallowable. (FAR 31.205-38(f))

(3) 12/15/88 - 5/15/91

Effective December 15, 1988, the DAR
Council issued new DFARS cost principle
coverage for foreign selling costs to im-
plement the requirements of Section 826 of
the Defense Authorization Act for FY 1989
(P.L. 100-456). Costs of "significant effort"”
to export U.S. defense industry products
were made allowable (as an exception to
the FAR rule) for DoD contracts, subject to
a ceiling of 110% of the prior year's costs
for those business segments allocating
$2,500,000 or more of such costs to DoD
contracts. (DFARS 231.205-1 & 231.205-
38) The allowability of costs for all other
business segments was subject to the usual
reasonableness criteria. The FAR rules
were unchanged.

(4) 5/15/91 - 5/15/97

Effective May 15, 1991, the DFARS
coverage was moved to the FAR, thereby
applying the rule to all U.S. Government
contracts. Costs of "significant effort”" to
export products normally sold to the U.S.
Government were allowable for all U.S.
Government contracts, subject to a ceiling
of 110% of the prior year's costs (for those
business segments allocating $2,500,000 or
more of such costs to U.S. Government
contracts) and the allocability, reasonable-
ness, and allowability tests otherwise ap-
plicable to such costs. (FAR 31.205-1(d)(2)
& 31.205-38(c)(2)).

(5) 5/16/97 — 8/25/03

(6) 8/25/03 — Current

Effective August 25, 2003, FAR
21.205-38 was revised to remove the dis-
tinction between the allowability of foreign
and domestic selling costs involving direct
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selling and market planning efforts other
than long range planning. This eliminates
the requirement that foreign selling costs
must be related to products normally sold
to the U.S. Government to be allowable.
However, distinguishing between foreign
and domestic broadly targeted sales efforts
remain unchanged. The allowability of
these costs are covered in FAR 31.205-1
(see 7-1202.2).

Effective May 16, 1997, FAR 31.205-
38(c)(2) was revised to remove the $2.5
million threshold and the 110% ceiling on
allowable foreign selling costs. Costs of
“significant effort” to export products nor-
mally sold to the U.S. Government are
allowable for all U.S. Government con-
tracts subject to the allocability, reason-
ableness, and allowability tests otherwise
applicable to such costs. (FAR 31.205-
1(d)(2)). See guidance in 7-1304, 1305,
and 1306.1 for discussions on allocability,
reasonableness, and allowability of selling
Costs.

7-1306.3 Sellers' or Agents’ Compensa-
tion, Fees, Commissions, etc.

a. FAR 31.205-38(c) makes unallow-
able sellers' or agents' compensation, fees,
commissions, percentages, retainer, or bro-
kerage fees, whether or not contingent
upon the award of contracts, except when
paid to bona fide employees or established
commercial or selling agencies maintained
by the contractor. DFARS 225.7303-4 ex-
tends this guidance to FMS contracts (see
7-1307). The following guidance is appli-
cable to the review of sales agents' fees and
commissions:

(1) Business firms sometimes hire an
independent organization or individual to
conduct business on their behalf. Often this
is done for foreign locations where it
would be too difficult and/or expensive to
open and maintain a regular place of busi-
ness. An organization or individual hired
for this purpose is known as an "agent" of
the employing firm. If hired specifically to
make sales for the firm, the person or or-
ganization is known as a sales agent and is
usually paid a fee or commission calculated
on some percentage of his sales.

(2) Agents' fees are normally not en-
countered in domestic DoD contracts. They
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are usually included in foreign military
contracts and may be paid under either of
two forms of foreign procurements:

(a) the foreign government may buy
direct from a U.S. contractor or

(b) it may use DoD's procurement re-

sources to buy items commonly referred
to as foreign military sales (FMS).
In either case, if agents are involved in
arranging the sales, their fees should be
identified in contractors' proposals. See 7-
1307 regarding FMS contracts.

(3) FAR 3.402 states that contingent
fees for soliciting or obtaining Govern-
ment contracts are considered contrary to
public policy because such arrangements
may lead to attempted or actual exercise
of improper influence. However, an ex-
ception is provided for contingent com-
pensation arrangements with bona fide
employees or bona fide agencies (FAR
3.402(b) & FAR 31.205-38 (f)). As de-
fined in FAR 3.401, a bona fide employee
or bona fide agency neither exerts nor
proposes to exert improper influence to
solicit or obtain Government contracts,
nor holds out as being able to obtain any
Government contract or contracts through
improper influence.

b. Payments of commissions, fees, or
compensation of any kind by, or on behalf
of, a subcontractor to any officer, partner,
employee, or agent of a prime contractor
or upper-tier subcontractor as an induce-
ment for, or acknowledgment of, a sub-
contract award under any negotiated con-
tract with the Government are prohibited
by the Anti-Kickback Statute. When the
auditor discovers that such fees or com-
missions have been paid, the procedures
in 4-704 should be followed.

7-1307 Selling Costs Under Foreign
Military Sales (FMS) Contracts

7-1307.1 General Requirements

The basic procurement policy for pric-
ing FMS contracts is in DFARS 225.7303.
These regulations supplement those poli-
cies contained in FAR Part 31 and FAR
Subpart 3.4.
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7-1307.2 Definition of Foreign Military
Sales (FMS)

The Arms Export Control Act (for-
merly known as the Foreign Military
Sales Act of 1968) defines FMS as sales
of defense articles and services to foreign
governments. Although it is DoD policy
to encourage the purchase of defense arti-
cles and services directly from U.S.
sources, most of them are purchased
through established DoD procurement and
contract administration channels because
many kinds of defense transactions are
not conducive to direct sales. These in-
clude transactions that require Govern-
ment-to-Government arrangements, such
as sales of classified equipment, items
produced in U.S. arsenals, major weapon
systems, and sales in situations where the
U.S. Government wants to exercise spe-
cial control. Additionally, foreign gov-
ernments usually want the advantages of
DoD's procurement expertise, including
contract administration and audit. Thus,
FMS only encompasses Government-to-
Government transactions as defined by
the DoD Security Assistance Management
Manual (DoD 5105.38-M).

7-1307.3 Audit Considerations

a. DFARS 225.7301(b) requires that
acquisitions for FMS contracts be con-
ducted under the same acquisition and con-
tract management procedures as other de-
fense contracts. DFARS 225.7303(a) states
that foreign military sale contracts are to be
priced using the same principles as are used
in pricing other defense contracts. How-
ever, application of the principles con-
tained in FAR Part 15 and FAR Part 31
may result in prices that differ from other
defense contract prices for the same item.
Therefore, DFARS 225.7301(c) requires
known FMS requirements to be separately
identified in solicitations.

b. DFARS 225.7303-2(a) provides for
the recognition of, under FMS contracts,
the costs of doing business with a foreign
government or international organization.

¢. According to DFARS 225.7303-2(c),
the cost limitations for major contractors
on bid and proposal (B&P) costs and on
independent research and development
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(IR&D) costs for projects that are of poten-
tial interest to DoD, in DFARS Part
231.205-18(c)(iii), do not apply to FMS
contracts, except as provided in DFARS
225.7303-5; i.e., for acquisitions wholly
paid for from nonrepayable funds. IR&D
and B&P costs allowed on FMS contracts,
not wholly paid for from funds made avail-
able on a nonrepayable basis, shall be lim-
ited to the contract's allocable share of the
contractor's total IR&D/B&P expenditures.
In pricing FMS contracts, use the best es-
timate of reasonable costs in forward pric-
ing. Use actual expenditures to the extent
that they are reasonable, in determining
final cost.

d. Costs of sales agents' commissions or
fees under FMS contracts are subject to the
allowability criteria as specified in FAR
31.205-38(c) (see 7-1306.3). However,
DFARS 225.7303-4 provides additional
guidelines on the allowability of contingent
fees under FMS purchases. The following
guidance is relevant when reviewing the
acceptability of contingent fees under FMS
contracts:

(1) As specified in FAR 31.205-38 (c),
the commissions and fees are allowable
only if paid to a bona fide employee or a
bona fide established commercial or sell-
ing agency. DFARS 225.7303-4(a) also
requires that the contracting office deter-
mine that contingent fees are fair and rea-
sonable.

(2) The auditor should request from the
contractor documents or other information
bearing on the allowability and reasonable-
ness of the agent's commissions or fees.

(3) Commissions and other items of
cost such as taxes and miscellaneous fees,
unique to each country, must be handled on
an individual basis in evaluating the overall
reasonableness of the agent's fees. These
costs should be brought to the contracting
officer's attention through coordination and
reporting.

(4) DFARS 225.7303-4(b)(1) provides
a listing of countries that have prohibited
the payment of sales commissions or fees,
unless such payments have been identified
and approved in writing by the Govern-
ment involved prior to contract award. For
FMS to countries not included in the list-
ing, DFARS 225.7303-4(b)(2) specifies
that contingent fees exceeding $50,000 per
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FMS case are unallowable under DoD con-
tracts, unless payment has been identified
and approved in writing by the foreign
customer before contract award.

e. DFARS 225.7303-5 states that sales
to foreign governments wholly paid for
from funds made available on a nonrepay-
able basis shall be priced like domestic
DoD acquisitions in regard to profit, over-
head, IR&D/B&P and other costing ele-
ments. The determination of whether the
funds are nonrepayable can be made from
the Letter of Offer and Acceptance (LOA)
between the U.S. Government and the
Government of the foreign country, which
the contracting officer can provide. Nonre-
payable funds, made available through
Congressional appropriations under For-
eign Military Financing programs, are
similar to grant aid, which the foreign gov-
ernment must spend on defense products of
U.S. contractors.

7-1307.4 Foreign Military Sales (FMS)
Offset Arrangements

a. The purpose of an FMS offset ar-
rangement is to fulfill commitments nego-
tiated pursuant to an FMS agreement. The
general policy in fulfilling these commit-
ments is to exempt the FMS country's
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products from the requirements of the Buy
American Act on a case-by-case basis.
DFARS 225.7307 contains additional in-
formation on the implementation of offset
arrangements.

b. DFARS 225.7303-2(a)(3) permits
defense contractors to recover costs in-
curred to implement their offset agreements
with a foreign government or international
organization if the LOA is financed wholly
with customer cash or repayable foreign
military finance credits. Since the U.S.
Government assumes no obligation to sat-
isfy or administer the offset requirement or
to bear any of the associated costs, auditors
should be sure that these costs are charged
direct to the contract and not charged to
indirect expense pools and allocated to
domestic Government business. Charges to
domestic Government contracts should be
questioned if claimed by the contractor. In
addition, a U.S. defense contractor may not
recover costs incurred to implement its
offset agreement with a foreign govern-
ment or international organization if the
foreign military sale is financed with funds
made available on a nonrepayable basis.
Auditors should be sure these costs are not
recovered directly on the contract or
charged to indirect expense pools (DFARS
225.7303-5(c)).
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7-1400 Section 14 --- Taxes

7-1401 Introduction

This section provides general guidance
in reviewing the allocability and allow-
ability of taxes, including Federal, state,
and local taxes; employment taxes; em-
ployment taxes of successor contractors
following mergers or consolidations; Fed-
eral excise taxes; foreign taxes; and envi-
ronmental taxes.

7-1402 Expressly Unallowable Taxes

FAR 31.205-41(b) states that the
following types of taxes are expressly
unallowable as costs under Government
contracts:

a. Federal income and excess profits
taxes.

b. Taxes in connection with financing,
refinancing, or refunding of operations, or
reorganizations (See also FAR 31.205-20
and 31.205-27).

c. Taxes from which exemptions are
available to the contractor directly, or
available to the contractor based on an
exemption afforded the Government,
except when the contracting officer
determines that the administrative burden
of obtaining the exemption outweighs the
benefits accruing to the Government (See
FAR Part 29).

d. Special assessments on land that
represent capital improvements.

e. Taxes (including excises) on real or
personal property, or on the value, use,
possession or sale thereof, which is used
solely in connection with work other than
on Government contracts (See also 7-
1403.1a below).

f. Taxes on accumulated funding defi-
ciencies of, or prohibited transactions
involving, employee deferred compensa-
tion plans pursuant to Section 4971 or
Section 4975 of the Internal Revenue
Code of 1986, as amended.

g. Income tax accruals designed to
account for the tax effects of differences
between taxable income and pretax
income as reflected by the books of
account and financial statements (See also
7-1403.4a below).

7-1403 State and Local Taxes

State and local taxes, including prop-
erty, franchise, and income taxes, are al-
lowable contract costs in accordance with
FAR 31.205-41. However, if the taxes are
paid late or in error, any penalty, or interest
on borrowings (see 7-1403.1(e)), assessed
by the state or local government is an unal-
lowable cost except in the limited circum-
stances described in FAR 31.205-41(a)(3).

7-1403.1 General Audit Considerations

a. Care must be exercised regarding the
propriety of allocation of certain taxes to
Government work. For example, the alloca-
tion to all work of the contractor of per-
sonal property taxes levied against the con-
tractor's commercial inventories may not be
proper where similar taxes are not levied
against Government contract inventories.

b. FAR 31.205-41(b)(5) states that taxes
(including excises) on real or personal
property, or on the value, use, possession,
or sale thereof, which is used solely in con-
nection with work other than on Govern-
ment contracts are not allowable. FAR
31.205-41(c) states that these taxes should
be allocated to the respective category of
work unless the amounts involved are in-
significant or comparable results would
otherwise be obtained. The costs of taxes
incurred on property used in both Govern-
ment and non-government work shall be
apportioned to all such work based upon
the use of such property on the respective
final cost objectives.

c. If the contractor claims taxes for
which there exists a question of illegal or
erroneous assessment, the amount of such
taxes should be identified and described in
advisory audit reports and contract audit
closing statements. If it is subsequently
determined that the taxes have been im-
properly assessed, a credit or refund may
be pursued by the Government (See FAR
31.205-41(a)(2)).

(1) The auditor should follow up as
appropriate to assure that a proper share of
credits or refunds received by the contrac-
tor is passed on to the Government (See
FAR 31.205-41(d)).
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(2) If the contractor has failed to take
actions as specified in FAR 31.205-
41(a)(2), the costs should be questioned or
disapproved.

d. Penalties assessed by state or local
tax authorities are unallowable in accor-
dance with FAR 31.205-15 even if they are
unavoidable or incurred inadvertently.
However, FAR 31.205-41(a)(3) provides a
specific exception to the disallowance of
penalties when incurred as a result of fol-
lowing the contracting officer's direction or
permission not to pay taxes assessed by a
state or local government.

e. Generally, interest associated with an
intentional underpayment of state or local
taxes is unallowable per FAR 31.205-20
because the interest can be considered to be
“interest on borrowings.” “Intentional,” as
used here, means intentionally paying less
than the contractor reasonably believes is
due. However, interest associated with an
underpayment of taxes, where the contrac-
tor’s intent to borrow cannot be shown, is
allowable. If the contractor’s underpayment
was directed or agreed-to by the contract-
ing officer, FAR 31.205-41(a)(3) allows
any resulting interest.

f. Interest incurred as a result of late
payments (e.g., not paying financial obliga-
tions by the due date) represents “interest
on borrowings” and is therefore unallow-
able per FAR 31.205-20.

7-1403.2 Allocation Problems and
Methods

a. State income or franchise taxes some-
times present unique allocation problems.
From a taxing standpoint, when a corpora-
tion is engaged in activities in several states
it becomes necessary to determine the share
of a corporation’s income to be attributed to
each state. The states have developed three
primary methods of dividing the income of
a multi-state taxpayer: separate accounting,
specific allocation, and formula apportion-
ment. Each method is discussed below.

(1) Separate Accounting. The separate
accounting method is based on the premise
that a multi-state taxpayer can be divided
into separate entities so that its activities
within the taxing state can be segregated
from its activities elsewhere and accounted
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for separately. This method is seldom ac-
ceptable to the states.

(2) Specific Allocation. The specific
allocation method provides for the desig-
nation of specified items of income in
their entirety as either within or outside
the state. This method is infrequently used
by itself, but is often combined with the
formula apportionment method discussed
below.

(3) Formula Apportionment. This is
the most frequently used method. The
percentage of income to be assigned to a
particular state is determined by averag-
ing a number of ratios. For example, one
ratio frequently used is the ratio of in-
state sales to out-of-state sales. Similar
ratios are commonly based on property
and on payroll. The average of the ratios
used is then multiplied by the net income
subject to apportionment (defined by the
state) to arrive at the taxable income for
the state.

b. Through the use of the method de-
scribed in a.(3) above, it is possible that a
multi-state taxpayer may be assessed a
large corporate state income or franchise
tax by a particular state and in actuality
have very little income recorded on the
books of its operations within that state.
Apportionment of unitary income in excess
of local book income within the state is
justified by courts on the assumption that
all component activities, wherever located,
contribute proportionately to all corporate
income.

c. Contractors often include the above
discussed taxes, along with other indirect
expenses, in an established burden center
for allocation to operating divisions lo-
cated in various states. In reviewing these
allocations, the general rule for the audi-
tor to follow is to determine that the
amount allocated to operations within a
particular state approximates the amount
of tax paid to such state. The further allo-
cation of this amount to cost centers or
contracts within the state should be made
through divisional G&A. However, in
those cases where a division is doing
business in several states, the auditor may
find that more equitable results are ob-
tained by applying the method used by the
state in assessing the tax, or through an
established burden center of the contrac-
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tor other than G&A. The following guid-
ance relates to the allocation of state fran-
chise taxes to a company's segments:

(1) CAS 403.40(b)(4) requires that
central payments or accruals (which may
include state and local income taxes and
franchise taxes) made by a home office on
behalf of its segments shall be allocated
directly to segments to the extent that all
such payments or accruals of a given type
or class can be identified specifically with
individual segments. Any such types of
payments or accruals which cannot be
identified specifically with individual
segments shall be allocated to benefited
segments using an allocation base repre-
sentative of the factors on which the total
payment is based. (Also see 8-403.)

(2) Lockheed Corp. and Lockheed Mis-
siles & Space Co., ASBCA Case No. 27921,
86-1 BCA 1 18,614, affd, 817 F.2d 1565
(Fed. Cir. 1987) and U.S. Court of Appeals
for the Federal Circuit Case No. 86-1177
contain extensive and detailed discussions of
the allocation of state franchise taxes to seg-
ments. In the ASBCA case, the Board ruled
that Interpretation No. 1 to CAS 403 is not
binding as to the meaning of CAS 403 be-
cause the promulgation of the Interpretation
did not follow the statutory requirements for
issuance of a standard and that a segment's
income (or loss) was an appropriate factor to
consider in the allocation of state franchise
taxes to segments. The ASBCA decision
was upheld by the Court. However, in ren-
dering its decision, the Court's rationale de-
parted somewhat from that of the ASBCA. It
did not believe the validity of Interpretation
No. 1 was relevant to its decision. The deci-
sion effectively relegated Interpretation No.
1 to the status of elaborating upon the CAS
403.60(b) illustration concerning taxes. The
Court ruled that the one example in CAS
403.60(b) did not defeat the plain meaning
of "factors" as used at CAS 403.40(b)(4).
Since segment net income is a causal factor,
the Court ruled that CAS 403.40(b)(4) per-
mitted it in an allocation formula. In the
Claims Court case No. 49-89C. Hercules,
Inc. v. U.S., 26 CI.Ct. 662 (1992), the Court
re-emphasized that net income is permitted,
but not required, as an allocation factor.

(3) The Court's ruling does not mean
that all allocation methods that use segment
book income are automatically compliant.
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In fact, the Court only held that Lockheed's
two-step, four-factor formula complied
with CAS 403.40(b)(4), because the parties
had stipulated that if CAS 403 permitted
net income as an allocation factor, then the
Lockheed method complied with CAS 403.
In the ASBCA case that was the subject of
the appeal, two other allocation methods
that used income as an allocation factor
were considered and rejected. The Lock-
heed method which the Court ruled is com-
pliant and the two methods using income
(the Factor Analysis, and Proration Per-
centage) that the ASBCA held were non-
compliant are described and illustrated at
7-1403.3.

d. Allowing income as an allocation fac-
tor broadens the choices of possible alloca-
tion methods and makes the evaluation of
tax allocations more difficult. Each situation
must be carefully evaluated to determine if
the particular methodology makes appropri-
ate use of segment book income. The fol-
lowing two key areas deserve special atten-
tion when evaluating any methodology
which uses segment book income:

(1) The first is evaluating the contrac-
tor's methodology for determining the pro-
priety of segment book income. For tax
purposes, most states do not use segment
book income as a unitary income appor-
tionment factor because of concerns that
companies could easily manipulate seg-
ments' books to show income only at seg-
ments that are in low-tax or no-tax jurisdic-
tions. This risk of income manipulation is
why most states choose not to accept the
taxpayer's identification of segment in-
come. Because proper identification of
income is a high-risk area, the auditor
should carefully assess a contractor's de-
termination of segment book income to
ensure the methodology is sound and con-
sistently applied.

(2) The second is ensuring that taxes are
confined to segments doing business in the
taxing jurisdiction. This issue was dealt
with in the Claims Court case No. 49-89C.
Hercules, Inc. v. U.S., 26 CIL.Ct. 662
(1992). The Court ruled that a contractor is
not in full compliance with CAS 403 if the
taxes of a jurisdiction are not allocated to
only those segments that do business in the
taxing jurisdiction.
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7-1403.3 Illustrations of Allocation Meth-
ods That Use Income as an Allocation
Factor

The illustrations below supplement the
guidance in 7-1403.2 and are intended to
be used as a guide when evaluating allo-
cation methods that use segment book
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income. The following facts will be used
for all three illustrations:

a. A company has a California Franchise
Tax expense of $11,000,000 and five seg-
ments --- A, B, C, D, and E with property,
payroll, and sales of:

SEGMENTS
A B C | D E TOTAL

(in millions)
PROPERTY:
Total $1,500 $ 800 $ 600 $ 400 $ 200 $3,500
Calif. 750 720 600 100 20 2,190
Calif. % 50% 90% 100% 25% 10% 62.6%
PAYROLL:
Total $ 700 $ 300 $ 250 $ 100 $ 80 $1,430
Calif. 280 240 250 30 8 808
Calif. % 40% 80% 100% 30% 10% 56.5%
SALES:
Total $2,000 $1,000 $ 800 $ 600 $ 300 $4,700
Calif. 600 800 760 240 45 2,445
Calif. % 30% 80% 95% 40% 15% 52%
AVG CALIF. % 40% 83.3% 98.3% | 31.7% [ 11.7% 57%

The five segments had the following net
income (loss):

(in millions)

Segment A $(200)
Segment B 125
Segment C 180
Segment D 90
Segment E 20
Total Net Income $215

b. Lockheed Two-Step, Four-Factor
Method: The ASBCA and the Federal
Circuit Court held that Lockheed's two-
step, four-factor formula complied with

CAS 403.40(b)(4). The first step entails
calculating each segment's net income
derived from or attributable to a particular
state's sources (e.g., California sources)
using the ratio of in-state property,
payroll, and sales, to total property,
payroll, and sales for the segment. In the
second step, Lockheed totals individual
segment net income derived from or
attributable to profitable in-state sources
and then assigns taxes only to each
profitable segment in the proportion that
the segment's profits bear to total profits.
Segments with no net income get no
allocation and segments that do get
allocations get them based upon relative
profitability.
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STEP 1:
(in millions)
Segment Segment Segment net income
net income (loss) apportionment % from Calif. sources
Segment A $(200) X 40% = $0*
Segment B 125 83.3% 104
Segment C 180 98.3% 177
Segment D 90 31.7% 29
Segment E 20 11.7% _2
$312
*Note: Credits are not permitted, therefore segments with losses always are assigned $0
income.
STEP 2:
(in millions)
Segment
Total Tax Contribution Allocation
Segment A $11 X 0 = $0
Segment B 11 104/312 3.67
Segment C 11 177/312 6.24
Segment D 11 29/312 1.02
Segment E 11 2/312 .07
$11.00

c. Factor Analysis Method: In the first
Lockheed Corp. and Lockheed Missile &
Space Co., ASBCA case (No. 22451, 80-1
BCA para. 14,222), the ASBCA consid-
ered and rejected an allocation method
that used income entitled the "Factor
Analysis Method." Under this method a
segment's share of total California Fran-
chise Tax liability is calculated by first
determining the percentage that the seg-
ment's net income is of the total net in-
come (segment net losses result in nega-
tive percentage). A second percentage is
calculated by averaging the ratio of the
segment's California property, payroll,

and sales to the total California property,
payroll, and sales. Next the two percent-
ages are averaged by adding them to-
gether and dividing by two. The resulting
percentage is then multiplied by the total
California Franchise Tax expense to ob-
tain the amount of tax or credit allocated
to the segment.

The ASBCA concluded that the Factor
Analysis Method did not comply with CAS
403 because it allows credits for loss seg-
ments. Including credits for losses yielded
allocations in excess of the actual amount
actually paid. Following is an illustration
of this method:
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STEP 1:
(in millions)
Segment net income as Segment Calif. property, payroll, and sales as % of total
% of total income (loss) | Calif. property, payroll, and sales
Property Payroll Sales
A (200/215 or (93%) =34%+ 2 =35% + 2445 = 25% or 31%
3
B 125/215 or 58% 720/2190 = 33% + 240/808 = 30% + 800/2445 = 33% or 32%
3
C 180/215 or 84% =27%+ =31%+ =319 or 30%
3
D 90/215 or 42% =5% + =4%+ =109 or 6%
3
E 20/215 or 9% 20/2190 = 1% + 8/808 = 1% + 45/2445 = 2% or 1%
3
STEP 2:
Sum of two% Allocation
divided by 2 Total Tax (Credit)
Segment A (93%) + 31%]/2 = (31%) X1 $11 $(3.41)
Segment B 58% + 32%]/2 = 45% 11 4.95
Segment C 84% + 30%])/12 = 5% 11 6.27
Segment D 412% + 6%]/2 = 24% 11 2.64
Segment E 9% + 1%]2 = 5% 11 .55
$11.00

Note: Together, segments B, C, D, and E are allocated $3,410,000 more in tax expense
than the total California Franchise Tax liability.
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d. Proration Percentage Method: In the
first Lockheed Corp. and Lockheed Missile
& Space Co., ASBCA case (No. 22451,
80-1 BCA para. 14,222), the ASBCA also
considered and rejected a second allocation
method that used income. This one was
called the Proration Percentage Method.
Under this method a segment's share of the
state tax liability is calculated by multiply-
ing the segment's net income or net loss by
the ratio of in-state property, payroll, and
sales, to total property, payroll, and sales.
The product is then multiplied by the state
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tax rate to yield the amount of tax or credit
allocated to the segment.

The ASBCA rejected the Proration
Percentage Method because it in effect
allocates only on the basis of profit and

loss. In other words, there is no
consideration of  each segment's
apportionment factors. Moreover, this

method also included credits for losses
and would result in allocations to
profitable segments in excess of actual
taxes paid. Following is an illustration of
this method:

(in millions)
Segment net Calif. Calif. Franchise Allocation
income (loss) Apportionment % Tax Rate (credit)
Segment A [ $(200) X 57%] X 9% $(10.2)
Segment B [ 125 57%] 9% 6.4
Segment C [ 180 57%] 9% 9.2
Segment D [ 90 57%] 9% 4.6
Segment E [ 20 57%] 9% _10
$11.0

7-1403.4 Guidance in Determining Al-
lowable State and Local Taxes

a. Tax Accruals

(1) Contractors sometimes make provi-
sions to account for estimated state income
or franchise taxes when there are signifi-
cant differences between taxable income,
as determined in accordance with state
regulations, and income for the period, as
determined in accordance with generally
accepted accounting principles. These dif-
ferences may result from items such as (a)
recognizing in the income statement possi-
ble losses that may not be deductible for
tax purposes until they occur, (b) comput-
ing depreciation for income statement pur-
poses by use of a method different from
that used for tax purposes, or (c) by recog-
nizing revenue for tax purposes before it
would be recognized in the income state-
ment in accordance with generally accepted
accounting principles. Provisions are made
for taxes related to such items based on an
assumption that a tax liability exists, and
will ultimately materialize, as a direct re-
sult of such transactions. For example, in
the case of a straight line method of depre-
ciation being used for income statement
purposes and an accelerated method for tax

purposes, the tax savings in the early years
of the asset's life will ultimately be offset
by higher taxes in the later years of the
asset's life. Therefore, the provisioning of
an additional amount for taxes in the early
years of the asset's life to offset the higher
taxes in the later years in effect tends to
relate the state income tax expense for the
period to the income as shown in the finan-
cial statements. The opposing view con-
tends that if a contractor follows a consis-
tent program of asset replacement, which
would be necessary to a continuing con-
cern, tax savings on new assets should off-
set higher taxes on expiring assets.

(2) The auditor should obtain the best
evidence available that supports the amount
of costs incurred. In determining allowable
costs under Government contracts, the best
evidence available to support the amount of
state income or franchise tax incurred is the
amount paid. The auditor should not at-
tempt to estimate the amount of tax cur-
rently being paid that is applicable to future
or prior periods, for purposes of determin-
ing allowable costs under Government
contracts. Similarly, amounts estimated by
contractors as tax liabilities in excess of the
amounts actually paid should not be con-
sidered in determin

DCAA Contract Audit Manual



7100
7-1403

ing allowable contract costs. Income tax
accruals designed to account for the tax
effects of differences between taxable in-
come and pretax income, as reflected by
the books of account and financial state-
ments are unallowable (See FAR 31.205-
41(b)(7))- _

(3) Income tax accruals designed to
estimate additional taxes to be paid result-
ing from tax audits by the state or local tax
authorities are considered contingencies
that are unallowable under FAR 31.205-
7(b). However, tax accruals designed to
relate the amount paid on the basis of a
taxing authority's fiscal year to the contrac-
tor's accounting period are allowable in
accordance with FAR 31.205-41(a). (See
also 7-1402.9.)

b. Tax Credits and Refunds

(1) Many states follow the same or ba-
sically similar procedures as provided in
the Internal Revenue Code for net operat-
ing loss carry-backs. In most states, a net
operating loss can be carried back for 3
years or forward for 5 years. We are pri-
marily concerned with carry-backs for state
income or franchise taxes. Operating loss
carry-backs will result in a refund of prior
years' taxes which have been paid by the
contractor and reimbursed by the Govern-
ment.

(2) The Government's right to share in
these refunds is covered by FAR 31.205-
41(d), which provides that "Any taxes,
interest, or penalties that were allowed as
contract costs and are refunded to the con-
tractor shall be credited or paid to the Gov-
ernment in the manner it directs.” This
requirement is also addressed in FAR
31.201-5 and the "Allowable Cost and
Payment"” clause at FAR 52.216-7. In Her-
cules Inc. v. United States, 292 F.3d 1378
(Fed. Cir. 2002) issued June 5, 2002, the
United States Court of Appeals for the
Federal Circuit concluded that the principal
requirement of FAR 52.216-7, Allowable
cost and payment, and FAR 31.201-5,
Credits, is to provide the Government with
a refund when a cost that has been reim-
bursed to a contractor is later reduced. The
Court found that these clauses require the
refund be passed to the Government in the
same ratio as the tax payment was origi-
nally reimbursed by the Government. Ac-
cordingly, if the contractor receives a re-
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fund of previously reimbursed tax, the
auditor should determine the Government’s
share of the refund based on the Govern-
ment reimbursement of that expense in the
year in which the cost was originally in-
curred.

Example: ABC Company claims
$1,000,000 in state income tax expense in
the G&A pool in 2000. The Company re-
ceives a $500,000 refund of its 2000 income
tax in 2002. The Government participation
in the G&A allocation bases are:

Fiscal Year 2000 2001 2002

Percentage 65% 70% 55%

The percentages represent cost reimburs-
able contracts containing the FAR 52.216-7
contract clause. The Government’s share of
the refund is determined as follows:

Gov-
ernment
Partici- Government
Amount pation Share of
of Refund for 2000 Refund
$500,000 X | 65% = | $325,000

If the Company accounts for the refund in
the fiscal year received (2002), the Gov-
ernment would receive $275,000 ($500,000
X 55%). The auditor must assure the re-
maining Government share of $50,000
($325,000 — 275,000) is credited to the
Government in accordance with FAR
31.201-5, Credits.

7-1403.5 Changes in Method of Measur-
ing Taxable Income

a. State tax regulations have usually
permitted a taxpayer to initially select one
of several acceptable methods of stating the
elements that determine taxable income and
later, under specified conditions, to change
from the initial selection to another accept-
able method. Some elements for which
alternate acceptable methods have been
allowed are

(1) income from long-term contracts,

(2) inventory pricing, and

(3) depreciation methods.

b. The Tax Reform Act of 1986 (TRA)
repealed the acceptability of the com-
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pleted contract method for measuring
annual taxable income for long term con-
tracts awarded after February 26, 1986.
Since the TRA, the IRS has implemented
additional restrictions on methods that can
be used to measure annual taxable in-
come. Although the changes in method
are intended primarily to apply to Federal
income taxes which are not allowable on
Government contracts under FAR 31.205-
41(b)(1), State income taxes, which are
allowable on Government contracts, will
in many cases also be affected since a
number of States have adopted Federal
tax regulations to determine State taxes.

¢. Under the provisions of the change,
contractors must recognize income from
long term contracts using either the per-
centage of completion method or the per-
centage of completion-capitalized cost
method. Both methods must be based on a
cost-to-cost relationship rather than an
estimate of physical completion (engineer-
ing cost method or other modified methods
not based on cost) which was previously
permitted. The percentage of completion
method based on a cost-to-cost relationship
recognizes income from long term con-
tracts based on the proportion of the esti-
mated contract price that costs incurred
through a period bears to the total expected
costs reduced by the amounts of contract
price that were included in income in pre-
vious years. Under the percentage of com-
pletion-capitalized cost method, only a
certain percent of the items of each contract
need to be recognized under the percentage
of completion method and the remaining
percent of the items are to be accounted for
under the taxpayer's normal method (e.g.,
the completed contract method). Costs to
be used in determining the percentage of
completion are:

(1) direct material and direct labor
costs, and

(2) depreciation, amortization and cost
recovery allowances on equipment and
facilities directly used to construct or pro-
duce the subject matter of the contract.
It should be noted that the prescribed cost-
to-cost relationship is an example of cir-
cumstances where the tax law is at variance
with appropriate cost accounting.

d. Any changes made in the method of
measuring income for long term contracts as
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a result of changes in tax regulations (e.g., a
change from the completed contract method
to the percentage of completion method or
the percentage of completion-capitalized
method) should be considered to be a change
in cost accounting practice because it alters
the measurement of State tax costs for a cost
accounting period by assigning taxable in-
come or loss to other periods. Because
measurement and assignment of cost are
involved, the change in determining contract
income is a change in cost accounting prac-
tice as described in CAS. Since the change is
not being required by any change in CASB
rules, regulations and standards, it should be
considered a unilateral change unless and
until the cognizant Federal agency official
(CFAO) determines that the change is desir-
abl')e. (See CAS Working Group Paper 81-
25.

e. When a contractor is required by the
tax laws to change its accounting prac-
tices, changing from a no longer accept-
able method to an acceptable method may
be considered a desirable change. How-
ever, a final determination on this matter
is the responsibility of the CFAO. Unless
the CFAO makes the determination that
the change meets the requirement to be
considered a desirable change (i.e., not
detrimental to the interests of the Gov-
ernment), the change would be considered
a unilateral change covered by paragraph
(a)(4)(iii) of the CAS clause (FAR
52.230-2) and no increased costs as a
result of the change would be permitted
(see also 8-303).

f. Auditors should also be aware that the
TRA includes a look-back provision. This
provides that, to the extent that the percent-
age of completion applies to a long term
contract, a taxpayer who does not accurately
predict the eventual contract price must re-
compute its tax liability for the years that
such method was used on the basis of the
actual contract price and costs. If the recom-
puted tax liability exceeds the previously
reported tax liability, the taxpayer must pay
interest; if the recomputed tax liability is
less, the taxpayer is entitled to interest. This
provision may affect State tax costs to the
extent that this look-back provision is incor-
porated into State laws. Accordingly, audi-
tors should review the look-back computa-
tions to determine if any unallowable
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penalties and interest are included in costs
charged to Government contracts or if the
Government is due a credit.

7-1403.6 Special Considerations---
Revenue Based State Taxes

a. Some state taxes (e.g., New Mexico
and Washington) are imposed on the seller,
and are computed by multiplying the total
revenues (with limited exceptions) received
from doing business in the state by the
applicable tax rate. There is no legal obli-
gation for the seller to collect the tax from
the buyer. For the purpose of Federal im-
munity, this makes these state taxes differ-
ent from conventional sales taxes.. If the
tax is imposed on the seller and there is no
legal obligation to collect the tax from the
buyer, then the seller is not exempt from
paying state sales taxes on sales to the
Government unless there is an express
Government sales exemption in the appli-
cable tax code. However, normally the
seller has a legal obligation to collect the
tax from the buyer. When there is a legal
obligation to collect the tax from the
buyer, and the buyer is the Government,
the sales are exempt from state sales tax
as a matter of federal supremacy. State
law dictates whether the Government is
the buyer or not in transactions involving
Government contracts. For example, the
Connecticut Supreme Court, applying
Connecticut statutes, found that the
United States is the actual buyer of per-
sonal property sold by third parties to a
cost-reimbursement Government contrac-
tor because the one who takes title to the
property is the United States. It held such
sales exempt from Connecticut sales tax.
In contrast, services sold by third parties
to Government contractors were not ex-
empt since a different statutory test ap-
plied and it identified the contractor as the
buyer, not the Government. Determina-
tions of whether state and local taxes are
allowable contract costs under FAR
31.205-41 must be made on a case-by-
case basis based on each state’s tax laws.
Questions regarding state-law exemptions
and federal sovereign immunity should be
addressed to the contracting officer’s des-
ignated legal counsel because they require
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interpretations of statutes,
and case law (FAR 29.101).

b. Revenue based state taxes are levied
on the contractor's revenue from doing
business in the state, which generally com-
prises many contracts. Therefore, the costs
incurred by the contractor are not identifi-
able to specific contracts. Accordingly, the
state tax should be distributed to contracts
using the contract revenue that is subject to
the state tax as the allocation base.

¢. Revenue based state taxes are overall
costs of doing business in the nature of
G&A expenses. However, these taxes, if
material, should not be accounted for in the
G&A pool. Any method of distributing
material amounts of revenue based state
taxes through overhead, G&A, or any other
cost based allocation would be
inappropriate, since the taxes are based on
revenue rather than cost.

d. Revenue based state taxes should be
included in the total cost input base for
G&A allocation. Exclusion of these taxes
through the use of a special allocation un-
der CAS 410.50(j) is inappropriate, since
such special allocations apply to final cost
objectives, not specific cost elements.

regulations,

7-1404 Employment Taxes

a. The Federal Insurance Contributions
Act (FICA) and the Federal Unemploy-
ment Tax Act (FUTA) each impose a tax
upon employers for each calendar year,
the amount of which is based upon a
specified percent of the wages paid by the
employer to his individual employees.
The taxes are limited to the annual maxi-
mum wages established by statute for
each individual employee. These rates and
wage limits vary periodically. The taxes
imposed by the FUTA are levied and col-
lectible in part by the state and in part by
the Federal Government. The guidance in
this paragraph is concerned with the phase
of these taxes levied on employers and
not on employees.

b. Generally, if during a calendar year
an employee receives remuneration from
more than one employer, the annual wage
limitation does not apply to the aggregate
remuneration received from all employ-
ers, but instead applies to each individual
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employer. Exceptions to this rule are dis-
cussed below in 7-1405 and 7-1406.

c. The auditor should familiarize him-
self or herself with the rates and wage limi-
tations in effect for each calendar year and
ascertain that the contractor is not paying
taxes in excess of the statutory require-
ments. He or she should also obtain sup-
porting documentation for the various state
unemployment rates being used by the
contractor in those states in which it is pay-
ing the tax. Attention should also be given
to tax credits or reductions granted the
employer in state unemployment tax rates
because of favorable employment experi-
ence. In such cases, the auditor should ac-
cept as allowable costs only the actual (net)
amounts which the contractor is required to
pay.
d. Where historical data are the basis
for cost projections or estimates, considera-
tion should be given to the effect that pro-
spective changes in the tax rates and annual
wage limitations will have on such fore-
casts. The auditor should assure that where
expense accruals are made for these taxes
they are adjusted periodically so that costs
charged to contracts do not exceed the ac-
tual cost.

7-1405 Employment Taxes of Successor
Contractors

a. Successor contractor situations gen-
erally relate to yearly service or mainte-
nance contracts at Government installations
where, under recompetition, a new contrac-
tor receives a cost-reimbursement type
contract award, usually cost-reimbursement
type, and takes over performance as of the
beginning of the fiscal year, 1 July, and
retains many of the same employees. In this
regard, Revenue Ruling 68-105 (C.B.
1968-1, 418) holds that a new contractor
may qualify as a successor contractor,
where the property used in the performance
of the contracts is the same Government-
owned property. It is immaterial that no
interest in the property used was acquired
directly from the predecessor employer.

b. Section 3121(a)(1) of the Federal In-
surance Contributions Act (FICA) and
3306(b)(1) of the Federal Unemployment
Tax Act (FUTA), respectively, and the ap-
plicable regulations provide that the wages
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paid by a predecessor to an employee shall,
for purposes of the annual wage limitation,
be treated as having been paid to the em-
ployee by a successor, if

(1) the successor during a calendar year
acquired substantially all the property used
in a trade or business, or used in a separate
unit of a trade or business, of the predeces-
sor;

(2) the employee was employed in the
trade or business of the predecessor im-
mediately prior to the acquisition and is
employed by the successor in his or her
trade or business immediately after the
acquisition; and

(3) the wages were paid during the cal-

endar year in which the acquisition occurred
and prior to the acquisition.
The method of acquisition by an employer of
the property of another employer is immate-
rial. The acquisition may occur as the result
of purchase or any other transaction where
substantially all the property is acquired by
the new employer.

c. If the new employer (contractor)
meets these criteria, he or she may qualify
as a successor employing unit so that for
the purpose of establishing the wage limita-
tions, remuneration paid to continuing em-
ployees by the predecessor during the cal-
endar year and prior to the acquisition shall
be considered as having been paid by the
successor. The statutory minimums then
apply to the combined earnings under both
contractors. Additionally, the successor
may be eligible to file with state authorities
and obtain a lower merit unemployment tax
rate based on the predecessor's experience
at the location.

d. Where a contract changes hands un-
der the foregoing circumstances, or the
auditor has knowledge that such a change
is to occur shortly, it is a matter of some
urgency that the auditor takes the following
steps on a timely basis.

(1) Ascertain whether the new contrac-
tor has determined that it qualified as a
successor. If there is any doubt or question
as to its status, the contractor should obtain
aruling from IRS.

(2) Determine that the successor obtains
the predecessor's earnings record and tax
payments records for the current year on
the continuing employees.

DCAA Contract Audit Manual



7104
7-1406

(3) Determine that the successor, if
qualified, ceases from incurring further
costs for FICA and FUTA as soon as an
employee's total combined earnings under
both the predecessor and successor reach
the statutory wage limitations.

(4) Where a lower merit rating is avail-
able under FUTA, based on the predeces-
sor's experience at the location, determine
that the successor has filed with state au-
thorities and has obtained and is using the
more favorable unemployment tax rate.
However, there are some states which do
not recognize predecessor experience as
being eligible in obtaining a lower merit
tax rate.

(5) In the event that taxes have been
paid in excess of the proper amounts, de-
termine that the successor obtains refunds
and properly credits the Government.

(6) Advise the contracting officer of
any failure of the successor to take full
advantage of its status as a successor em-
ploying unit under both FICA and FUTA.

7-1406 Employment Taxes in Mergers
and Consolidations

a. The Internal Revenue Service has
ruled (Revenue Ruling 62-60, C.B. 1962-1,
186) that, in the absorption of one corpora-
tion by another in a statutory merger or
consolidation, the resultant entity is re-
garded as the same taxpayer and same em-
ployer as the absorbed corporation for
FICA and FUTA purposes. Thus, there is
no interruption in the employment status of
the continuing employees and they are
considered to have been in one employ-
ment throughout the year.

b. Where contractors have undergone
statutory mergers or consolidation, the audi-
tor should determine that FICA and FUTA
taxes on the continuing employees are paid
on the basis of a single employment for the
year. Additionally, the auditor should ascer-
tain whether credits for contributions to state
unemployment funds and merit rating credits
available to the absorbed corporation have
been utilized by the surviving corporation.

7-1407 Federal Excise Taxes

Such taxes are allowable unless exemp-
tions are available to the contractor (FAR
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31.205-41(b)(3)). When there are substan-
tial amounts involved (in either incurred or
projected costs) and where there is a rea-
sonable probability that the benefits of an
exemption will outweigh the administrative
burdens involved, the auditor should inves-
tigate the possibility that an exemption
exists. If an exemption does not exist, ap-
propriate inquiry or recommendation
should be made to the contracting officer
regarding the desirability of obtaining one.

7-1408 Foreign Taxes

a. When a contractor performs Gov-
ernment contracts in foreign countries,
whether under a Foreign Military Sales
(FMS) contract or for domestic require-
ments, certain host countries impose taxes
on the contractor. FAR 31.205-41(a)(1)
specifically addresses the allowability of
Federal, state, and local taxes without ad-
dressing the allowability of foreign taxes.
Because foreign taxes are analogous to
state or local taxes, they are considered to
be allowable contract costs.

b. When a contractor has paid an in-
come tax to a host country, it can subse-
quently claim a foreign tax credit against
its Federal income tax under Internal
Revenue Code Section 901. If a contractor
claim for a foreign tax credit is accepted by
the Internal Revenue Service, it will result
in a reduction in Federal income tax liabil-
ity by the full amount of the credit. In that
situation, the contractor would be duplicat-
ing the recovery of foreign income tax
expenditures---first as a contract cost and
second as a reduction in its Federal income
tax liability.

c. This situation is addressed in contract
clauses at FAR 52.229-6, 52.229-8, and
52.229-9 as well as in FAR 31.205-41(d).

(1) For fixed-price contracts, FAR
52.229-6(h) requires that if a contractor
obtains a reduction in its U.S. tax liability
because of the payment of any tax or duty
which was included in the contract price,
the amount of the reduction shall be paid or
credited to the U.S. Government as di-
rected by the contracting officer.

(2) For cost-reimbursable contracts
awarded on or after March 7, 1990, FAR
31.205-41(d), 52.229-8 and 52.229-9 re-
quire that contractors and subcontractors
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pay or credit to the U.S. Government the
amount of such reductions as directed by
the contracting office unless the contract
costs are being reimbursed by a foreign
government. In the case of a foreign gov-
ernment reimbursing the contract costs,
the contractor or subcontractor must repay
the U.S. Treasury for any reduction in
U.S. tax liability. FAR 52.229-9 specifi-
cally requires the payment to the Treasury
and prohibits credit to a contract in such a
case.

(3) For cost-reimbursable contracts
awarded prior to March 7, 1990, FAR
31.201-5, "Credits," should be cited to as-
sert the Government's right to recover such
reductions in U.S. tax liability.

d. Generally, foreign income taxes on the
employee’s salaries and wages are unallow-
able because they are a liability of the em-
ployee, not the contractor. However, con-
tractors may be able to reimburse the
employee and claim, as part of foreign dif-
ferential pay, the difference between the
employee’s total income tax payment and
the amount the employee would have in-
curred had the employee remained on do-
mestic assignment. Refer to 7-2121 for guid-
ance on the evaluation of employee foreign
tax differential allowances.

e. Foreign taxes may include taxes
levied for social insurance contributions
in addition to income taxes. Social insur-
ance contributions generally include pay-
ments for such items as retirement pay
insurance, health insurance, unemploy-
ment insurance, nursing care insurance,
and accident insurance. The employee’s
share of the social insurance contribution
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is generally not allowable because it is the
employee’s responsibility, not the con-
tractor’s. The contractor’s share of the
social insurance contribution is generally
allowable in accordance with FAR
31.205-41(a)(1).

7-1409 Environmental Taxes

a. The Superfund Amendments and
Reauthorization Act of 1986, Public Law
99-499, designated funding sources for
the Hazardous Substance Response Trust
Fund ("Superfund"). Among the sources
is the Environmental ("Superfund™) Tax
enacted by Section 516 and codified at
Section 59A of the Internal Revenue
Code. The tax is placed in the subtitle
devoted to income tax provisions. The
positioning of the statute in this subtitle
and the direct relationship of the tax rate
to income denotes this as a tax on income.
The tax is equal to 0.12 percent of that
portion of the corporation's modified al-
ternative minimum taxable income which
exceeds $2,000,000.

b. For contracts awarded prior to Janu-
ary 22, 1991, the Superfund Tax is consid-
ered to be an expressly unallowable Fed-
eral income tax in accordance with FAR
31.205-41(b)(1). (Rockwell International
Corporation v. Widnall, No. 96-1265
(April 1, 1997), aff’g ASBCA No. 46544,
96-1 BCA para 28,057.) Effective January
22,1991, FAR 31.205-41(a) was revised to
make the Superfund Tax a specifically
allowable cost for contracts entered into on
or after that date.
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7-1500 Section 15 --- Independent Research and Development and Bid and Proposal
Costs (IR&D and B&P)

7-1501 Introduction

a. A contractor's independent research
and development effort (IR&D) is that
technical effort that is not sponsored by, or
required in performance of, a contract or
grant and that consists of projects falling
within the following four areas:

(1) basic research,

(2) applied research,

(3) development, and

(4) systems and other concept formula-

tion studies.
Bid and proposal (B&P) costs are the
expenses incurred in preparing, submit-
ting, and supporting bids and proposals on
potential Government  and non-
government contracts. Coverage for both
IR&D and B&P is contained in FAR
31.205-18 and in the DoD FAR Supple-
ment 231.205-18.

b. All contractors (whether CAS covered
or not) are subject to some or all of the pro-
visions of CAS 420 (FAR 31.205-18(b)).

¢. For CFYs beginning after Septem-
ber 30, 1992, the ceiling limitations for
allowable IR&D and B&P costs that had
been in place for many years were elimi-
nated for most contractors. However, lar-
ger contractors were subject to a three
year transition period of limited allow-
ability for CFYs beginning after Septem-
ber 30, 1992. This three year transition
period has ended, and there is no ceiling
limitation for IR&D and B&P costs. The
allowability of costs incurred during the
first three CFYs beginning after Septem-
ber 30, 1992 is discussed in 7-1505. The
allowability of costs incurred in CFYs
beginning after September 30, 1995 is
discussed in 7-1506. Special considera-
tions for NASA contracts are discussed in
7-1508.

7-1502 Deferred IR&D and B&P

Deferred IR&D and B&P costs that
were incurred in previous accounting pe-
riods are unallowable except when con-
tract provisions specifically allow such
costs. Refer to FAR 31.205-18(d) for de-
tails.

7-1503 General Considerations

a. Allowable IR&D and B&P costs
that major contractors can allocate to DoD
contracts are limited to those projects
which have "potential interest to DoD."
DFARS 231.205-18(a)(iii) defines a ma-
jor contractor as any contractor whose
covered segments allocated a total of
more than $11,000,000 in IR&D/B&P
costs to covered contracts during the pre-
ceding fiscal year. In determining if the
$11 million threshold is met, any contrac-
tor segments allocating less than
$1,100,000 of IR&D/B&P costs to cov-
ered contracts should be excluded. Cov-
ered contracts include both DoD prime
and subcontracts exceeding the simplified
acquisition threshold, except for fixed-
price contracts and subcontracts without
cost incentives. DFARS  231.205-
18(c)(iii)(B) provides seven broad catego-
ries of IR&D and B&P projects that are
specifically defined to be of potential
interest to DoD. These seven broad cate-
gories include activities that:

(1) Enable superior performance of
future U.S. weapon systems and compo-
nents;

(2) Reduce acquisition costs and life-
cycle costs of military systems;

(3) Strengthen the U.S. defense indus-
trial and technology base;

(4) Enhance the U.S. industrial com-
petitiveness;

(5) Promote the development of tech-
nologies identified in the defense critical
technologies plan that the Secretaries of
Defense and Energy annually submit to
Congress;

(6) Increase the development and pro-
motion of efficient and effective applica-
tions of dual-use technologies; or,

(7)Provide efficient and effective tech-
nologies for achieving environmental bene-
fits.

b. The broad definition of "potential
interest to DoD" in DFARS reduces the
probability that certain IR&D/B&P pro-
jects are unallowable due to a lack of
potential DoD interest. However, the
proper classification of costs between
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IR&D and contract costs remains a high-
risk area (see 7-1505.1c). Auditors
should consider these broad criteria when
developing their audit scope, particularly
when deciding to request a technical
evaluation.

¢. The auditor should identify any de-
velopment projects that may have entered
the production phase. Production phase
costs should be eliminated from any IR&D
project costs. IR&D projects that have been
incurring costs for a long time should be
reviewed to determine if demonstrable
progress is being made. These long-term
projects should be brought to the attention
of the contracting officer. In many cases,
determination of reasonable progress can-
not be made by the auditor without techni-
cal assistance.

d. Contractor contributions to coopera-
tive research and development consortiums
should be reviewed to determine whether
the costs should be classified as IR&D or
as consortium costs. Consortium costs are
discussed in 7-2115.

e. The FAR states that costs for IR&D
and B&P projects should be accounted for
in the same manner as contracts and in-
clude all related direct costs and allocable
indirect costs.

f. B&P costs, as defined in FAR
31.205-18(a), include all costs incurred in
preparing, submitting, and supporting bids
and proposals. CAS 420.50(a)(1) states the
B&P project costs shall include costs that,
if incurred in like circumstances for a final
cost objective, would be treated as direct
costs of that final cost objective. Therefore,
if a contractor charges administrative costs
(such as typing and technical support) di-
rectly to final cost objectives, then it must
also charge them directly to B&P final cost
objectives. If, however, the contractor
charges administrative costs to indirect cost
pools, such costs may continue to be
charged to indirect cost pools. The auditor's
review should include appropriate tests to
assure consistent application of disclosed
practices. In addition, the auditor should
assure that the contractor's accounting
practices for the treatment of administrative
costs comply with CAS 410.30(a)(6),
410.50(d), 418.30(a)(3), and 418.50(b)(2).

g. CAS 402.61, Interpretation, ad-
dresses the treatment of proposal prepara-
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tion costs under the standard. The interpre-
tation explains that proposal preparation
costs may be treated as direct or indirect
depending on the circumstances under
which the costs are incurred. Proposal
preparation costs which arise as a result of
a specific contract requirement (e.g., fol-
low-on contracts) may be treated as direct
costs while ordinary B&P effort (i.e., effort
that is not required by a contract) is treated
as indirect. However, contractors may elect
to charge all B&P costs indirect, including
those performed as a specific contract re-
quirement, so long as the practice is ap-
plied consistently and the practice results in
an equitable distribution to all final cost
objectives. The concept explained in the
interpretation should be applied to B&P
effort for solicitations under indefinite de-
livery/indefinite quantity (ID/IQ) contracts.
ID/1Q contracts typically include an initial
minimum award with subsequent orders
competitively solicited under the basic
ID/1Q contract. Although such proposal
effort can be identified to an ID/IQ con-
tract, it is generally performed to obtain
new work and is, in substance, the same as
B&P effort for obtaining future contracts.
Therefore, a contractor may elect to allo-
cate its ID/1Q B&P costs as a direct charge
to the ID/1Q contract if there is a specific
contract requirement, or include ID/IQ
B&P costs in its indirect B&P allocation,
so long as the practice is consistently ap-
plied and the practice results in an equita-
ble distribution to all final cost objectives.

h. Advance agreements may include a
provision stating how the costs are to be
allocated. In these cases the auditor should
determine if the costs are properly classi-
fied and allocated in accordance with the
agreement.

i. If the contractor's products are var-
ied and a division of production and sales
responsibility is clearly maintained, only
IR&D and B&P costs of the profit center
concerned with Government contracts
should be considered for purposes of allo-
cation to contract costs. As a general rule,
IR&D and B&P costs shall be allocated to
contracts on the same basis as the general
and administrative expenses. Where spe-
cific projects clearly benefit other profit
centers or the entire company, such costs
shall be allocated through the G&A of
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such other profit centers or through the
corporate G&A, as appropriate. The con-
tracting officer may approve the use of a
different base of allocation in those in-
stances where allocation through G&A
does not provide equitable cost allocation.
The auditor's determinations regarding
allocability will be included as part of the
advisory report.

7-1504 Special Consideration for B&P
Support Costs

a. B&P costs, as defined in FAR
31.205-18(a), include the costs of techni-
cal personnel engaged in the preparation
and publication of cost and other adminis-
trative data necessary to support the con-
tractor's bids and proposals. These admin-
istrative  costs should be handled
consistently with similar costs in the con-
tractor's accounting system. In addition,
the cost of technical personnel engaged in
the development and preparation of the
technical proposal document is to be sepa-
rately identified and classified as direct
B&P costs subject to allocation of all
allocable indirect expenses, except for
G&A.

b. FAR 31.205-18(a) and CAS 420
require the contractor to charge atten-
dance at meetings in support of a bid or
proposal by direct labor employees di-
rectly to the B&P project involved, unless
the attendance is sponsored by a grant or
required in the performance of a contract.
Both FAR and CAS define bid and pro-
posal costs as costs incurred in preparing,
submitting, and supporting bids and pro-
posals (whether or not solicited) on poten-
tial Government or non-government con-
tracts. In addition, CAS 420.50(a)
provides that IR&D and B&P project
costs shall include costs that, if incurred
in like circumstances for a final cost ob-
jective, would be treated as direct costs of
that final cost objective. Costs for direct
labor employees attending a meeting at a
Government procurement office in sup-
port of a contract represent circumstances
similar to direct labor personnel attending
meetings in support of a bid or proposal.
In the case of contract support, the direct
labor personnel are interacting with pro-
curement to perform work on a contract;
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in the case of a bid or proposal, the direct
labor personnel are interacting with pro-
curement to perform work on a bid or
proposal (assuming that the attendance is
not sponsored by a grant or required in
the performance of a contract). The first
situation is directly related to a contract;
the second situation is directly related to a
B&P project. Because the contract labor
and related travel costs are charged di-
rectly to the contract, CAS 420.50(a) re-
quires that the attendance at meetings in
support of a bid or proposal and related
travel costs be charged directly to the
B&P project.

7-1505 IR&D and B&P Allowability
Criteria for the First Three CFYs
Beginning After September 30, 1992

7-1505.1 General Considerations

a. FAC 90-13 and DAC 91-4 imple-
mented the requirements of Public Law
102-190. Those rules removed IR&D and
B&P costs allowability ceilings from most
contractors. The intent of the law and its
implementing rules is to have IR&D and
B&P costs treated as other costs are con-
sidered without specific ceiling limitations.
The criteria for reviewing these costs will
include allowability, allocability, and rea-
sonableness.

b. Contractors' segments with signifi-
cant amounts of flexibly priced Govern-
ment contracts continued to have a new
type of ceiling on IR&D and B&P costs
allocable to Government contracts until the
completion of the first three full CFYs
beginning after September 30, 1992 (see 7-
1505.2 and 7-1505.3).

¢. Under prior IR&D and B&P rules
there was a risk that IR&D and B&P costs
would be mischarged to cost-type con-
tracts as the contractor neared its ceiling
limitation for the year. That risk is less-
ened by the current FAR coverage. How-
ever, there is a continuing audit risk that
research and development performed di-
rectly for a contract may be mischarged
from fixed price contracts, flexibly priced
contracts with a potential for cost over-
runs, or commercial contracts.

d. There is no ceiling limitation except
reasonableness for any contractor that does
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not meet the $10 million threshold (7-
1505.2c¢), nor for any contractor segment
that does not meet the $1 million threshold
(7-1505.2b), even if the contractor meets
the $10 million threshold.

7-1505.2 Determination of Contractor
Segments Subject to a Ceiling Limitation

a. "Covered" contracts are Government
contracts (or subcontracts under a "cov-
ered" prime contract) for amounts in excess
of $100,000, except for fixed-price con-
tracts without cost incentives.

b. A "covered segment" is a segment of
a company with over $1 million of IR&D
and B&P costs allocated during its prior
fiscal year to “covered" contracts. IR&D
and B&P costs of segments that are not
"covered" are not counted in determining if
a contractor meets the $10 million thresh-
old discussed below.

c. The ceiling applies (only for the first
three CFYs beginning after September 30,
1992) to a contractor with over $10 million
of IR&D and B&P costs allocated during
its prior fiscal year to "covered" contracts
at its "covered segments."

d. Only the IR&D and B&P costs of
"covered segments"” of contractors exceed-
ing the $10 million threshold are subject to
the new ceiling limitation.

7-1505.3 Calculation of Ceiling Limita-
tion

a. The ceiling limitation is calculated
using a new formula applied to actual
costs incurred. The formula for the limita-
tion on current year's cost begins with the
allowable amount of IR&D and B&P
costs incurred at "covered segments" dur-
ing the previous year. To determine the
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ceiling amount the prior year's allowable
amount is first automatically increased by
5 percent. The prior year's allowable
amount is also increased by an additional
percentage if the contractor incurs more
for IR&D and B&P in the current year
than it did in the prior year. The addi-
tional increase is proportional to the con-
tractor's spending increase, but is limited
to the price escalation index for the Re-
search, Development, Test, & Evaluation
(RDT&E) account, Total Obligation Au-
thority (TOA) published annually by the
DoD Comptroller.

b. As updated through December 14,
1995, the RDT&E TOA indices are cur-
rently 2.6 percent for Government Fiscal
Year (GFY) 1993, 2.5 percent for GFY
1994, 2.9 percent for GFY 1995, and 3.0
percent for GFY 1996.

c. The following ceiling calculation
example is for a calendar year contractor
that had an advance agreement ceiling ne-
gotiated under the old cost principle, ex-
ceeds the $10 million threshold for its cov-
ered segments for all years in the example,
and has a constant 80 percent DoD negoti-
ated contract share of the total business
base. Its CFY 1993 would be the first year
subject to the new cost principle's ceiling
and its CFY 1995 would be the last. The
example is provided assuming that all
amounts are incurred costs. For forward
pricing, the amounts would be projected.
Because the ceiling amounts depend on
prior years' actual costs, the actual limita-
tions would change if the costs incurred
differed from the projections. In the exam-
ple, the negotiated ceiling for 1992 was
$30 million. All dollar amounts are in mil-
lions and represent only the costs allocable
to "covered segments."
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Costs Incurred at Segments Meeting Amounts in Millions
$1 Million Threshold (note 3) 1992 1993 1994 1995 1996
1. Incurred IR&D/B&P Costs 20.0 30.0 25.0 25.3 40.0
(note 1)
2. Prior Year’s Allowable Amount NA 20.0 21.5 22.6 NA
3. 5% Increase (5% of Line 2) NA 1.0 1.1 1.1
4. Percentage Increase in Costs* NA| 50.0% 0% 1.2%
5. RDT&E TOA Escalation Index** NA 2.6% 2.7% 2.9%
6. Lesser of Lines4 or5 NA 2.6% 0% 1.2%
7. Ceiling Increase Based on Spending NA 5 0.0 3
Increase (Line 6 X Line 2)
8. Ceiling (Line 2 + Line 3 + Line 7) 30.0 21.5 22.6 24.0
9. Allowable IR&D/B&P (Lower of Lines 20.0 215 22.6 24.0 40.0
1 or 8) (note 4)
10. IR&D/B&P Costs with DoD Potential 18.0 255 20.0 20.0 NA
(note 2)
11. Share of IR&D/B&P Allowable Under 16.0 17.2 18.1 19.2 NA
FAR Allocated to DoD (80% of Line 9)
12. Allowable Total IR&D/B&P under 16.0 17.2 18.1 19.2 NA
DFARS for DoD Contracts (Lower of
Lines 10 or 11)
NA = Not Applicable
* = (Current Year - Prior Year) / Prior Year, But Not Less Than 0%.
** = The rates shown are from January 1994 projections and change annually.

Notes on the Example:

(1) In the example for 1996, the contractor's IR&D and B&P costs are no longer sub-

ject to the ceiling limitations.

(2) Given the broad definition of "potential interest to DoD" in the DFARS, the risk is

low that the costs would not meet the definition. The "potential interest” amount normally
is the result of a technical review. If the amount on line 10 is ever less than the amount on
line 11 for a year, there must be a lower IR&D-B&P rate calculated for allocation to DoD
contracts to ensure that no more than the amount on line 12 is allocated to DoD.

(3) If the segments meeting the $1 million threshold change from one year to the next,
it may affect the contractor's $10 million threshold coverage. The calculation of the cur-
rent year's limitation on allowable costs must be based on the prior and current years' costs
for the segments that are to be covered by the limitation being calculated.

(4) The ceiling calculated using the new FAR formula (FAC 90-13) must be increased
if the contracting officer determines that the new ceiling formula would reimburse the
contractor less than the contractor would have received under the rule prior to FAC 90-13.

7-1506 IR&D and B&P Allowability
Criteria for CFYs Beginning After
September 30, 1995

FAC 97-03 implemented the intent of
Congress in Public Law 102-190 to elimi-
nate over a three year period any allow-
ability ceiling for IR&D and B&P costs
and treat these costs for FY 1996 and
beyond as fully allowable, subject only to

the FAR standards of reasonableness and
allocability. The final rule (FAC 97-03),
effective February 9, 1998, removed for
fiscal year 1996 and beyond the require-
ments to calculate or negotiate a ceiling
for IR&D and B&P costs. Costs for IR&D
and B&P are allowable as indirect ex-
penses on contracts for all contractors to
the extent that those costs are allocable
and reasonable.
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7-1507 Cooperative
Arrangements/Agreements

a. FAR 31.205-18(e)(1) provides that
costs incurred by a contractor working
jointly with one or more non-Federal enti-
ties pursuant to cooperative arrangements
(e.g., joint ventures, limited partnerships,
teaming arrangements, and collaboration
and consortium arrangements) or costs
contributed by a contractor in performing
cooperative research and development
agreements entered into under any of the
authorities listed below, should be consid-
ered as allowable IR&D costs if the work
performed would have been allowed as
IR&D had there been no cooperative ar-
rangement:

(1) Section 12 of the Stevenson-Wydler
Technology Transfer Act;

(2) For contracts awarded prior to May
16, 1997 - Sections 203(c)(5) and (6) of the
National Aeronautics and Space Act of
1958, as amended, when there is no trans-
fer of Federally appropriated funds;

(3) For contracts awarded on or after
May 16, 1997 - Section 203(c)(5) and (6)
of the National Aeronautics and Space Act
of 1958, as amended;

(4) 10 U.S.C. 2371 for the Defense
Advanced Research Projects Agency; or

(5) Other equivalent authority.

b. Contracts awarded prior to May 16,
1997. Effective May 2, 1994, NASA issued
a class deviation from FAR 31.205-
18(e)(2). Under this class deviation, costs
incurred under NASA cooperative ar-
rangements, regardless of whether or not
there is a transfer of federally appropriated
funds, may be charged to IR&D and allo-
cated to contracts in accordance with the
contractor's established practice, provided
the work performed would have been al-
lowed as IR&D had there been no coopera-
tive arrangement.

¢. Contracts awarded on or after May
16, 1997. Effective May 16, 1997, FAR
31.205-18(e) was revised to permit con-
tractor IR&D contributions under NASA
cooperative arrangements to be treated as
allowable indirect costs. The FAR revision
eliminated the need for the prior NASA
class deviation (see paragraph b.).

d. “Other equivalent authority”, as re-
ferred to in FAR 31.205-18(e)(1)(iv), ap-
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plies to any cooperative research and de-
velopment  agreement, or  similar
arrangement, entered into under a statutory
authority. When contractors classify costs
incurred under such arrangements as
IR&D, the auditor should coordinate with
the agency that awarded the arrangement to
determine if the arrangement is entered into
under a statutory authority. The auditor
should adequately document this coordina-
tion in the working papers and/or audit
report.

e. For contracts awarded on or after
February 9, 1998 (FAC 97-03), costs in-
curred in preparing, submitting, and sup-
porting offers on potential cooperative
arrangements are allowable to the extent
they are allocable, reasonable, and not oth-
erwise unallowable.

7-1508 Special Consideration for IR&D
and B&P in NASA Contracts

The auditor must review the effective
date of the contract to determine if the con-
tract is covered by the FAR or by the
NASA Procurement Regulations. Special
considerations are needed for contracts
subject to the NASA Procurement Regula-
tions.

7-1508.1 NASA Contracts Entered Into
Under the FAR

The FAR provisions apply to all NASA
contracts entered into on or after April 1,
1984. The NASA FAR Supplement has no
special requirements for IR&D and B&P
costs. Therefore, no special considerations
are required for NASA contracts entered
into under the FAR.

7-1508.2 NASA Contracts Entered Into
Under the NASA Procurement Regula-
tions (NASA PR)

a. The NASA PR generally applies to
all NASA contracts entered into prior to
the implementation of the FAR on April 1,
1984. The NASA PR cost principles cover-
ing IR&D and B&P costs are in conformity
with the DAR cost principles in effect at
the time for matters of definitions, burden-
ing, and allocation procedures. Both sets of
cost principles provide that IR&D and
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B&P costs are allowable to the extent that
the costs are allocable and determined to be
reasonable in amount. However, the NASA
PR reflects somewhat different provisions
regarding the determination of reasonable-
ness and deferred IR&D costs as follows:

(1) The NASA PR cost principles do
not establish any thresholds for entering
into advance agreements, assign respon-
sibilities for initiating negotiations, or
provide any penalties for the failure to do
S0.

(2) Potential interest to DoD (prior to
August 19, 1991, potential relationship to a
military function or operation), or the
NASA equivalent, is not a factor.

(3) There is no provision for formula
calculation or comparable basis for deter-
mining reasonableness for contractors not
considered major.

b. Clarification of the differences in
allowability provisions between DAR and
NASA PR follows:

(1) NASA PR has no requirement for
potential interest or relationship (see 7-
1503a). The ceiling amount negotiated by
DoD should not be affected by the rele-
vancy rule applicable to DoD inasmuch as
nonrelevant projects are to be included in
the total program base from which the
ceiling is developed. Thus, NASA will
normally accept, as in the past, its alloc-
able share of expenditures for IR&D and
B&P within the dollar ceiling negotiated
by DoD and/or NASA under an advance
agreement.

(2) NASA will be guided by the for-
mula results accepted by the DoD contract-
ing officer as reasonable in those cases
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where an advance agreement is not re-
quired.

(3) NASA reserves the right, as al-
ways, to withdraw its support from and/or
participation in individual negotiations if
it appears that NASA's best interests will
be adversely affected by the terms and
conditions of the proposed agreement. In
such cases NASA will make a proper and
timely notification of its decision to with-
draw to all interested parties.

¢. Accordingly, the following audit
guidance is applicable to NASA PR con-
tracts:

(1) Audit findings directed to NASA
may be generally predicated on the same
justifications as those used for DoD pur-
poses except:

(a) When peculiar and unusual condi-
tions exist at a particular contractor loca-
tion with respect to NASA contracts;

(b) In those cases where an advance
agreement is required by FAR, but the con-
tractor has not initiated negotiations;

(c) When an advance agreement is re-
quired, negotiations have been held, but an
advance agreement has not been reached
and the contracting officer has substantially
reduced payment below that which the
contractor would otherwise have received,;
or

(d) In situations involving either de-
ferred independent or sponsored research
and development.

(2) Under these circumstances the audit
report shall include all pertinent factual
data, comments, and recommendations to
assist the NASA contracting officer in
reaching a conclusion
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7-1600 Section 16 --- Warranty Costs and/or Correction of Defect Costs

7-1601 Introduction

a. This section covers the various war-
ranty clauses that may be used in contracts
awarded by the Federal Government.

b. This section also presents general
guidance in reviewing estimated and/or
actual warranty costs and the various
methods in accounting for warranty costs.

7-1602 FAR Warranty Clauses Affecting
Warranty Cost

Warranty clauses or correction of de-
fects clauses are included in some contracts
to give the Government certain rights and
remedies if supplies or service furnished
under the contract are found to be defective
or deficient within a prescribed period.
Generally, a warranty should provide that,
for a stated period of time or use, or until
the occurrence of a specified event, the
Government has a contractual right for the
correction of defects (see FAR 46.702).
The FAR contains the following warranty
clause requirements:

a. Except for clauses governing cost-
reimbursement supply contracts (FAR
52.246-3), and cost-reimbursement re-
search and development contracts (FAR
52.246-8), warranties are not included in
cost-reimbursement type contracts (FAR
46.705).

b. FAR 46.703 provides criteria for
determining whether a warranty is appro-
priate for a specific acquisition, other than
in those situations discussed in paragraph a.
above.

¢. When a warranty is to be included in
a contract, the terms and conditions may
vary with the circumstances of the pro-
curement. FAR 46.706(a) requires that the
following items be clearly stated in the
warranty clause:

(1) The exact nature of the item and its
components and characteristics that the
contractor warrants;

(2) The extent of the contractor's war-
ranty including all of the contractor's obli-
gations to the Government for breach of
warranty;

(3) The specific remedies available to
the Government, such as payment of the

costs incurred by the Government in pro-
curing the items from another source, the
right to an equitable reduction of the con-
tract price, or that the contractor repair or
replace the defective items at no additional
cost to the Government, and,;

(4) The scope and duration of the war-
ranty.

7-1603 Definition of Warranty Costs and
Accounting for Such Cost

a. For purposes of the following guid-
ance, the term “warranty costs" encom-
passes costs related to

(1) the warranty aspects of the Inspec-
tion of Supplies clause at FAR 52.246-3
and

(2) warranty clauses. FAR 46.703(b)
states that "Warranty costs arise from the
contractor's charge for accepting the de-
ferred liability created by the warranty. . ."
The acquisition cost of a warranty may be
included as part of an item's price or may
be set forth as a separate contract line item
(see DFARS 246.703(b)). The warranty
clauses specify that a contractor's cost of
compliance with the provisions of the war-
ranty will be at the contractor's expense
with no increase in contract price.

b. A warranty may cover all costs of
repairs regardless of the actual reimburse-
ment for repair costs. For example, the
contract may provide for reimbursing the
contractor $50,000 to cover all repairs done
during a specified time period. Thus, re-
gardless of how much the actual repairs are
(e.g., $20,000, $60,000, $100,000, etc.),
the contractor will be reimbursed $50,000.

c. Alternatively, warranty may cover
the cost of repairs up to a ceiling amount.
For example, the contract may provide
reimbursement of $75,000 to cover repairs,
with a warranty ceiling of $175,000 (with
any actual costs incurred in excess of the
warranty ceiling reimbursed on a dollar-
for-dollar basis). Under such an arrange-
ment, if the actual repair costs were
$30,000, the contractor would receive
$75,000. If the actual repair costs were
$125,000, the contractor would still receive
only $75,000. However, if the actual repair
costs were $200,000, the contractor would
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receive $100,000 ($75,000 covered by the
warranty agreement, plus an additional
$25,000 of actual repair costs in excess of
the ceiling amount ($200,000 less
$175,000)).

d. The audit of estimated or incurred
warranty costs is dependent upon the terms
of the contracts and the contractor's ac-
counting policies and procedures. The
contractor should maintain written account-
ing practices and procedures describing
how the warranty costs are accounted for.
For CAS-covered contractors, these ac-
counting practices should be part of the
disclosure statement. Warranty costs may
be accounted for:

(1) as a direct contract cost,

(2) as an indirect cost on the basis of
actual expenditures in the period of incur-
rence, or

(3) as an indirect cost on the basis of a
reserve.

The use of this last method is similar to that
generally used in accounting for bad debt
losses.

7-1604 General Audit Considerations

The following points should be consid-
ered when evaluating warranty costs in-
cluded in contractors' cost submissions or
pricing proposals:

a. When briefing contracts and/or audit-
ing specific contract costs, the auditor
should be alert to whether or not there is a
warranty clause, and whether the clause
includes a warranty ceiling. If the contract
includes warranty coverage, the clause
should be examined to determine the period
covered by the warranty, the warranty
terms, and that the warranty costs reviewed
are allowable under the contract. The audi-
tor should communicate with the Contract-
ing Officer to assure a proper interpretation
of the warranty provisions.

b. When express warranties are in-
cluded in contracts (except contracts for
commercial items) all implied warranties of
merchantability and fitness are negated by
use of the language in the warranty clause
(see FAR 46.706(b)(1)(iii)). Under cost-
reimbursement type contracts, the Inspec-
tion of Supplies clause provides that cor-
rections or replacements are to be made
without cost to the Government if the de-
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fects are the result of fraud or other causes
of the types listed in FAR 52.246-3(h). In
the absence of such causes, costs of cor-
recting defects may be allowable if in-
curred within the period covered by the
clause.

c. Verify actual costs to ensure that
contractors have properly segregated war-
ranty costs for the correction of defects
from the costs of ongoing performance
(such as redesign, rework, test and quality
control). In many cases, the department or
group tasked with correcting a defect under
the warranty requirements will be the same
department or group performing the ongo-
ing portion of the contract. The auditor
should ascertain whether the contractor has
established procedures for reviewing items
processed for correction of defects and for
determining the reason(s) for the defects
and the extent of its responsibility. In some
cases, where costs are relatively large, the
auditor may obtain technical advice from
Government technical personnel prior to
accepting such costs.

d. Determine whether the contractor's
policies and procedures for allocating war-
ranty costs are equitable and give effect to
any existing significant differences in war-
ranty conditions or costs among the various
items or product lines produced by the
contractor. For example, if a contractor
produces several items or product lines
which have significant differences in types
of warranties offered, or in the warranty
costs incurred, the auditor should ascertain
that the basis of allocation to the particular
items or product lines appropriately reflects
these differences. When warranty costs are
included in overhead, the auditor should
determine that the base for allocating this
expense is made up only of contracts con-
taining warranty provisions. When evaluat-
ing direct charges to a contract for war-
ranty costs, the auditor should ascertain
that the same type of costs incurred on
other Government or commercial products
are excluded from allocable overhead
unless it is clearly established that a cost
duplication does not exist.

e. Determine whether the contractor's
policies and procedures are being followed
and properly implemented. To ascertain
this, a representative number of transac-
tions should be reviewed. When warranty
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costs are accounted for under the reserve
method, the auditor should ascertain that
the periodic charges to overhead and addi-
tions to the reserve account are not exces-
sive in relation to actual warranty costs
experienced over an appropriate number of
years.

f. When there is a warranty ceiling, the
auditor should assure that any claimed re-
pair costs are limited to those in excess of
the warranty ceiling.

g. Some warranty clauses permit the
Government to perform the repair work
themselves, with the contractor required to
reimburse the Government (either through
payment or credit) for the work performed.
When the contract contains this type of
clause, the auditor should coordinate with
the PCO/ACO to determine if any amounts
owed by the contractor have been recov-
ered. If it is determined that significant
monies owed have not been recovered, the
auditor should formally notify the
PCO/ACO of the amount owed so that the
PCO/ACO can take the appropriate collec-
tion action.

h. In estimating costs to provide a war-
ranty, contractors must consider many
factors, including the specific warranty
terms, the types of defects which may
occur, the probability and number of oc-
currences, and the nature, extent, and cost
of the corrective action which will be
required. In the evaluation of proposed
warranty costs, the following steps should
be performed:

(1) Review the warranty provisions in
the request for proposal to ascertain that a
warranty is required and to determine the
nature and extent of the warranty require-
ments.

(2) Evaluate the contractor's accounting
policies and procedures for the treatment
and segregation of warranty costs. Review
the practices to determine if any inequity
exists in allocating costs between and
among commercial and Government work
loads.

(3) Determine the basis of the proposed
warranty costs. The estimates should be
based on auditable data such as actual ex-
perience, industry-wide experience, actuar-
ial estimates or parametric estimates (see 9-
1000). If estimated costs are predicated on
incurred costs related to isolated events
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which are nonrecurring, a contingency
exists; therefore, attention should be given
to FAR 31.205-7, "Contingencies."”

(4) Evaluate the contractor's past ex-
perience in the actual incurrence of war-
ranty cost.

(5) Determine if there are any discerni-
ble trends or changes in accounting or op-
erating practices which are likely to affect
warranty costs in future periods.

(6) Determine that warranty costs
charged direct on prior contracts are ex-
cluded from the base amounts used to pro-
ject future product costs on follow-on con-
tracts.

(7) When the examination relates to a
proposal for a contract where a warranty
may be appropriate (see 7-1602), the audit
report should include any comments which
would assist the contracting officer in de-
termining:

(a) whether the best interest of the Gov-
ernment would be served by including a
warranty clause in the contract,

(b) the approximate cost to the Gov-
ernment for the protection afforded by such
clause (the amount not questioned), and

(c) whether major subcontracts include

warranty provisions.
If so, the report should also include com-
ments on vendor warranty costs, particu-
larly in cases where the express or implied
contractor or vendor policy is that vendor
warranties will not be passed to the Gov-
ernment. This may require an assessment
of (i) the dollar impact of warranty costs
included in vendor prices, and (ii) the need
for the contractor to have warranty protec-
tion when material is purchased for inven-
tory or for other prudent reasons. Where
determinable, the report should include a
statement to the effect that the contractor's
proposal costs include amounts for either
vendor or contractor warranty, even though
the dollar impact may not be quantifiable.

(8) When the examination relates to a
proposal for a contract not includinga war-
ranty clause (see 7-1602), comments simi-
lar to those provided in (7) above would
not be appropriate. However, those con-
tractor proposals may contain an "inspec-
tion clause,” and should include a reason-
able estimate for costs of complying with
the requirements of the related contract
clause (see FAR 52.246). The omission or
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understatement of such costs may result in
the negotiation of a contract with a built-in
overrun factor. If the auditor encounters an
apparently inappropriate omission, this
should be brought to the attention of the
contractor and the appropriate contracting
officers. The auditor should not prepare the
proposed estimate for the contractor. How-
ever, the auditor should disclose any defi-
ciency in the narrative report comments
with attention to the appropriate contractor
responsibilities addressed at FAR 46.105,
46.202, and 46.3.

i. Other Audit Considerations

Other areas that may require special
consideration in the audit of warranty costs
include CAS compliance and the use of
offsite indirect expense pools.

(1) DFARS 246.703(b) provides that
warranty costs may be included as a sepa-
rate contract line item. If the contractor
proposes warranty costs as a separate line
item, the auditor should verify that this is
in compliance with the contractor’s dis-
closed practice. In addition, consideration
must be given to the requirements of CAS
402 which requires consistency in the allo-
cation of costs incurred for the same pur-
pose in like circumstances (see 8-402).

(2) Another audit concern resulting
from the inclusion of warranty clauses in
contracts relates to the use or establishment
of offsite overhead pools to accumulate and
allocate expenses related to effort of cor-
recting defects at offsite locations (for ex-
ample, correction of a defect at a Govern-
ment installation). The audit of costs
associated with offsite activities would

July 2004

include a determination of whether the
effort is of such magnitude as to justify
establishment of a separate cost pool, and
whether the allocation method used satis-
fies the requirements of FAR 31.203 and, if
applicable, CAS 418 (see 6-606 and 8-
418).

7-1605 Coordination with the PCO/ACO
and Technical Staff on Warranty Costs

The technical nature of the subject mat-
ter and the relevancy of interpretation of
contract provisions on warranty costs make
it especially important that the auditor co-
ordinate with the PCO/ACO and their tech-
nical staff.

7-1606 Audit Considerations of
Warranty Costs in Negotiating Final
Price under Fixed-Price Incentive
Contracts

The final total price negotiated under a
fixed-price incentive contract containing a
warranty clause may consider all costs
incurred or to be incurred by the contractor
in complying with the warranty clause (see
FAR 46.707). When it is the contractor's
practice to account for warranty cost as a
direct charge or by establishing a reserve
(see 7-1603 b), its repricing proposal for
the above purpose may include an estimate
of warranty costs remaining to be incurred.
In such cases the auditor should examine
closely the basis for the estimates and their
reasonableness.
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7-1700 Section 17 --- Business Combination Costs

7-1701 Introduction

This section provides guidance for audit
evaluation of business combination costs
proposed or claimed by contractors.

7-1702 Business Combinations

a. A business combination occurs when
an entity acquires net assets that constitute
a business or acquires equity interests of
one or more other entities and obtains con-
trol over the entity or entities. The new
entity carries on the activities of the previ-
ously separate, independent enterprises (see
FASB Statement No. 141).

b. Once an auditor becomes aware of a
business combination whether it be through
a merger, consolidation, acquisition, dives-
titure, etc., he/she should take the follow-
ing steps:

(1) Contact the contractor immediately
to obtain information on the situation.

(2) Request that the contractor keep
DCAA advised of all related transactions
and activities as they occur.

(3) Remind the contractor of the FAR
and CAS requirements concerning af-
fected costs, including the requirement
that unallowable costs together with di-
rectly associated costs be identified and
excluded from any claim applicable to the
Government.

(4) Maintain contact between and
among the affected FAOs to assure a com-
plete exchange of information, and to en-
sure that consistent audit action is being
taken. Where there is a Contract Audit
Coordinator (CAC) or a Corporate Home
Office Auditor (CHOA) (see 15-200),
overall coordination responsibility should
reside therein.

(5) Contact the ACO and the major
buying commands to ensure that they are
aware of the circumstances. There should
be a complete exchange of information
with emphasis on items such as advance
agreements and novation agreements.

(6) Evaluate the benefits of having a
CAC or CHOA conference or a meeting
of the auditors cognizant of the specific
organizational units involved in the
change.

7-1703 Basic Approaches to Obtaining
Control Over Assets Owned and Used by
Other Firms (Business Acquisition)

There are two basic approaches to ob-
taining control over assets owned and used
by other firms. The acquiring firm may buy
the desired assets and thereby obtain title to
their use directly, or it may obtain an own-
ership interest in the common stock of an-
other company enabling it to exercise indi-
rect control over the other firm's assets.
These two basic approaches can be adopted
in various forms, as follows:

e Acquisition of assets.

e Acquisition of stock.

e  Statutory merger.

e  Statutory consolidation.

7-1703.1 Acquisition of Assets

a. The acquisition of assets under a
business combination is more than a casual
sale and purchase of an asset. It is the pur-
chase and sale of a major amount of operat-
ing assets, requiring approval by each
company's board of directors and, gener-
ally, its stockholders. Payment for the as-
sets may be made by cash, debt securities,
the acquiring firm's stock, or a combination
thereof.

b. The acquiring corporation may:

(1) create a new corporation for the
assets,

(2) assign the assets to a new division or
branch, or

(3) assimilate the assets into its present

organization.
An important point to bear in mind is that
purchasing the assets does not give the
acquiring firm any ownership rights in the
selling organization. The acquiring firm is
buying title to specific assets and is in no
way acquiring any stockholders' rights in
the selling firm.

7-1703.2 Acquisition of Stock

Instead of buying assets directly, an
acquiring firm may gain control of assets by
buying the voting common stock of the
investee. VVoting stock may be acquired by :
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(1) purchase of outstanding stock on the
open market,

(2) negotiation with major stockholders
to purchase all or part of their interests,

(3) purchase of authorized but unissued
shares (including treasury stock) from the
investee company, and

(4) a tender offer.

In a tender offer, the investor makes a public
announcement to the stockholders of the
corporation whose stock the investor wishes
to purchase. The announcement stipulates
the price offered for the shares and the
number of shares the potential investors
want to purchase, what will happen if more
or less than that number are tendered, and
the time period for tendering the stock.
Information regarding the tender offer must
be filed with the Securities and Exchange
Commission prior to making the offer.

7-1703.3 Statutory Merger

A statutory merger occurs when one or
more corporations give up their separate
legal identities to another constituent
corporation which maintains its identity.
Stockholders of the liquidated corporation
usually receive common stock of the
surviving corporation, but they may also
receive cash, debt securities, or preferred
stock. Normally, a statutory merger must
be approved by the boards of directors of
the constituent corporations and then by the
stockholders of each company.

7-1703.4 Statutory Consolidation

A statutory consolidation is similar to a
statutory merger in that the consolidation
must be approved by the boards of directors
and stockholders of the constituent
corporations. Unlike a merger, however, a
consolidation results in the formation of a
new corporation and the liquidation of the
constituent corporations. The shareholders of
the constituent corporations are issued stock
in the new corporation, which then controls
the assets and liabilities of the former
constituent corporations.
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7-1704 Accounting for Business
Combinations

7-1704.1 Introduction and Use

FASB Statement No. 141 requires that
all business combinations initiated after
June 30, 2001 must be accounted for us-
ing the purchase method. Prior to this date
the pooling of interest method was ac-
ceptable under certain circumstances.
(See editions of CAM prior to July 2003
for discussion of the pooling of interest
method.)

7-1704.2 Purchase Method

a. The purchase method reflects the
acquisition of one company by another.
The excess, if any, of the fair value of the
identifiable assets purchased over the fair
value of the liabilities assumed and the
amount paid is recorded as goodwill.
Goodwill is an expressly unallowable cost.
Also, goodwill is an unallowable element
of the facilities capital employed base used
to compute cost of money.

b. The effect of using the purchase
method on the valuation of acquired as-
sets is stated in paragraph 7 of FASB
Statement No. 141. It requires that the
cost of each individual asset be deter-
mined based on its estimated fair value at
the date of acquisition. Any excess of the
price paid for the acquired business over
the sum of the amounts assigned to all
recognized assets acquired less liabilities
assumed is assigned to unidentified assets,
including goodwill.

¢. In a business combination, a write-up
(or write-down) of the asset values can
occur when the fair value of the assets ac-
quired is more (or less) than the book value
of the assets (7-1705.1). Costs assigned to
intangible assets should reasonably reflect
their fair market value (7-1705.2).

d. For more specific guidance relating
to the valuation or write-up of assets under
the purchase accounting method, see 7-
1705 below.
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7-1705 Asset Valuation and Revaluation
Resulting from Business Combinations

7-1705.1 GAAP for Write-ups (or Write-
downs)

a. The GAAP for determining the value
of an acquired company's assets and liabili-
ties are principally provided in Statement
of Financial Accounting Standards No.
141. Five paragraphs are restated below.

(1) Paragraph 7 - Allocating cost.
Acquiring assets in groups requires not
only ascertaining the cost of the asset (or
net asset) group but also allocating that cost
to the individual assets (or individual assets
and liabilities) that make up the group. The
cost of such a group is determined using
the concepts described in paragraphs 5 and
6. A portion of the cost of the group is then
assigned to each individual asset (or indi-
vidual assets and liabilities) acquired on the
basis of its fair value. In a business combi-
nation, an excess of the cost of the group
over the sum of the amounts assigned to the
tangible assets, financial assets, and sepa-
rately recognized intangible assets acquired
less liabilities assumed is evidence of an
unidentified intangible asset or assets.

(2) Paragraphs 35 and 36 - Allocating
the Cost of an Acquired Entity to Assets
Acquired and Liabilities Assumed.
Following the process described in para-
graphs 36-46 (commonly referred to as the
purchase price allocation), an acquiring
entity shall allocate the cost of an acquired
entity to the assets acquired and liabilities
assumed based on their estimated fair val-
ues at date of acquisition (refer to para-
graph 48). Prior to that allocation, the ac-
quiring entity shall:

(a) review the purchase consideration if
other than cash to ensure that it has been
valued in accordance with the requirements
in paragraphs 20-23 and

(b) identify all of the assets acquired
and liabilities assumed, including intangi-
ble assets that meet the recognition criteria
in paragraph 39, regardless of whether they
had been recorded in the financial state-
ments of the acquired entity.

Among other sources of relevant informa-
tion, independent appraisals and actuarial
or other valuations may be used as an aid in
determining the estimated fair values of

7119
7-1705

assets acquired and liabilities assumed. The
tax basis of an asset or liability shall not be
a factor in determining its estimated fair
value.

(3) Paragraphs 37 and 38 - Assets ac-
quired and liabilities assumed, except
goodwill.

The following is general guidance for as-
signing amounts to assets acquired and
liabilities assumed, except goodwill:

(a) Marketable securities at fair values.

(b) Receivables at present values of
amounts to be received determined at ap-
propriate current interest rates, less allow-
ances for uncollectibility and collection
costs, if necessary.

(c) Inventories.

- Finished goods and merchandise at
estimated selling prices less the sum of

(i) costs of disposal and

(ii) a reasonable profit allowance for the
selling effort of the acquiring entity.

- Work in process at estimated selling
prices of finished goods less the sum of :

(i) costs to complete,

(ii) costs of disposal, and

(iii) a reasonable profit allowance for
the completing and selling effort of the
acquiring entity based on profit for similar
finished goods.

- Raw materials at current replacement
costs.

(d) Plant and equipment.

- To be used, at the current replacement
cost for similar capacity unless the ex-
pected future use of the assets indicates a
lower value to the acquiring entity (Note -
Replacement cost may be determined di-
rectly if a used-asset market exists for the
assets acquired. Otherwise, the replacement
cost should be estimated from the replace-
ment cost new less estimated accumulated
depreciation.)

- To be sold, at fair value less cost to
sell.

(e) Intangible assets that meet the cri-
teria in paragraph 39 at estimated fair
values.

(f) Other assets, including land, natural
resources, and nonmarketable securities, at
appraised values.

(g) Accounts and notes payable, long-
term debt, and other claims payable, at
present values of amounts to be paid de-
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termined at appropriate current interest
rates.

An acquiring entity shall not recognize the
goodwill previously recorded by an ac-
quired entity, nor shall it recognize the
deferred income taxes recorded by an ac-
quired entity before its acquisition. A de-
ferred tax liability or asset shall be recog-
nized for differences between the assigned
values and the tax bases of the recognized
assets acquired and liabilities assumed in a
business combination in accordance with
paragraph 30 of FASB Statement No. 109,
Accounting for Income Taxes.

b. Further guidance on the proper pro-
cedures for writing up assets is contained in
Section 7610 of the "AICPA Technical
Practice Aids."

7-1705.2 Intangible Assets

a. Intangible assets such as patents,
trademarks, and franchises are referred to
as “identifiable.” Other intangible assets
lack specific identity. The excess amount
paid for an acquired company over the sum
of identifiable net assets, usually termed
goodwill, is the most common unidentifi-
able intangible asset. The most significant
distinction between “identifiable” and
“unidentifiable” intangible assets is separa-
bility. Identifiable intangible assets may be
acquired singly, as part of a group of as-
sets, or as part of an entire company. Uni-
dentifiable intangible assets are inseparable
from the entity.

b. Costs should be assigned to all
identifiable assets, normally based on the
fair values of the individual assets; costs
of identifiable assets should not be in-
cluded in goodwill or any other type of
unidentifiable assets (see FASB State-
ment No. 141 Paragraph 39). The cost of
unidentifiable intangible assets is meas-
ured by the difference between the cost
of the group of assets or enterprise ac-
quired and the sum of the assigned costs
of individual tangible and identifiable
intangible assets acquired, less liabilities
assumed.

c. The assets of the acquired company
are appraised and fair values established.
Usually, outside appraisers perform the
appraisal. They may take several different
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approaches in arriving at their estimated
fair values. While:

(1) the accounting processes prescribed
by FASB Statement No. 141 require the
asi‘ignment of costs to identifiable assets,
an

(2) GAAP prescribes recognition of the
assigned cost, the auditor should not auto-
matically conclude that the resulting costs
are reasonable and reimbursable.

d. The auditor needs to evaluate the
contractor's categorization of each identifi-
able intangible asset to determine whether
or not the fair value assigned to such asset
is reasonable and commensurate with eco-
nomic reality or substance of the asset in
review. The allowability of identified as-
sets should be limited to fair market values
subject to allocability and reasonableness
tests.

7-1705.3 Allowability of Asset Valuation
Write-ups

a. Contracts subject to TINA awarded
after February 27, 1995 incorporate a con-
tract clause (FAR 52-215.19) which spe-
cifically requires the contractor to notify
the Government of any changes in contrac-
tor ownership which would impact asset
valuations. The clause also expressly re-
quires maintenance of the records and cal-
culation of the expense amounts which are
required in order to comply with the cost
principle at 31.205-52. For business com-
binations that use the purchase method of
accounting, FAR 31.205-52 (Asset Valua-
tion Resulting from Business Combina-
tions) limits the amount of allowable amor-
tization, depreciation, and cost of money to
the total amount that would have been al-
lowable had the combination never taken
place. This provision became effective July
23, 1990. Simply stated, the Government
will not recognize for cost allowability
purposes any costs resulting from the in-
crease in the value of acquired assets (or
the creation of new assets) as a result of
business combinations. FAR 31.205-52
applies to contracts awarded on or after
July 23, 1990. For purposes of pricing and
costing contracts entered into after July 22,
1990, this FAR provision also applies to
preexisting business combinations that
predate the effective date of the cost prin-
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ciple. However, the contracting officer may
need to separately address the costs of past
asset write-ups on a case-by-case basis to
achieve equity or to protect the Govern-
ment's interest in special situations (see 7-
1705.3.c.).

b. An exception exists in those cases
when the assigned values of noncurrent
assets are adjusted downward (purchase
price is less than net fair value). For con-
tracts not subject to the April 15, 1996
revision to CAS 404, the allowability of
costs will be based on the written-down
amount. This is in accordance with the pre-
April 15, 1996 version of CAS 404. More
specifically, the pre-April 15, 1996 version
of CAS 404.50(d) provides that when the
fair value of assets less liabilities exceeds
the purchase price of the acquired company
under the purchase method of accounting,
the value otherwise assignable to tangible
capital assets shall be reduced by a propor-
tionate part of the excess. The Government
cannot allow costs that are not assignable
to a cost accounting period under the CAS
requirements. Therefore, prior book values
in excess of the price paid by the contractor
are unallowable. The April 15, 1996 revi-
sion to CAS 404 goes beyond the FAR
concept of “no step-up” and provides “no
step-up, no step-down” of asset values.
Consequently, under the provisions of the
revised CAS 404, the net book value of the
tangible capital asset in the seller’s ac-
counting records will be used as the capi-
talized value of the asset for the buyer (see
8-404.2b). The contractor is responsible for
maintaining the proper documentation to
demonstrate that the proposed or claimed
costs do not exceed the amounts calculated
based on the book values of the acquired
assets (but see 8-404.2b). This becomes
particularly important in those business
combinations when one company pur-
chases another company and the acquired
company is dissolved.

¢. Auditors who encounter the follow-
ing situations should advise the contracting
officer that an advance agreement, while
not required, may be beneficial to provide
equitable treatment to both the Government
and the contractor and to minimize future
disputes:

(1) when the Government, prior to
July 23, 1990, had agreed to a settlement
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covering a business combination which
implied acceptance of such costs in the
future. For example, when the Govern-
ment had agreed to accept an immediate
credit for excess depreciation and amorti-
zation costs recognized prior to the busi-
ness combination;

(2) when the acquired company had no
or little Government business before being
acquired so that no material credit exists
for excess depreciation and amortization
previously recognized, and the acquiring
company subsequently entered Govern-
ment business with the asset valuations
established by the combination.

(3) when an extensive period of time
has elapsed between a prior business com-
bination and the effective date of the cost
principle. A reasonable period of time may
need to be considered in applying the limits
of FAR 31.205-52 when the acquired com-
pany’s asset values prior to the business
combination are no longer available and it
is not practical or cost beneficial to recon-
struct these costs.

d. Gains and losses on the disposition of
assets resulting from a business combina-
tion are not allowable as specified at FAR
31.205-16(a) (but see 8-409.1g.(5) and (6)
for the measurement of gains and losses
und)er the April 15, 1996 revision to CAS
409).

e. For contracts awarded on or after
April 24, 1998, whether or not the contract
is subject to CAS, FAR 31.205-52 allows
costs calculated based on the seller’s net
book value (no step-up, no step-down) if
the assets generated depreciation expense
or cost of money charged to Government
contracts in the most recent accounting
period prior to a business combination. If
tangible capital assets did not generate
depreciation expense or cost of money
charged to Government contracts in the
most recent year, such costs calculated
based on the purchase method (step-up or
stbelp-down) of accounting would be allow-
able.

f. The asset values determined in ac-
cordance with CAS (or GAAP) are used
in the three-factor formula for distribut-
ing home office costs. Likewise, depre-
ciation and amortization costs assigned in
accordance with CAS will be included in
any allocation base which normally in-
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cludes such costs (e.g., the total cost in-
put base). FAR 31.203(d) requires that
the full amount of such costs be included
in allocation bases so as to cause the un-
allowable portion of the costs to absorb a
portion of overhead cost or G&A expense
(see 8-410.1a(2) and 8-405.1g(1). How-
ever, on September 29, 1999, a class de-
viation from this requirement was issued
for DoD contracts and subcontracts, ef-
fective through September 30, 2002. This
deviation was extended on September 9,
2002, effective through September 30,
2005. Under this DoD deviation, the indi-
rect costs allocable to the step-up asset
value under the prior CAS 404 require-
ments will not be disallowed.

7-1705.4 Unallowable Costs

a. Goodwill. FAR 31.205-49 defines
goodwill as an unidentifiable intangible
asset. It originates from use of the purchase
method of accounting for a business com-
bination. Goodwill arises when the price
paid by the acquiring company exceeds the
sum of the identifiable individual assets
acquired less liabilities assumed, based
upon their fair values. Goodwill may arise
from the acquisition of a company as a
whole or in part. Any costs for amortiza-
tion, expensing, write-off, or write-down of
goodwill (however represented) are unal-
lowable.

b. Cost of Money. The cost of money
resulting from including goodwill (how-
ever represented) in the facilities capital
employed base is unallowable (see FAR
31.205-10(b)(2)).

7-1705.5 Summary of Audit Guidelines
for Write-ups

a. For contracts awarded after July 22,
1990, the auditor should verify that con-
tracts do not receive increased costs flow-
ing from asset revaluation resulting from
business combinations. This would also
apply to preexisting business combinations
that predate the contracts being entered
into. The auditor may have to advise the
contracting officer of the need to separately
address the costs of past asset write-ups on
a case-by-case basis to achieve equity or to
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protect the Government's interest in special
situations.

b. For contracts awarded on or after
April 15, 1996, the auditor should verify
whether the contracts are subject to the
revised CAS 404 and 409, effective April
15, 1996 (8-404.b and 8-409.b). If the re-
vised CAS 404 and 409 apply, the auditor
should verify whether the acquired tangible
capital assets generated depreciation or cost
of money charges on Federal Government
contracts or subcontracts negotiated on the
basis of cost during the most recent cost
accounting period. For tangible capital
assets that generated such depreciation
expense or cost of money charges, no
write-up and no write-down of asset values
is permitted and no gain or loss is recog-
nized on asset disposition. For tangible
capital assets that did not generate such
depreciation or cost of money charges,
asset values are written-up or written-down
in accordance with CAS 404.50(d)(2).
However, tangible capital assets meeting
the requirements of CAS 404.50(d)(2) must
still comply with the requirements of FAR
31.205-10, 31.205-11, 31-205-16, and
31.205-52 (i.e., costs resulting from asset
write-ups are unallowable).

c. For contracts awarded on or after
April 24, 1998, whether or not the contract
is subject to CAS, the allowable deprecia-
tion and cost of money would be based on
capitalized asset values measured in accor-
dance with CAS 404.50(d). (See 8-404.2.b
and 8-409.2.b.)

7-1706 Novation Agreements

a. A successor in interest to a Govern-
ment contract usually evolves from a
change in the ownership of a contractor
organization. The successor in interest is
recognized by a novation agreement exe-
cuted by:

(1) the contractor (transferor),

d(2) the successor in interest (transferee),
an

(3) the Government.

By the novation agreement, among other
things, the transferor guarantees perform-
ance of the contract, the transferee assumes
all obligations under the contract, and the
Government recognizes the transfer of the
contract and related assets (FAR 42.1201).
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Novation agreements are entered into for
all executory contracts transferred to a suc-
cessor in interest.

b. The transfer of a Government con-
tract is prohibited by law (41 U.S.C. 15).
However, FAR 42.1204(a) states: "The
Government may, when in its interest, rec-
ognize a third party as the successor in
interest to a Government contract when the
third party's interest in the contract arises
out of the transfer of

(1) all the contractor's assets or

(2) the entire portion of the assets in-
volved in performing the contract." Exam-
ples include, but are not limited to:

(a) Sale of the assets with a provision
for assuming liabilities.

(b) Transfer of the assets pursuant to
merger or consolidation of a corporation.

(c) Incorporation of a proprietorship or
partnership or formation of a partnership.

¢. When it is in the Government's inter-
est not to concur in the transfer of a con-
tract from one company to another com-
pany, the original contractor remains under
contractual obligation to the Government,
and the contract may be terminated if the
original contractor does not perform (see
FAR 42.1204(c)).

d. When a contractor requests the Gov-
ernment to recognize a successor in inter-
est, the contractor is required to submit a
signed novation agreement. The form of
the novation agreement and the conditions
for its use are prescribed in FAR Subpart
42.12.

e. The standard novation agreement
provides in part that "The Transferor and
the Transferee agree that the Government
is not obligated to pay or reimburse either
of them for, or otherwise give effect to, any
costs, taxes, or other expenses, or any re-
lated increases, directly or indirectly aris-
ing out of or resulting from the transfer or
this Agreement, other than the Government
in the absence of this transfer or Agreement
would have been obligated to pay or reim-
burse under the terms of the contracts" (see
paragraph (b)(7) of the standard novation
agreement at FAR 42.1204(i)). Auditors
should be aware that the cited provision is
not limited to professional services, taxes,
and corporate expenses directly related
with the change in ownership. For novated
contracts, the Government is not obligated
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to pay any increase in contract costs that
would otherwise not have occurred. This
applies not only to total cost of perform-
ance but to any element of cost. The Armed
Services Board of Contract Appeals barred
an increase in depreciation resulting from a
revaluation of assets by the new owners
(LTV Aerospace Corporation, ASBCA No.
11161, 67-2 BCA para. 6406). In that case,
the Board also rejected a contention that
the claim was proper as an offset for "sav-
ings" resulting from decreases in other cost
categories such as reduced state income
taxes resulting from increased depreciation.
The "savings" were not costs under the
contract because they were never incurred
by the contractor.

f. Auditors need to review each nova-
tion agreement to determine its accounting
impact on the applicable contracts, the con-
currently running contracts, and those con-
tracts entered into subsequent to the
agreement.

g. Pending the execution of a novation
agreement, auditors should consult with
the ACO on matters such as the appropri-
ate recognition of the transferee and trans-
feror for contract costing and payment
purposes.

7-1707 Organization and Reorganization
Costs

a. Expenditures made in connection
with planning or executing the organization
or reorganization of the corporate structure
of a business, including mergers and acqui-
sitions, are unallowable under FAR 31.205-
27, Organization Costs (see Dynalectron
Corporation, ASBCA 20240, 77-2 BCA
12835). Such expenditures include, but are
not limited to, incorporation fees and costs
of attorneys, accountants, brokers, promot-
ers and organizers, management consult-
ants, and investment counselors, whether or
not they are employees of the company.
This would also include costs related to
changes in the financial structure which
may result from divestitures or the estab-
lishment of joint ventures or wholly-owned
subsidiaries. In establishing the coverage at
FAR 31.205-27, the Cost Principles Com-
mittee relied on the following definition of
an organization and reorganization and the
costs thereof:
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(1) A major change in the financial
structure of a corporation or a group of
associated corporations resulting in altera-
tions in the rights and interest of security
holders; a recapitalization, merger, or con-
solidation.

(2) Any costs incurred in establishing a
corporation or other form of organization;
as, incorporation, legal and accounting
fees, promotional costs incident to the sale
of securities, security-qualification ex-
pense, and printing of stock certificates.

b. In the event a contractor creates or
acquires a new segment or business unit
through an acquisition or reorganization,
the auditor should review the activity asso-
ciated with the transaction to determine if
any unallowable or unallocable costs are
assigned to Government contracts. These
activities are often performed by an in-
house business planning group, an acquisi-
tion and divestiture committee, and by the
corporate legal and accounting depart-
ments. The auditor should review any
available documentation to identify activi-
ties and associated costs which are directly
incident to establishing or altering the con-
tractor's financial structure. Many times the
employees involved in these activities do
not maintain adequate time records to iden-
tify and support their effort expended on
reorganizations and related work. The audi-
tor should ensure that the contractor im-
plements the necessary policy and proce-
dures to properly identify and account for
these activities.

¢. Normal recurring expenditures asso-
ciated with internal reorganizations of con-
tractor segments and divisions are gener-
ally allowable costs to the extent they are
reasonable and allocable. Such expendi-
tures may be incurred for business planning
and forecasting, developing policies and
procedures, preparing a CAS disclosure
statement, establishing an accounting sys-
tem, etc.

7-1708 Costs Associated With Resisting
Change in Ownership (Golden
Parachutes and Golden Handcuffs)
7-1708.1 General Allowability

a. For contracts awarded prior to April
4, 1988, contractor expenditures to resist a
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takeover should be disapproved in accor-
dance with the provisions of both FAR
31.205-27, "Organization Costs,"” and FAR
31.205-28, "Other Business Expenses." In
addition, the auditor should:

(1) Be aware that such costs do not
meet the criteria for allocability stated in
FAR 31.201-4 (i.e., the costs are not in-
curred specifically for a Government con-
tract nor do they benefit Government
work).

(2) Make every effort to have the con-
tractor segregate its expenditures to effect
or resist a business combination as they are
being incurred.

b. For contracts awarded on or after
April 4, 1988, the costs incurred by a con-
tractor in connection with successfully or
unsuccessfully resisting a merger or take-
over are expressly unallowable per FAR
31.205-27(a), and must be segregated as
unallowable costs per FAR 31.201-6.

7-1708.2 Abnormal Executive Severance
Pay (Golden Parachutes)

In order to discourage a hostile takeover
attempt, some companies have instituted
extraordinary arrangements with key em-
ployees to provide very large termination
benefits to be paid only in the event of a
merger or loss of control and the subsequent
dismissal, termination, or departure of the
executive. These arrangements have been
referred to as "Golden Parachutes” because
they provide extremely lucrative financial
arrangements for the executives in those
circumstances. See 7-2107.8 for a discussion
of the allowability of these costs.

7-1708.3 Special Compensation for Re-
taining an Employee (Golden Handcuffs)

Special compensation which is contin-
gent upon the employee remaining with
the contractor for a specified period of
time is commonly called "golden hand-
cuffs,”" and is expressly unallowable per
FAR 31.205-6(l), "Compensation inciden-
tal to business acquisitions." With respect
to the FAR provision, it is important to
note that the disallowance of costs is
linked with the requirement for the em-
ployee to remain with the company. For
example, assume an individual was per-
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forming a job normally paid and objec-
tively worth $50,000 per year, but for
good reason, (e.g., to help the company
through a rough financial period) ac-
cepted and was paid only $40,000 per
year. If the new owners immediately raise
the individual's salary to $50,000, this
would not be considered a "golden hand-
cuff” unless the pay raise is granted on a
condition that the individual would re-
main with the company for a specified
period of time.

7-1709 Adjustment of Pension Costs

a. In the event of a business combina-
tion, the DCAA auditor cognizant of the
selling contractor, in consultation with the
DCMA insurance/pension specialist, will
determine whether an adjustment of pen-
sion costs is required in accordance with
CAS 413.50(c)(12). In making this deter-
mination, the asset purchase/sales agree-
ment should be reviewed immediately
following the business combination. If an
adjustment of pension cost is warranted,
the auditor should request the ACO to
initiate a special CIPR. Refer to audit
guidance contained in 7-605.2 (f) and 8-
413.3 for additional guidance.

b. The FAO cognizant of the selling
contractor should also verify the amount
of pension assets and liabilities trans-
ferred to the acquiring contractor. Actuar-
ial reports, bank wire transfers and trust
statements for the pension plan document
the amount of assets and liabilities trans-
ferred. The FAO should confirm in writ-
ing the amounts transferred with the
DCAA office cognizant of the acquiring
contractor.
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7-1710 Organization and
Reorganization References

coe
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Access to Records 1-504
Advance Agreements FAR 31.109
Asset Valuation Resulting from

Business Combinations FAR
31.205-52
Business Combinations FASB

Statement No. 141

Capital Investment 14-602

Capital Tangible Assets CAS 404

CAS Disclosure Statement 48 CFR
9903.2

Cash Disbursements 14-305.2f

CAS Impact Statement 48 CFR
9903.3

Compensation FAR 31.205-6

Consultants FAR 31.205-33 &
37.203

Cost of money FAR 31.205-10;
CAS 414

. Depreciation FAR 31.205-11; CAS

409

Economic planning FAR 31.205-12

Gains and losses on assets FAR
31.205-16

Goodwill FAR 31.205-49

Insurance  FAR 31.205-19; CAS
416

Intangible assets FASB Statement
No. 142

Labor relations costs FAR 31.205-
21

Pensions FAR 31.205-6(j); CAS
412 & 413

Plant Rearrangement 9-703.9

Records Destroyed 1-506

. Sale and Leaseback 9-703.11

SEC Current Report 3-1S1 (Form
8k)
Taxes FAR 31.205-41
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7-1800 Section 18 --- Joint Ventures, Teaming Arrangements, and Special Business
Units (SBUs)

7-1801 Introduction

a. This section provides guidance for
audit evaluation of joint ventures, teaming
arrangements, and special business units
(SBUs).

b. The form of business organization
chosen by the contractor to carry on its
business or to bid on Government con-
tracts significantly affects contractor costs
and income taxes. Eligibility for award of
a Government contract may be directly
linked to the form of business organiza-
tion under which a contractor elects to
bid. Concurrently, the form of business
organization will have a significant bear-
ing on determining the allowability and
allocability of costs incurred under Gov-
ernment contracts. Therefore, in review-
ing a contractor's business organization,
the auditor must consider the related busi-
ness circumstances and the contractor's
compliance with generally accepted ac-
counting principles, FAR, and CAS. An
understanding of the applicable Internal
Revenue Service Regulations and provi-
sions of both Federal law and state law
would also be beneficial in many in-
stances.

7-1802 General Terms and Definitions

a. Corporation. A business organization
of one or more persons, partnerships, asso-
ciations, or corporations chartered by the
state for the purpose of conducting profit
making endeavors with the objective of
dividing the gains. A corporation is a sepa-
rate legal entity with the following usual
characteristics: continuity of existence,
centralized management, liability limited to
corporate assets, and free transferability of
interest. A corporation may perform any
business action that can be performed by a
natural person.

b. Joint Venture.

(1) An enterprise owned and operated
by two or more businesses or individuals as
a separate entity (not a subsidiary) for the
mutual benefit of the members of the
group. Joint ventures possess the character-
istics of joint control; e.g., joint property,

joint liability for losses and expenses, and
joint participation in profits. Joint ventures
can be either incorporated or unincorpo-
rated. The incorporated joint venture in-
volves the issuance of stock and is most
common on large construction type con-
tracts. These joint ventures possess the
typical characteristics of a corporation. The
unincorporated joint venture can be a part-
nership or teaming arrangement between
two or more corporations usually involved
in large research and development and/or
major weapons systems contracts. Usually
in this type of joint venture, the joint ven-
ture is the contracting entity and is desig-
nated to act as the prime contractor.

(2) Joint venture ownership seldom
changes, and the stock of an incorporated
joint venture is normally not traded pub-
licly. Furthermore, under the usual ar-
rangement:

(a) each investor participates, directly
or indirectly, in the overall management of
the joint venture (i.e., joint venturers usu-
ally have an interest or relationship in the
venture other than as passive investors);

(b) significant influence of each of the
investors is presumed to be present; and

(c) one investor does not have control
by direct or indirect ownership of a major-
ity voting interest (otherwise the venture is
likely to be a subsidiary of the controlling
investor).

c. Teaming Arrangement. An arrange-
ment between two or more companies,
either as a partnership or joint venture, to
perform on a specific contract. The team
itself may be designated to act as the prime
contractor; or one of the team members
may be designated to act as the prime con-
tractor, and the other member(s) designated
to act as subcontractors. (See FAR Subpart
9.6.) When the characteristics of joint con-
trol (i.e., joint property, joint liability for
losses and expenses, and joint participation
in profits) are evident, then the teaming
arrangement is a joint venture. When these
characteristics are not present then the ar-
rangement may more closely resemble that
of a prime contractor/subcontractor.

d. Partnership. An ordinary partnership
occurs when two or more entities (persons)
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combine capital and/or services to carry on
a business for profit. From a legal stand-
point, it is a group of separate persons.

e. Cooperative Research Consortiums.
A cooperative research consortium is a
partnership, joint venture, or corporation
organized pursuant to the 1984 National
Cooperative Research Act. Research con-
sortiums involve collaborations among
competitors and are usually formed to ex-
plore specific research areas. Unlike other
business entities discussed in this section,
cooperative research consortiums are not
formed to bid on Government contracts.
See 7-2115 for additional guidance on co-
operative research consortiums.

f. Special Business Unit (SBU). SBU is
the term used within CAM and other
Agency guidance to describe business or-
ganizations established by a single contrac-
tor to:

(a) support a single contract, program,
or product line,

(b) limit financial, tax, or legal liability,
and/or

(c) gain a technical or cost advantage.
For purposes of this guidance, an SBU may
be a wholly-owned subsidiary, a corporate
division, or a joint venture/partnership
composed of segments of the contractor.

g. Subsidiary. An entity controlled,
directly or indirectly, by another entity.
Control is usually conditioned upon owner-
ship of a majority of the outstanding voting
stock. It may also exist, however, with less
than a majority of the outstanding voting
stock under certain conditions (e.g., there is
a contract, lease, agreement with other
stockholders, or court decree).

7-1803 Characteristics of a Joint
Venture

a. An incorporated joint venture nor-
mally has characteristics common to a
corporation (see 7-1802a.). It is a separate
legal entity and acts as a contracting
party.

b. An unincorporated joint venture
usually is either a partnership or a team-
ing arrangement and most often has:

(1) few or no employees hired and
paid by the joint venture,

(2) little or no assets or separate facili-
ties,
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d(3) no separate financial statements,
an

(4) little or no G&A, B&P, or material
handling expenses.
All contract work is performed by the
venturing organizations or other subcon-
tractors. Employees are paid by their re-
spective companies. The terms of the
formation, operation, and dissolution of
the venture are usually specified in a writ-
ten agreement between the venturing or-
ganizations (see 7-1807a.).

7-1804 Characteristics of SBUs

a. An SBU is a segment of the estab-
lishing contractor since the SBU is either a
subdivision of that contractor or is con-
trolled by that contractor.

(1) Some SBUs have employees hired
and paid by the SBU who actually perform
the required contract effort. These SBUs
may also have their own assets and liabili-
ties and have profit and loss responsibility.
They are usually reportable segments for
financial and tax purposes. These SBUs are
often engaged in foreign military sales or
direct commercial sales to foreign govern-
ments. These SBUs are usually formed to
limit tax and /or legal liability.

(2) Other SBUs are more like joint
ventures and teaming arrangements. These
business organizations have no employees
and subcontract virtually all (over 90 per-
cent) contract effort to other contractor
division s and/or outside subcontractor(s).
Often these SBUs have little or no assets.
This type of SBU may have been formed to
gain competitive, cost, and/or technical
advantages.

b. The audit concern is that any cost
advantage be based on valid cost alloca-
tion practices. Basically, there are two
types of cost advantages that SBUs can
attain. The first type results from the fact
that an SBU is a specialized contracting
entity supported by one or more estab-
lished contractor entities. The second type
results from cost allocation practices that
enable an SBU contract to significantly
reduce, or altogether avoid, the amount of
material overhead and G&A that the con-
tractor would normally have to allocate to
its subcontracts and/or interdivisional
work. If the cost allocation practices
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cause a significantly different allocation
to a SBU contract than would have been
allocated to the same contract if issued
directly to the contractor's operating seg-
ment, the cost allocation practices may be
inequitable and/or CAS noncompliant.

7-1805 Audit Considerations

a. The joint venture and teaming ar-
rangement guidance in this section has
been written to specifically cover unincor-
porated joint ventures, and may not apply
to incorporated joint ventures.

b. There are a number of audit issues
and concerns related to the formation, or-
ganization, and operation of joint ventures,
teaming arrangements, and SBUs. These
types of business organizations can have a
material impact on the contractor's existing
organizations and Government business.
The creation of an SBU may change our
prior assessment of internal controls and
may cause increased costs on contracts at
existing contractor segments.

¢. The impact, however, is not always
adverse, and the creation of joint ventures
and SBUs may be proper and acceptable. A
number of contractors have established
joint ventures in response to an RFP re-
quirement for contractor teaming arrange-
ments. In these procurements it is the Gov-
ernment's acquisition strategy to have two
or more contractors team together to jointly
design, develop, and test some type of new
technology with the intent to qualify multi-
ple contractor sources for future produc-
tion. This type of acquisition strategy is
most popular on major weapon system
procurements. Normally, these teaming
arrangements have the characteristics of
joint and equal control where neither con-
tractor possesses a majority ownership nor
exercises management control. Similarly,
some contractors have established wholly-
owned subsidiaries or divisions for FMS
contracting purposes. Many of these SBUs
have been created to limit tax or legal li-
ability.

d. There are also a number of joint ven-
tures and SBUs that may present problems
which the auditor and CAC/CHOA should
fully disclose to the contracting officer,
DACO, CACO, and DCE to aid in making
their decisions in relation to contracting
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with the joint venture or SBU. This is par-
ticularly important when the performance
of a joint venture or SBU contract would
cause increased costs on other Government
contracts or when the changes in account-
ing practices associated with the contract
have not been fully disclosed. After award
of a contract to such a joint venture or
SBU, the auditor should monitor the costs
allocated to the SBU to assure that it ab-
sorbs an equitable share of costs.

e. In developing audit steps to disclose
and report on these situations, consider
both the form and substance of the business
unit. In reviewing the form and substance
of the business unit, consider the following:

(1) Is the joint venture or SBU a busi-
ness segment? (see 7-1806.)

(2) What is the actual relationship be-
tween the venturing organizations? (see 7-
1807.)

(3) Is the joint venture/SBU cost
accounting and tax treatment consistent
with the form and substance of the
business organization? (see 7-1808 and 7-
1809.)

(4) Does the joint venture/SBU ac-
counting result in equitable cost allocations
between and among the business organiza-
tions/segments? (see 7-1810.)

(5) Does the joint venture/SBU have a
cost impact on the existing contracts of the
venturing/parent organizations, and if so,
has a change in cost accounting practice
occurred? (see 7-1811.)

7-1806 Characteristics of a Legitimate
Business Unit/ Segment

a. When reviewing the accounting as-
pects of a contractor's business organiza-
tion, the identification of the organization
as a segment or business unit is important
for the following reasons:

(1) CAS consistently uses the terms
"segment" and "business unit" to present its
accounting guidance on business organiza-
tions.

(2) Various financial accounting
pronouncements, such as those dealing
with consolidated reporting, also use the
term "business segment" to present GAAP
that applies to business organizations in
general. (Note that the CAS and FASB
definitions for "segment” are not the same.)
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The CAS/FAR definition is the relevant
definition for Government cost accounting
purposes.

(3) Entities that do not satisfy the basic
criteria for a segment or business unit are
actually an undivided part of a contractor
business unit. Therefore, separate alloca-
tions to such an SBU would often be in
noncompliance with those provisions of
CAS (e.g., 402, 403, 410, 418, and 420)
which deal with the consistency and frag-
mentation of allocation bases. (See 7-
1810.)

b. The terms "segment" and "business
unit” are defined for CAS purposes in FAR
2.101. A CAS segment is "one of two or
more divisions, product departments,
plants, or other subdivisions reporting di-
rectly to a home office, usually identified
with responsibility for profit and/or pro-
ducing a product or service." A CAS seg-
ment may include a GOCO facility, or a
joint venture or subsidiary in which the
organization exercises control. CAS does
not define control nor provide criteria for
determining whether an organization exer-
cises control. A business unit, in turn, is
any segment of an organization which is
not further divided into segments.

7-1807 Relationship Between Business
Organizations

The form and substance of a contrac-
tor's business organization can significantly
influence the allowability and allocability
of costs incurred under Government con-
tracts. Determine not only the form of the
business organization but the actual rela-
tionship (substance) between the venturing
contractors. Several criteria and appropriate
review procedures are presented below.
Normally no one factor should be the sole
determinant of whether the relationship is a
joint venture or more closely resembles a
prime contractor/subcontractor relation-
ship. The allocation of costs should reflect
the causal/beneficial relationships between
and among the venture partners and other
segments/home offices of the contractor.

a. Review of Joint Venture Agree-
ments

(1) FAR 9.603 requires contractor joint
ventures and teaming arrangements to iden-
tify and disclose the arrangements in an
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offer or, for arrangements entered into after
submission of an offer, before the arrange-
ment becomes effective. This is normally
done in a written agreement between the
participating contractors. An agreement
will normally contain and/or explain:

(a) the name of the venture;

(b) the customer and solicitation num-
ber;

(c) the names of the participants;

(d) any limitations on the powers and
rights of the participants;

(e) the contributions that each partici-
pant is required to make with regard to the
venture's capital, personnel, proposal
preparation, etc.;

(f) anticipated subcontracts;

(9) funding requirements;

(h) responsibilities for record keeping
and for the preparation of reports and in-
Voices;

(i) the designated management;

(j) limitation of liabilities;

(k) term of venture and dissolution
agreements;

(I) responsibilities for and restrictions
on royalties, patents, copyrights, and prop-
erty rights arising from venture operations;

(m) the resolution of disputes among
the venturers;

(n) covenants on how litigation costs
will be borne by the participants;

(o) which state's laws will govern the
venture;

(p) the filings or disclosures required by
the state, FAR, etc.;

d(q) any technology transfer agreements;
an

(r) any cost/profit sharing agreements.

(2) Review the written agreement to
help determine the management, financial,
and technical responsibilities of each con-
tractor. In addition, review the joint ven-
ture/teaming  arrangement  organization
chart(s) and policies and procedures. This
information can be useful in determining if
the characteristics of joint control and
management are present or if one contrac-
tor seems to possess the control and man-
agement characteristics of a prime contrac-
tor.

b. Ascertain each venturers responsi-
bility for the financial and technical man-
agement of the joint venture. Determine
the composition of the joint venture man-
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agement team, the location of the joint
venture program office, the procedures for
preparing the joint venture financial
statements, tax returns, and Government
billings and technical reports. Also review
each venturer's responsibility and role in
the preparation of the joint venture pro-
posal. Ascertain each venturer's responsi-
bilities for outside subcontractor selection
and material purchasing. The composition
of the key personnel to the joint venture
should also be analyzed. When considered
together this information will help deter-
mine the actual relationship between the
venturers. It will also help determine if
one venturer exercises control over the
joint venture.

¢. Review the composition of the joint
venture or teaming arrangement capital and
equity to help determine if one of the ven-
turers exercises ownership control. Analyze
any cost and revenue sharing agreements
and asset contributions.

d. Review the technical relationship
between the venturers by reviewing the
written  agreement, any  technical
exchange agreements, the cost and
technical proposals, the contract and/or
subcontract statements of work, and other
relevant documentation. Determine the
assignment of technical responsibilities to
each venturer, the integration of work
products between the venturers, and the
technical areas of expertise of each
venturer. The responsibilities of each
organization for technical interface with
the Government can also help determine
the technical relationship between the
venturers.

e. Discuss the joint venture/teaming
arrangement with the cognizant DCAA
offices for the other venturing contractors
to help ensure consistent audit treatment.
Coordinate with the other cognizant DCAA
offices to establish responsibilities for au-
dits of forward pricing proposals, public
vouchers, progress payments, etc., to re-
quest appropriate assist audits, and to en-
sure adequate audit coverage of joint ven-
ture costs. See 6-800 and 9-100 for
additional guidance on audit coordination
between DCAA offices and for requesting
assist audits.

7-1808 Accounting Considerations
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7-1808.1 Accounting Considerations for
Joint Ventures

a. General. A joint venture, proposed
and established as a separate business en-
tity, should have its own set of books and
supporting documentation sufficient for an
audit trail. Transactions should be recorded
consistent with the joint venture agreement
(7-1807a.), and care must be taken to en-
sure that the joint venture bears its equita-
ble share of the costs. For audit guidance
on the general implications of FAR and
CAS in the review of joint ventures and
SBUs, see 7-1810.

b. Incorporated Joint Ventures.
Investors, in most circumstances, should
use the equity method to account for
incorporated joint ventures. The generally
accepted accounting principles (GAAP)
relating to this method of accounting for
investments in  joint ventures are
contained in APB Opinion No. 18, "The
Equity Method of Accounting for
Investments in Common Stock," and, to a
lesser extent, in APB Opinion No. 23,
"Accounting for Income Taxes-Special
Areas." Paragraph 16 of APB 18
concludes that investments in common
stock of incorporated joint wventures
should be accounted for by the equity
method, regardless of the percentage of
stock held, to reflect the underlying
nature of their investment in such
ventures. The uncommon circumstances
under which the cost method of
accounting for incorporated joint ventures
should be used in lieu of the equity
method are noted in paragraph 16 of APB
Opinion No. 18.

¢. Unincorporated Joint Ventures. The
provisions of APB Opinion No. 18 have
generally been interpreted as being
applicable to unincorporated joint ventures
as well as incorporated joint ventures.
Therefore, in most circumstances when the
investment in an unincorporated joint
venture is material, the equity method
should also be used to account for the
investment.

d. Joint Venture Accounting as a Part-
nership. If a joint venture elects to be
treated as a partnership, or is required by
either the Federal tax code or any state's
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partnership laws to be treated as a part-
nership, then the joint venture should

(1) adopt accounting practices that are
consistent with the single entity concept,
and

(2) maintain a complete set of books
and records.

e. See 7-1807 for criteria to help deter-
mine the actual relationship between the
venturing contractors.

7-1808.2 Accounting Considerations for
Teaming Arrangements

a. The accounting for teaming
arrangements should be consistent with the
form of business organization that the
teaming contractors have agreed to and
disclosed in their proposal(s). For example,
if the agreed-to arrangement is in the form
of a joint venture, then this should be
disclosed in the proposal(s) and the
accounting principles applicable to a joint
venture should be followed. FAR 9.603
requires contractors to fully disclose all
teaming arrangements in their offers. If an
arrangement is entered into after submitting
an offer, then disclosure is required before
the arrangement becomes effective.

b. When the characteristics of joint
control (i.e., joint property, joint liability for
losses and expenses, and joint participation
in profits) are evident, then the business
arrangement is a joint venture. If the
characteristics of joint control are not
evident, then the terms of the business
arrangement should be reviewed to see if a
prime contractor/subcontractor relationship
exists between the parties. Note, however,
that a disclaimer of a joint venture
arrangement in itself does not preclude an
arrangement from being classified as a joint
venture if it possesses the characteristics of a
joint venture. See 7-1807 for criteria to
determine the actual relationship between
the contractor organizations.

7-1808.3 Accounting Considerations for
SBUs

A Special Business Unit or SBU, as
explained in 7-1802f., is DCAA's term to
describe a contractor subsidiary, division,
or other form of business organization
established to accomplish certain specific
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tasks or to gain a competitive advantage.
It is not a distinct entity form; therefore,
the accounting for an SBU should follow
the principles established for the actual
entity involved and be consistent with the
contractor's disclosed accounting prac-
tices.

7-1809 Joint Venture, Teaming
Arrangement, and SBU Federal Taxes

7-1809.1 Tax Classification and Defini-
tions of Organizations

a. General. The classification and defi-
nitions of organizations for Federal tax
purposes are contained in the regulations of
the Internal Revenue Service (26 CFR
301.7701-1 et seq.). Except for organiza-
tions of professional persons, local law will
have little bearing in the determination of
an entity's classification for tax purposes.
The tax and common business law defini-
tions for the various types of business or-
ganizations are usually different. Some
examples of these differences are noted
below.

b. Corporation. The term "corporation"
as defined in the CFR is not limited to the
entity commonly known as a corporation
(see 7-1802a.); it includes an association, a
trust classified as an association due to the
nature of its activities, a joint-stock com-
pany, an insurance company, and certain
kinds of partnerships.

c. Partnership.

(1) The term “partnership” is also
broadly defined in the CFR to encompass
just about all types of unincorporated
organizations including most forms of
syndicates, groups, pools, and joint ven-
tures. In other words, if a legal business
entity does not constitute a trust, estate, or
corporation for tax purposes, then it is
likely to be considered a partnership. Fur-
ther note that the tax status of a partner-
ship is not affected by the fact that a cor-
poration may be one of the partners, or
that local law does not permit a corpora-
tion to be a partner.

(2) Notwithstanding the above, DoD
contractors have established several forms
of unincorporated joint ventures and joint
venture teaming arrangements that they
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do not consider to be partnerships for tax
purposes.

d. Limited Partnership. A limited part-
nership, depending upon its specific char-
acteristics, is classified in the CFR as
either an ordinary partnership or as an
association taxable as a corporation.

e. Association. Section 301.7701-2 of
the CFR defines an association as a cor-
poration if it has certain characteristics,
in-cluding:

(1) associates,

(2) free transferability of interest,

(3) an objective of carrying on a busi-
ness and distributing profits,

(4) liability for debt limited to corpo-
rate property,

(5) continuity of life (i.e., a going con-
cern), and

(6) central management.

7-1809.2 Review of Tax Returns

a. Review the joint venture, teaming
arrangement, or SBU tax returns and sup-
porting records to determine, confirm, or
gain additional insight into the type and
nature of the contracting entity. Tax in-
formation can answer questions on own-
ership and control and on whether a given
organization exists as a separate legal
business entity or as a component of a
contractor's existing business entity.
When reviewing a joint venture or team-
ing arrangement that may or should be
treated as a partnership for tax purposes,
request Schedules K and K-1, supporting
Partnership Return Form 1065. These
schedules address the apportionment of
income, credits, deductions, etc. to the
individual partners (i.e., joint ven-
turer’s/team members). They also identify
the individual partners and contain other
information relating to the assessment of
costs, degree of control, ownership of
capital, percentages of profit and loss
sharing, and credits.

b. General guidance on the review of
contractor tax returns is provided in 3-1S2,
and brief descriptions of some of the
applicable tax forms are also presented in
3-1S2.
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7-1810 FAR and CAS Cost Allocation
Considerations

7-1810.1 FAR Compliance

a. General. The FAR does not specifi-
cally address a joint venture as a party in
the procurement of supplies and services
under Government contracts. It is therefore
necessary to understand the purpose for
and characteristics of a joint venture when
reviewing the venture in terms of the FAR,
specifically the FAR cost principles on
allowable costs.

b. Material/Service Costs and Venture
Control. When one of the venture partici-
pants exercises majority control over the
joint venture, FAR 31.205-26(e) specifically
provides that the transfer of material costs or
service costs from any of that company's
segments to the joint venture should be on
the basis of cost incurred, unless competitive
or catalog prices are involved. In the event
that the venture members appear to be equal
participants, the provisions of FAR 31.205-
26(e) still apply, if the auditor can determine
that one of the members actually exercises
predominant control over the venture. To
help make this determination the auditor
should look at the venture agreements to
ascertain if any member has significant risk
or underwriting responsibility in dispropor-
tion to the others.

7-1810.2 CAS Disclosure Statements.

a. General. Any contractor which, to-
gether with its segments, receives net
awards of CAS-covered negotiated Gov-
ernment contracts totaling $50 million or
more in its most recent cost accounting
period must submit a CAS Disclosure
Statement (48 CFR 9903.202-1(b)). Any
business unit that is selected to receive a
CAS-covered negotiated Government con-
tract or subcontract of $50 million or more
is also required to submit a Disclosure
Statement. (see 8-103.8)

b. Joint ventures are composed of two
or more contractors each of which may
have already filed a Disclosure Statement
as a result of having obtained other Gov-
ernment contracts. Review the character-
istics of the joint venture to determine if
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the joint venture meets the definition of a
CAS segment.

c. The need for a joint venture CAS
Disclosure Statement depends upon the
characteristics of the venture itself. The
determination must be made on a case-by-
case basis. Where the joint venture is the
entity actually performing the contract, has
the responsibility for profit and/or produc-
ing a product or service, and has certain
characteristics of ownership or control, a
Disclosure Statement should be required.
Where the venture merely unites the efforts
of two contractors performing separate and
distinct portions of the contract with little
or no technical interface, separate joint
venture disclosure may not be required.
Where doubt exists, discuss the circum-
stances with the contracting officer.

7-1810.3 Cost Allocation

a. There is no one cost allocation model
which covers contracts issued to all joint
ventures, teaming arrangements, and SBUS.
The range includes everything from models
where all costs are incurred at the contract-
ing entity to models where no costs are
incurred at the contracting entity. The for-
mer model is a normal prime contracting
scenario and the later is descriptive of
SBUs which have no employees or assets
of their own.

b. Many contractors either have their
SBUs "borrow" employees from other
segments of the contractor or have the
other segments perform the tasks nor-
mally performed by the prime contractor
in place of the SBU. In either case, the
arrangement may create a home office at
the segment providing the services to the
SBU. A home office provides manage-
ment services or supervision to two or
more segments. For CAS-covered con-
tractors, the home office costs must be
disclosed and be compliant with CAS
410.50(h) and CAS 403. The tasks per-
formed by the home office for the SBU
may include a wide range of functions;
e.g., general management, bid and pro-
posal, independent research and develop-
ment, selling, contract administration,
material handling, procurement, computer
services, personnel services, etc. When a
segment begins to perform indirect func-
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tions for another segment it may present
new labor charging and timekeeping prob-
lems requiring new training and internal
controls.

c. In extreme cases, SBUs have no em-
ployees or assets. All the deliverable ser-
vices and products are designed, manufac-
tured, assembled, and provided by
operating segments of the contractor. These
operating segments only transfer the costs
to the SBU for billing purposes. All
G&A/B&P/IR&D, any specifically identi-
fiable contract management functions, and
any other indirect costs are performed by
one or more of the contractor's other seg-
ments, making those segments home of-
fices which must allocate the costs to the
SBU.

d. When residual home office expenses
are allocated using the three factor formula,
CAS 403 requires that inter-segment sales
be claimed at the segment which produced
the contract deliverable product or service.
When determining the sales factor to be
used in the three factor allocation for resid-
ual expenses at a home office or a group
home office, CAS 403.50(c)(1)(ii) requires
that each segment in the allocation group-
ing include inter-segment sales in its sales
total and then reduce its sales total by the
amount of purchases from other segments
in the allocation grouping.

e. Allocation of Home Office Expenses
to Joint Ventures and Teaming Arrange-
ments.

(1) General. Most of the joint ventures
or teaming arrangements encountered to
date have been established as CAS 403
segments with the venturing companies
acting as intermediate home offices for
their share of the venture costs. Such ar-
rangements usually involve the adoption of
a "special” method of allocating residual
home office expenses wherein each ven-
turer allocates a portion of its residual ex-
penses to their portion of the joint venture
costs. Notwithstanding this background on
the typical arrangement, follow the guid-
ance below in the review of home office
expenses relative to joint ventures.

(2) If the joint venture or teaming ar-
rangement is considered a segment in accor-
dance with the definition of CAS 403 (see a
& b above), the auditor needs to ensure that
each of the venturing companies:
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(a) identifies and directly allocates
those home office expenses that were
specifically incurred in support of the
joint venture,

(b) separately allocates to the joint
venture its share of home office support
ex(pj)enses from any homogeneous pools,
an

(c) adopts one of the following practices
for the allocation of residual expenses:

(i) The venturer’s can request a special
allocation of the residual expenses in ac-
cordance with the criteria in CAS
403.50(d)(1).

(ii) The majority or controlling contrac-
tor can treat the joint venture as a segment
of its company, and include the entire op-
erations of the venture in its formula for
allocating residual expenses.

(iii) The minority contractor may also
allocate its company's residual expenses to
joint venture, but is not required to.

(3) The joint ventures and teaming ar-
rangements that have not been formed as
separate CAS 403 segments (see a & b
above) generally do not have, and would
not be expected to have, significant assets
or payrolls (elements of the three factor
formula for allocating residual expenses).
Home office expenses are allocated to the
contracts of these joint ventures in the same
manner that the venturing companies allo-
cate these expenses to their other contract
work.

f. CAS 410.50(d) requires that the cost
input base used to allocate the G&A ex-
pense pool include all significant elements
of that cost input which represent the total
activity of the business unit. Only in in-
stances where a particular final cost objec-
tive in relation to other final cost objectives
receives significantly more or less benefit
from G&A expense can the contractor de-
viate from this requirement. All special
allocations of this nature must be handled
in accordance with CAS 410.50(j). Such
special allocations may be appropriate in
unusual circumstances that are not ex-
pected to recur. To the extent that subcon-
tracts or any other significant element of
cost input, representative of the total activ-
ity of the unit, are excluded from the base,
a noncompliance occurs.

g. CAS 420.50(f)(2) requires that the
cost input base used to allocate IR&D/B&P
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costs to all final cost objectives be the same
as the G&A allocation base. As with G&A
above:

(a) only in instances where a particular
final cost objective in relation to other final
cost objectives receives significantly more
or less benefit from IR&D/B&P costs can
the contractor deviate from this require-
ment, and

(b) to the extent that a significant ele-
ment of cost input is excluded from the
base, a noncompliance occurs.

h. CAS 418.50(d)(2) states that a mate-
rial cost base is appropriate if the activity
being managed or supervised is a material-
related activity. Upon selection of a mate-
rial cost base, all significant elements shall
be included in that allocation base.

i. When reviewing joint ventures or
teaming arrangements that have been estab-
lished as a separate business entity and
which have a CAS-covered contract the
auditor should:

(1) Treat the venture as a separate con-
tractor segment, even if the venture has
few, if any, assets or employees, and no
up-front investment. See 7-1806 for further
guidance relating to the determination of
separate business units/segments.

(2) Ensure that all of the costs that
should be allocated to the venture are ap-
propriately allocated to the venture in ac-
cordance with the provisions of CAS.
(G&A and IR&D/B&P, for example,
should be allocated to the venture accord-
ing to the provisions of CAS 403, 410, and
420.)

j. When reviewing joint ventures and
teaming arrangements that have not been
established as a separate business entity,
the auditor should:

(1) Determine the reasons why the ven-
ture is not being treated as a separate entity
or CAS business unit/segment. For exam-
ple, do the venturer’s claim that a separate
segment does not exist because

(a) the venture has no assets, employ-
ees, or up-front investment, and/or

(b) the cost impact of establishing the
venture as a separate entity is not signifi-
cant enough considering the extra adminis-
trative costs involved?

(2) Determine how the venture and
venturing companies are being treated and
accounted for. For example, are the ventur-
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ing companies being treated as independent
contractors (vs. subcontractors to the joint
venture)?

(3) Develop a position based on appro-
priate consideration of

(a) the CAS requirements,

(b) the principle of "substance over
form,”

(c) materiality of the cost impact asso-
ciated with establishing a separate entity,
and

(d) the intent of the contracting officer.
If a preliminary position is developed
which substantially differs from, or con-
flicts with, the intent of the contracting
officer, elevate this matter through normal
channels to the attention of the Headquar-
ters Accounting and Cost Principles Divi-
sion.

(4) Meet with the contracting officer
and/or administrative contracting officer to:

(a) discuss your findings and the con-
tracting officer's position with respect to
the arrangement, and

(b) work toward changing any unsuita-
bly proposed or established joint ventures.

(5) Communicate any adverse impact
associated with the joint venture arrange-
ment (i.e., CAS noncompliance or ac-
counting inconsistency) to the ACO, cog-
nizant PCO, and other PCOs affected by
the arrangement, and continue to closely
monitor the arrangement for such an im-
pact.

7-1811 Changes in Cost Accounting
Practices

a. Basic Audit Requirement. Once a
CAS-covered joint venture or SBU is
established, and there are no apparent
CAS noncompliances associated with the
allocation of costs, the auditor must next
determine whether the SBU organization
itself has impacted the costs on any exist-
ing company contracts, and if so, whether
a change in cost accounting practice oc-
curred. Each organizational change must
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be evaluated separately to determine
whether a change in cost accounting prac-
tice has occurred. Specific criteria for
making these determinations are provided
in 48 CFR 9903.302 and 8-303.3, and are
restated in part below.

b. Basis for Audit Determination. The
CAS definition for a change in cost ac-
counting practice is presented in 48 CFR
9903.302-2. The CAS Board's discussion
on when an organizational change may be
considered a change in cost accounting
practice is presented in Part Il, Preamble
J, of the Appendix to FAR loose-leaf edi-
tion. As part of this discussion, the Board
stated that while organizational changes
by themselves are not changes in cost
accounting practices, such changes may
cause a change in a contractor's cost ac-
counting practices. The Board further
stated that the decision as to whether there
is a change in cost accounting practice
should be made through an analysis of the
circumstances of each individual situation
based on the criteria being promulgated in
the CAS regulations.

c. References For Pursuing Cost Ac-
counting Changes. The CAS rules, regula-
tions, and administrative requirements for
changes in cost accounting practices are
contained in 48 CFR 9903.3, FAR 30.602,
and CAS contract clause FAR 52.230-6,
"Administration of Cost Accounting Stan-
dards." (See 8-303.3 and 8-500.)

d. Evaluating Cost Impact. When re-
viewing a joint venture or SBU to deter-
mine the cost impact on existing com-
pany(s) contracts, care must be taken to
distinguish between:

(1) the cost impact due to the change
in the measurement, allocation, and as-
signment of costs and

(2) the impact due to the initial adop-
tion of a cost accounting practice, or the
partial or total elimination of a cost or the
cost of a function, which are not consid-
ered changes in cost accounting practices
under CASB rules and regulations.
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7-1900 Section 19 --- Restructuring Costs

7-1901 Introduction

To achieve greater operating efficien-
cies and competitiveness, defense contrac-
tors are restructuring and consolidating as
Government procurements decline. On July
21, 1993, the Under Secretary of Defense
(Acquisition) [USD(A)] issued a memo-
randum which states that it is in the Gov-
ernment's best interest to encourage con-
tractors to consolidate and restructure to
reduce operating costs and thereby reduce
contract costs. This section contains guid-
ance for evaluating the contractor’s restruc-
turing proposal.

7-1902 Legislation and Regulations

a. For business combinations that
occurred after August 15, 1994, Section 818
of the National Defense Authorization Act
for Fiscal Year 1995 (P.L. 103-337)
prohibits the reimbursement of restructuring
costs associated with a business combination
until an official at the Assistant Secretary of
Defense level, or above, certifies in writing
that projections of future cost savings are
based on audited cost data and should result
in overall reduced costs to the Department.
This reimbursement requirement does not
apply to any business combination for which
restructuring costs were paid or otherwise
approved by the Secretary prior to August
15, 1994.

b. For business combinations that occur
after September 30, 1996, Section 8115 of
the National Defense Appropriations Act
for Fiscal Year 1997 (P.L. 104-201) re-
quires that (1) audited savings for DoD
exceed the costs allowed by a factor of at
least two to one, or (2) savings must exceed
costs and the Secretary of Defense must
determine that the business combination
will result in the preservation of a critical
capability that might otherwise be lost to
the Department.

¢. Regulations implementing this legis-
lation are at DFARS 231.205-70, Restruc-
turing Costs. This section of DFARS pre-
scribes policies and procedures regarding
a contractor’s external restructuring costs.
Several steps are required before external
restructuring costs may be reimbursed.

(1) The first step for the cognizant
ACO is to promptly novate contracts
when required. The novation agreement
must include the provision at DFARS
242.1204(e) which allows increased costs
on flexibly-priced novated contracts for
restructuring, provided that the transferee
demonstrates that the restructuring will
reduce overall costs for DoD (and the
National Aeronautics and Space Admini-
stration (NASA) when there is a mix of
DoD and NASA contracts). DoD will not
treat a shifting of costs from DoD con-
tracts to NASA contracts as an overall
cost reduction for DoD. Restructuring
costs are not allowed until execution of
the advance agreement required by
DFARS 231.205-70(d)(8). Until the ad-
vance agreement is signed, restructuring
costs should be suspended from any bill-
ings or final contract price settlements.

(2) The cognizant ACO must take other
steps before restructuring costs may be
either reimbursed on the flexibly-priced
contracts that were awarded after the busi-
ness combination or included in the price
of future fixed-price contracts. The follow-
ing( ds)teps are required by DFARS 231.205-
70(d):
o The cognizant ACO will obtain an ade-

quately supported proposal for planned

restructuring projects from the contrac-
tor.

e The proposal must include a breakout,
by year and by cost element, showing
the projected restructuring costs and
projected restructuring savings.

e The contractor’s proposal will be au-
dited to verify that projected costs are
allowable under FAR Part 31 and
DFARS Part 231 and that restructur-
ing savings will exceed restructuring
costs on a present value basis.

e The cognizant ACO will determine
whether the restructuring should result
in overall reduced costs for DoD, or,
if applicable, audited savings will ex-
ceed costs allowed by a factor of at
least two to one on a present value ba-
Sis.

e The cognizant ACO will negotiate an
advance agreement with the contractor
setting forth, at a minimum, a cumula-
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tive cost ceiling for restructuring pro-

jects.

e The ACO will submit a recommenda-
tion for written determination of net
benefit to the Under Secretary of De-
fense (Acquisition & Technology)
[USD(A&T)].

(3) The advance agreement will not be
executed until the USD(A&T) determines
in writing that projections of future cost
savings from the business combination are
based on audited cost data and should
result in overall reduced costs for the
Department. Until the determination is
obtained, the contractor must segregate
restructuring costs and suspend them from
billings, final contract price settlements,
and overhead settlements as required by
DFARS 231.205-70(d)(2).

(4) The audit, ACO review, and
USD(A&T) determination requirements in
DFARS 231.205-70 apply only to
restructuring activities that:

(a) occur after a business combination,

(b) affect the operations of companies
not previously under common ownership or
control,

(c) are initiated within three years of the
business combination, and

(d) result in costs allocated to DoD
contracts of $2.5 million or more.

The phrase “initiated within three years”

means that a restructuring decision was

made within three years of the business
combination. Each of these four conditions

must be met in order for DFARS 231.205-70

to apply.

(5) Testing for the $2.5 million
materiality threshold should be based on the
best information currently available. A
decision that the threshold is not met should
not be reversed in the future if conditions
change (e.g., actual business mix differs
from projected business mix) and actual
DoD reimbursement exceeds $2.5 million.
The materiality threshold applies to all
restructuring activities associated with a
business combination. It is not to be applied
project by project or segment by segment. A
general dollar magnitude estimate should be
sufficient to determine if the $2.5 million
threshold is met.
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7-1903 Contents Of External
Restructuring Proposals

a. The proposals for external restructur-
ing costs required by DFARS 231.205-
70(d)(3) must show projected restructuring
costs and savings by year and by cost ele-
ment. Data supporting the projections and
the methods by which restructuring costs
will be allocated must also be included.

b. The following basic elements should
be part of any restructuring proposal and its
supporting data:

e An outline of proposed restructuring
actions, anticipated time span for ac-
complishing proposed actions, and the
affected locations.

e A summary of proposed restructuring
costs and savings, by year and by cost
element, that includes the present value
of the DoD share of projected costs and
savings.

e Points of contact for obtaining clarifi-
cation or additional information.

e A description of how restructuring
costs will be accumulated and amor-
tized (if restructuring costs will be ac-
counted for as a deferred charge), and
the methods by which restructuring
costs will be allocated. External re-
structuring costs should be identified
separately from internal restructuring
costs, if any.

e A plan for updating forward pricing
rates to reflect the impact of projected
restructuring savings. Restructuring
costs may also be reflected in the for-
ward pricing rates provided the con-
tracts priced with the rates include a
downward price adjustment clause to
remove restructuring costs should the
certification required by DFARS
231.205-70(c)(1)(iv) not be obtained.

e Supporting data sufficient to establish
the reasonableness of the cost and sav-
ings projections.

7-1904 Coordinated Audit Approach

a. A cycle time and integrated product
team (IPT) approach to preparing and
reviewing restructuring proposals is highly
recommended.  This involves early
identification and resolution of issues that
emerge during the contractor’s preparation
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of the proposal and DCAA’s audit of the
proposal. The IPT should normally include
contractor representatives who develop the
proposal, auditors, and the cognizant ACO.
DCAA auditors should work with the
contractor and ACO prior to the
submission of the contractor's restructuring
cost and savings proposal to reach
agreement on the nature and extent of
supporting data to be provided. Such
coordination should reduce the possibility
of inadequate or unnecessarily detailed
proposal submissions while also reducing
audit cycle time. Parts of the proposal may
be reviewed as completed and issues
should be addressed as soon as they are
identified. The team should meet at an
early stage (usually shortly after the
business combination is announced) to
share plans, discuss information needs,
assess risk and level of proposal detail, and
establish goals, milestones, and
timeframes.

b. To accomplish effective and timely
audits of contractor restructuring propos-
als at multi-segment contractors, it is im-
portant that the DCAA Contract Audit
Coordinator maintain effective communi-
cations with the contractor and all af-
fected DCAA offices throughout the re-
View process.

7-1905 Purpose and Scope of Audit

a. The purpose of the audit of the
contractor's external restructuring proposal
is to verify that savings projected from the
restructuring for DoD contracts will exceed
the allowable restructuring costs projected
for DoD contracts. For restructuring
associated with business combinations that
occur after September 30, 1996, projected
savings for DoD must exceed costs allowed
by a factor of at least two to one (see
DFARS 231.205-70(c)(3)). Specifically,
the audit should determine that:

e The contractor’s classification of costs
as restructuring costs is proper.

e The projected restructuring costs are
allowable, reasonable, and allocable to
Government contracts.

e The projected restructuring savings
represent reasonable estimates of future
cost reductions that will accrue to the
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Government as a result of the contrac-

tor's restructuring activities.

e The restructuring savings will exceed
restructuring costs on a present value
basis.

e Savings resulting from the restructuring
will exceed costs allowed by a factor of
at least two to one for business combi-
nations that occur after September 30,
1996.

b. While the nature and extent of audit
effort required to accomplish these audit
objectives will vary depending on indi-
vidual circumstances, the scope of audit
should be influenced by the following
items:

e Risk that projected savings will not
exceed projected costs by a wide mar-
gin.

e Types of Government contracts.

e Existence of sensitive audit issues.

e Results of other audits (e.g., adequacy
of estimating system and past reliability
of estimates).

e Input from the contracting officer.

e Contract provisions.

c. These and other areas which may
impact the scope of audit are discussed in
detail in 3-104. The audit working papers
should clearly document the impact of
these considerations on the scope of audit.

7-1906 Evaluation of Projected Costs

7-1906.1 Definition of Restructuring
Costs

a. Restructuring that is a direct out-
growth of a business combination is
termed “external restructuring.” External
restructuring costs are defined in DFARS
231.205-70(b)(4) as the costs, both direct
and indirect, of restructuring activities. A
restructuring activity is defined as:

e A nonroutine, nonrecurring, or extraor-
dinary activity to combine facilities,
operations, or workforce in order to
eliminate redundant capabilities, im-
prove future operations, and to reduce
overall costs.

e [t is not a routine or ongoing reposi-
tioning and redeployment of a con-
tractor’s productive facilities or work-
force.
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e It is not a routine or ordinary activity
charged as an indirect cost that would
otherwise have been incurred (e.g.,
planning and analysis, contract ad-
ministration and oversight, recurring
financial and administrative support.)
b. Planning for restructuring would not

be a restructuring activity when performed

by employees whose costs would otherwise
have been incurred (e.g., G&A employees).

However, planning for restructuring per-

formed by outside consultants, attorneys, or

other professionals whose charges would
not otherwise have been incurred is a re-
structuring activity.

c. Direct contract costs might increase

as a consequence of restructuring (e.g.,

recalibration of special test equipment

that was moved to another plant, in-
creased labor time per unit of production
due to relocation of production). In these
situations, direct costs may not be reclas-
sified as indirect restructuring costs or
allocated to other contracts. This is pro-

hibited by Cost Accounting Standard 402

and applicable cost principles, including:

FAR 31.202, Direct costs; FAR 31.203,

Indirect costs; FAR 31.205-23, Losses on

other contracts; and FAR 31.205-40, Spe-

cial tooling and special test equipment
costs.

7-1906.2 Evaluation Of Employee Re-
lated Costs

a. Employee Termination Costs. Em-
ployee termination costs such as early
retirement incentive or severance pay-
ments may be incurred to effect reduc-
tions in the contractor's workforce as part
of restructuring efforts. The auditor
should review any proposed employee
termination costs to determine if allow-
able under FAR 31.205-6, Compensation
for personal services (see 7-1907).

b. Retention Pay. The cost of a plan
introduced in connection with a change in
ownership through which employees
receive special compensation that is
contingent upon the employee remaining
with the contractor for a specified period
of time is unallowable under FAR 31.205-
6(l), Compensation incidental to business
acquisitions. This cost principle is
typically applicable to “golden handcuff”
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arrangements with key executives upon a
business combination. It should not be
applied to plans that provide additional
dismissal wages to employees who remain
with the contractor until their employment
is involuntarily terminated (e.g., until a
plant is closed). The allowability of such
dismissal wages should be determined
under FAR 31.205-6(g), Severance pay.

¢. Employee Relocation Costs. Em-
ployee relocation costs may be incurred
when a contractor's restructuring activities
involve the consolidation of facilities or
functions from different geographic loca-
tions. The auditor should review any pro-
posed relocation costs to determine if al-
lowable under FAR 31.205-35 and FAR
31.205-46 (see 7-1004).

d. Recruitment Costs. Recruitment costs
may be incurred to hire employees at new
or expanded contractor locations as a result
of a contractor's restructuring activities.
The auditor should review any proposed
recruitment costs to determine if allowable
under FAR 31.205-34 (see 6-408).

e. Employee Training. Employee train-
ing costs may be incurred to train employ-
ees on new or modified practices as a result
of a contractor's restructuring activities.
The auditor should review any proposed
training costs to determine if allowable
under FAR 31.205-44 (see 7-900).

f. Bonuses. See 6-414.7 for limitations
applicable to DoD contracts.

g. Pension and Post Retirement Health
Benefit Costs. After a  business
combination, a contractor may have
employees who are covered by multiple
pension and post retirement health benefit
plans. As a result, the contractor may
decide to modify the existing plans to
provide for comparable benefits or to
merge the plans together into a single plan
covering all employees. The cost of
implementing these changes and any
associated increases in pension and post
retirement health benefit costs do not meet
the DFARS definition of restructuring
costs. Depending upon their nature and
extent, other changes and their associated
cost increases may not meet the definition
of restructuring costs (see DFARS
231.205-70). For example, increased
pension costs resulting from changes in
actuarial assumptions (e.g., changes in
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interest rates) would not meet the DFARS
definition of restructuring costs. On the
other hand, increases in actuarial liabilities
of the pension plan resulting from
contractor implementation of an early
retirement incentive plan would meet the
DFARS definition of restructuring costs if
done in connection with a restructuring
activity. In either case, the auditor may
need to establish a separate review to
determine if the changes are in compliance
with the requirements of FAR 31.205-6,
CA? 412, and 413 (see 7-600, 8-412 and 8-
413).

7-1906.3 Evaluation of Facilities Related
Costs

a. Idle Facilities. FAR 31.205-17, Idle
facilities and idle capacity costs, provides
that costs of idle facilities are allowable for
a reasonable period of time, usually not to
exceed one year, depending upon the initia-
tive taken to use, lease, or dispose of the
idle facilities. The regulation provides the
contracting officer with the flexibility to
accept idle facilities costs for a period
greater than one year. When the contractor
has identified facilities that are expected to
be idle in excess of one year, the auditor
should recommend that the contracting
officer obtain justification from the con-
tractor for the time in excess of one year.
The contractor should address, at a mini-
mum, the following areas:

o Whether the facility will be needed in
the future, and if so, why.

e |f not needed for future operations, the
actions that are being taken to lease or
dispose of the facility.

e An estimate of the time it should take
to lease or dispose of the facility
based on an analysis of existing mar-
ket conditions; such as surveys of real
estate prices, public records of real es-
tate sales for similar facilities, etc.

The auditor should assist the contracting

officer in determining a reasonable period

of time for accepting idle facilities costs.

The contractor and Government should

enter into an advance agreement specifying

the maximum period for which costs of idle
facilities will be reimbursed. If there is no
advance agreement between the contractor
and the contracting officer to accept idle
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facilities costs for a period greater than one
year, any proposed idle facilities costs be-
yond one year should be questioned.

b. Extraordinary Maintenance and Re-
pairs. The costs of extraordinary mainte-
nance and repairs are allowable under FAR
31.205-24(a)(2) although such costs in-
curred to prepare a facility for sale are gen-
erally factored into the calculation of the
gain or loss on the sale. The costs of restor-
ing or rehabilitating the contractor’s facili-
ties to approximately the same condition
existing immediately before the start of a
Government contract, fair wear and tear
excepted, are limited in allowability by
FAR 31.205-31, Plant reconversion costs.
Ideally, such costs would be covered by an
advance agreement on idle facilities or
restructuring.

c. Asset Relocation. Asset relocation
costs include the cost of removing the
asset from its current location, transporta-
tion to the new location, and reinstalling
the asset at the new location. Merely mov-
ing an asset from one location to another
generally does not extend its expected
service life or production capacity. There-
fore, relocation costs are generally as-
signed to the cost accounting period in
which they are incurred. When incurred in
connection with restructuring, Cost Ac-
counting Standard 406.61 provides that
asset relocation costs may be included as
restructuring costs. When reviewing asset
relocation costs, auditors should be alert
for the possibility that assets might be
improved or bettered in connection with
their relocation. If the useful life of a tan-
gible capital asset will be extended or its
productivity increased, then the cost of
the improvement or betterment should be
capitalized and depreciated over the re-
maining useful life of the asset in accor-
dance with CAS 404.40(d) [see 8-404].
The capitalized costs of betterments or
improvements are eligible for facilities
capital cost of money under CAS 414.
The reasonableness of proposed reloca-
tion costs should be determined under
FAR 31.201-3, Determining reasonable-
ness.

d. Gain/Loss on Sale of Assets. Re-
structuring is an extraordinary activity
that may involve mass or extraordinary
dispositions of assets. Dispositions may
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range from equipment, such as surplus
furniture or computer hardware, to an
entire plant. The actual gains or losses
realized upon disposition of depreciable
assets should be reviewed to determine if
they are allowable under FAR 31.205-16
(see 7-412). Proposed gains or losses,
which have not been realized and are not
based on a firm sales agreement should be
treated in accordance with FAR 31.205-7,
Contingencies. The gain or loss expected
from the sale of items for which there is a
ready market may be foreseeable within
reasonable limits of accuracy. Such pro-
jected gains or losses should be included
in cost estimates as stated in FAR 31.205-
7(c)(1). When a gain or loss cannot be
measured or timed within reasonable lim-
its of accuracy, the contractor should ex-
clude it from cost estimates and propose it
as a contingency in accordance with FAR
31.205-7(c)(2). When reviewing the con-
tractor’s proposed gains or losses, the
auditor should be alert for any asset write-
ups or write-downs that may have oc-
curred as a result of the business combi-
nation (see 7-1705).

e. Environmental Remediation. Envi-
ronmental cleanup efforts may arise in
connection with a contractor's restructur-
ing activities. In general, environmental
remediation costs (e.g., cleanup of soil or
ground water contamination, removal of
asbestos from buildings) do not meet the
DFARS definition of restructuring costs.
Therefore, these costs should be excluded
from the contractor's restructuring cost
and savings proposal and negotiated un-
der a separate advance agreement. The
cleaning of a building in preparation for
its sale (e.g., cleaning air ducts, removing
chemical stains from floors) should nor-
mally be treated as extraordinary mainte-
nance and repairs, not environmental
remediation (see 7-2120).

7-1906.4 Evaluation of Other Categories
of Costs

a. Discontinued Operations. During the
restructuring process, a contractor may
have continuing costs associated with dis-
continued operations (i.e., a segment that is
merged, sold, or abandoned). Generally,
costs associated with segments that are
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merged into one or more new or existing
segments should be allocated to the new or
existing segment where the work effort or
contracts are transferred. However, some
costs may be addressed by a specific pro-
curement regulation. Pension costs, for
example, associated with closed segments
should be measured, assigned and allocated
in accordance with CAS 413.50(c)(12)).
For other costs, special allocations may be
required under CAS 403 or CAS 418. To
ensure the appropriate regulation is prop-
erly applied, the FAO should coordinate
with Headquarters (Accounting and Cost
Principles Division), through the regional
office, when significant costs associated
with discontinued operations are encoun-
tered.

b. Organization and Reorganization
Costs. The auditor should be alert for or-
ganization or reorganization costs, unal-
lowable under FAR 31.205-27, that may
have been included in the contractor's re-
structuring cost and savings proposal. In
addition, when a contractor's restructuring
activities result in the formation or dissolu-
tion of separate entities, the auditor should
ensure that any organization or reorganiza-
tion costs are properly excluded from the
contractor's restructuring cost and savings
proposals and forward pricing rates. De-
pending upon the nature and extent of con-
tractor organization or reorganization ac-
tivities, the auditor may need to establish a
separate review to ensure that all associated
costs have been properly segregated and
excluded from Government contracts (see
7-1707)

c. Facilities Capital Cost of Money.
Deferred restructuring costs should not be
included in the computation to determine
facilities capital cost of money (see CAS
406.61(i)). Deferred charges are not tangi-
ble or intangible capital assets as defined in
CAS 414.30.

d. Credits. Reductions in workforce and
facilities should reduce the cost of various
employee benefit plans (e.g., health insur-
ance, life insurance) and property and
casualty insurance plans. This may lead to
credits from insurance companies as re-
serves are reduced or policies canceled.
Auditors should be alert for such credits
and the requirement in FAR 31.201-5 for
the applicable portion to be credited to the
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Government either as a cost reduction or by
cash refund, as appropriate (see 6-203).

7-1907 Evaluation Of Projected Savings

a. Contractor restructuring efforts are
intended to result in combinations of
facilities, operations, or workforce that
eliminate redundant capabilities, improve
future operations, and reduce overall costs.
Benefits which accrue to the Government
from a contractor's restructuring efforts are

the overall reduced costs on future
contracts and existing flexibly-priced
contracts. Cost reductions on already

negotiated firm-fixed-priced contracts are
not savings to the Government.

b. Auditors should carefully evaluate
proposed restructuring savings to ensure
that the contractor's estimates of future cost
reductions are reasonable and can be
expected to benefit Government contracts.
To accomplish this, the auditor must first
establish that the contractor's baseline for
measuring restructuring savings represents
a reasonable expectation of future contract
costs had the restructuring not occurred.
Contractor budgets, contract estimates to
complete, and existing forward pricing rate
proposals/agreements can be used to
establish a baseline for pre-restructuring
costs. It is the contractor's responsibility to
establish and support the reasonableness of
the baseline used in developing savings
estimates.

c. Once a reasonable baseline has been
established, the auditor should review the
proposed restructuring savings to ensure
that estimated cost reductions are the result
of the contractor's restructuring efforts and
not due to other factors (e.g., reduced
inflation rates, changes in interest rate
assumptions) impacting on future contract
costs. Materiality should be considered in
planning the review. The use of statistical
sampling should also be considered (see 3-
104.17 and 4-605a.).

7-1908 Determination Of Present Value
And Overall Reduced Costs

a. DFARS 231.205-70(d)(7) requires
the cognizant ACO to determine if
restructuring  savings  will  exceed
restructuring costs on a present value basis.
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The auditor should review the contractor's
methodology for discounting projected
restructuring costs and savings to
determine if it is reasonable under the
circumstances. Overall reduced costs
should be computed based on restructuring
costs and savings which will be realized
over the next five years. Those costs and
savings which are not stated in current year
dollars should be discounted to current year
dollars using the most recently published
cost of money rate.

b. DFARS 231.205-70(d)(8) requires
the cognizant ACO to negotiate an ad-
vance agreement with the contractor that
includes a cumulative cost ceiling. The
cost may not exceed the amount of pro-
jected restructuring savings on a present
value basis. Auditors should provide any
assistance requested by the ACO in mak-
ing present value calculations during ne-
gotiation of the advance agreement. For
business combinations that occur after
September 30, 1996, there is an additional
requirement at DFARS  231.205-
70(c)(1)(iv) that projected savings exceed
costs allowed by a factor of at least two to
one.

7-1909 CAS Considerations

7-1909.1 Assignment of Costs to Ac-
counting Periods

a. The Cost Accounting Standards
(CAS) Board issued the interpretation at
CAS 406.61 on June 6, 1997. It is based on
Interim Interpretation 95-01, “Allocation of
Contractor Restructuring Costs Under De-
fense Contracts,” which was issued by the
CAS Board on March 8, 1995. The inter-
pretation clarifies whether restructuring
costs are to be treated as an expense of the
current period or as a deferred charge that
is subsequently amortized over future peri-
ods. It is applicable to contractor restruc-
turing costs (both external and internal)
that are paid or approved on or after Au-
gust 15, 1994,

b. Paragraph (e) of CAS 406.61 (and
preceding Interim Interpretation 95-01)
require that the costs of all restructuring
activities comprising a  specific
restructuring event be accounted for as a
deferred charge unless the contractor
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proposes, and the contracting officer
agrees, to expense the costs in the current
accounting period. A contractor may defer
the costs of one restructuring event (e.g.,
restructuring in  connection  with
acquisition of Company A) and propose
to expense the costs of a subsequent
restructuring event (e.g., restructuring in
connection with Company B years later),
subject to the CAS Board rules governing
accounting practice changes. However, a
contractor may not defer the costs of
some activities and expense the cost of
others that comprise a specific
restructuring event. According to 48 CFR
9904.406-61(e), “Contractor restructuring
costs defined pursuant to this section may
be accumulated as deferred cost, and
subsequently amortized, over a period
during which the benefits of restructuring
are expected to accrue. However, a
contractor proposal to expense
restructuring costs for a specific event in
a current period is also acceptable when
the Contracting Officer agrees that such
treatment will result in a more equitable
assignment of costs in the circumstances.”

c. The Director, Defense Procurement,
issued guidance on May 20, 1997 which
stated that it would be appropriate to accept
a contractor’s proposal to expense restruc-
turing costs in the current period when
expensing should result in overall lower
costs for DoD. In making this assessment,
the business base (Government versus
commercial contracts) and the contract mix
(fixed price versus cost reimbursement) for
current and future years should be consid-
ered.

d. Deferred restructuring costs should
be amortized over the same period of
time during which the benefits of restruc-
turing are expected to accrue. However,
the amortization period is limited by 48
CFR 9904.406-61(h) which states: “The
amortization period for deferred restruc-
turing costs shall not exceed five years.
The straight line method of amortization
should normally be used, unless another
method results in a more appropriate
matching of cost to expected benefits.”
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7-1909.2 Allocation to Cost Objectives

a. Direct Restructuring Costs. Restruc-
turing costs which benefit a single cost
objective should be charged directly to that
cost objective. For example, if a contrac-
tor's restructuring activities result in a need
to recalibrate special test equipment which
is related to a single contract, the recalibra-
tion costs should be assigned directly to
that contract.

b. Indirect Restructuring Costs. 48 CFR
9904.406-61(j) states: “Restructuring costs
incurred at a home office level shall be
treated in accordance with the provisions of
48 CFR 9904.403. Restructuring costs in-
curred at the segment level that benefit
more than one segment should be allocated
to the home office and treated as home
office expense pursuant to 48 CFR
9904.403. Restructuring costs incurred at
the segment level that benefit only that
segment shall be treated in accordance with
the provisions of 48 CFR 9904.418. If one
or more indirect cost pools do not comply
with the homogeneity requirements of 48
CFR 9904.418 due to the inclusion of the
costs of restructuring activities, then the
restructuring costs shall be accumulated in
indirect cost pools that are distinct from the
contractor’s ongoing indirect cost pools.”

7-1909.3 Disclosure of Accounting Prac-
tices and Changes in Accounting Prac-
tices

a. Accurate disclosure statements are
required by 48 CFR 9903.202-3. If the
deferral of restructuring costs results in a
new or changed cost accounting practice,
the contractor is required to file a revised
disclosure statement describing the ac-
counting practices associated with the as-
signment and allocation of deferred restruc-
turing costs. The contractor is also required
to revise its disclosure statement for any
other changes in cost accounting practice
that result from the restructuring. Audits of
the revised disclosure statement should be
conducted in accordance with Chapter 8.

b. 48 CFR 9904.406-61(f) states: “If a
contractor incurs restructuring costs but
does not have an established or disclosed
cost accounting practice covering such
costs, the deferral of such restructuring
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costs may be treated as the initial adoption
of a cost accounting practice (see 48 CFR
9903.302-2(a)). If a contractor incurs re-
structuring costs but does have an existing
established or disclosed cost accounting
practice that does not provide for deferring
such costs, any resulting change in cost
accounting practice to defer such costs may
be presumed to be desirable and not detri-
mental to the interests of the Government
(see 48 CFR 9903.201-6). Changes in cost
accounting practices for restructuring costs
shall be subject to disclosure statement
revision requirements (see 48 CFR
9903.202-3), If applicable.”

c. Contractor restructuring activities
may also result in changes to cost ac-
counting practices other than deferral of
restructuring costs. For example, as a
direct result of restructuring activities, the
contractor may decide to change from a
value-added base to a total cost input base
for allocation of its G&A pool. Effective
June 14, 2000, the cost impact process
does not apply to cost accounting practice
changes directly associated with external
restructuring activities that are subject to,
and meet the requirements  of,
10 U.S.C. 2325. This statute established
the allowability requirements and two-to-
one savings requirements for external
restructuring implemented by
DFARS 231.205-70. Cost accounting
practice changes associated with restruc-
turing activities that (1) took place prior
to June 14, 2000 or (2) do not meet the
requirements of 10 U.S.C. 2325 are sub-
ject to the administrative procedures out-
lined in the CAS contract clause at
48 CFR 9903.201-4(a)(4). See further
guidance in 8-502.3.

7-1910 Reporting Results Of Audit

Audit reports should follow the format
contained in 10-300, Audit Reports on
Price Proposals, modified as appropriate.
To promote consistency, external restruc-
turing cost and savings proposal audit re-
ports should be reviewed prior to issuance
by the Regional Office, and when applica-
ble, the Contract Audit Coordinator (CAC).
The audit report on the first restructuring
proposal following a business combination
should also be reviewed by Headquarters

July 2004

prior to issuance. Auditors should take
appropriate actions to ensure that sufficient
time is available to facilitate these reviews
within the required due dates.

7-1911 Forward Pricing Consideration

7-1911.1 Adjustment of Forward Pricing
Rates

a. A plan for updating forward pricing
rates to reflect the impact of projected
restructuring costs and savings should be
developed with the contractor and
cognizant ACO at an early stage. Upon
receipt of the contractor's restructuring
cost and savings proposal, the auditor
should be prepared to advise the
cognizant ACO on the contractor’s
adjustments to forward pricing rates to
reflect the impact of projected
restructuring costs and savings.

b. DFARS 231.205-70(d)(5) requires
that the cognizant Administrative Con-
tracting Officer adjust forward pricing
rates to reflect the impact of projected
Lelstructuring savings as soon as practica-

e.

7-1911.2 Reopener or Savings Clauses in
Forward Pricing Reports

a. DFARS 231.205-70(d)(5) provides
that “if restructuring costs are included in
forward pricing rates prior to execution of
an advance agreement in accordance with
DFARS 231.205-70(d)(8), the contracting
officer shall include a repricing clause in
each fixed price action that is priced
based on the rates. The repricing clause
must provide for a downward price ad-
justment to remove restructuring costs if
the DoD certification required by
231.205-70(c)(2)(iv) is not obtained.

b. In addition to the repricing clause
required by DFARS 231.205-70(d)(5), the
auditor should recommend contract re-
opener or savings clause in the audit re-
port on a contract price proposal when a
major contractor acquisition, merger, or
associated restructuring is significant and
the effect on the price proposal cannot be
reasonably determined (see 10-304.4c(8)).
7-1911.3 TINA Considerations
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A management decision to restructure is
cost or pricing data that must be disclosed
for compliance with the Truth in
Negotiations Act (TINA). An adequate
disclosure requires current, accurate, and
complete information on the nature and
magnitude of the restructuring decision.
Typically, judgments on the effects of a
restructuring decision (i.e., estimated cost
reductions) are so intertwined with facts
that they cannot be segregated. In this case,
complete data must be disclosed to place
the Government on an essentially equal
footing with the contractor when making
pricing decisions. Thus compliance with
TINA will usually require disclosure of the
impact of restructuring decisions on
forward pricing rates and contract price
proposals. As indicated in 9-1211,
whenever the auditor has an indication that
forecasted rates should have been revised
for significant changes to reflect more
accurate, complete, or current cost or
pricing data, pricing actions using the rates
should be subject to a postaward audit
when cost or pricing data was required.

7-1912 Reimbursement Of External
Restructuring Cost

a. DFARS 231.205-70(d)(2) requires
the cognizant ACO to direct the contractor
to segregate restructuring costs and to
suspend these amounts from any billings,
final contract price settlements, and
overhead  settlements  until  written
determination is obtained from
USD(A&T). When contractors incur
restructuring costs prior to obtaining
certification, the auditor may need to
evaluate the contractor's internal controls to
determine if they are adequate to
reasonably ensure that restructuring costs
are properly accounted for and excluded
from contract billings, final contract price
settlements, and overhead settlements. This
evaluation  should include limited
transaction testing to determine if the
controls have been implemented and are
working effectively. Floor checks (see 6-
405) or other time sensitive audit
procedures may be performed when
appropriate for the risks identified.

b. Costs of activities such as
restructuring planning and analysis,
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contract administration and oversight, and
recurring financial and administrative
support, when performed by employees
whose costs would otherwise have been
incurred, are not restructuring costs as
defined by DFARS 231.205-70(b)(2).
Therefore such costs should not be
excluded from contract billings, final
contract price settlements, and overhead
settlements merely because the
certification required by DFARS 231.205-
70(c)(2)(iv) has not been obtained.

7-1913 Audit Consideration - Internal
Restructuring Cost

a. The term “internal restructuring
activities” means all restructuring activi-
ties that are not subject to DFARS
231.205-70. While DFARS 231.205-70
does not apply to internal restructuring
activities, an advance agreement on inter-
nal restructuring costs should be recom-
mended since the costs are unusual and
can be substantial. This is particularly
true if the cost is to be accounted for as a
deferred charge. FAR 31.109(a) advises
contracting officers and contractors to
seek advance agreement on the treatment
of special or unusual costs to avoid possi-
ble subsequent disallowance or dispute
based on reasonableness, nonallocability,
or unallowability.

b. Auditors may encounter internal
restructuring costs in audits of proposals
for advance agreements on restructuring,
forward pricing rate proposals, contract
price proposals, or incurred cost claims.
As with any other cost, the policies and
procedures within the Federal Acquisition
Regulation (FAR) and DoD supplement
(DFARS) should be followed in determin-
ing the allowability of internal restructur-
ing costs.

c. The criteria in FAR 31.201-3 should
be applied in determining the reasonable-
ness of internal restructuring costs. Evi-
dence of reasonableness might include an
analysis of costs and benefits (e.g., re-
duced costs, more efficient use of re-
sources, improved financial capability).
The criteria in FAR 31.201-4 should be
applied in determining the allocability of
internal restructuring costs. Allocations of
restructuring costs should comply with
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applicable Cost Accounting Standards.
The interpretation at CAS 406.61 is appli-
cable to internal restructuring costs. Costs
properly classifiable as internal restructur-
ing costs may be deferred and subse-
quently amortized over a period during
which the benefits of restructuring are
expected to accrue (not to exceed 5
years).

d. Auditors should be alert for contracts
with provisions for costs associated with
restructuring. For example, a contract may
contain an allowance for the costs of relo-
cating special equipment and tooling to a
vendor from a contractor’s discontinued
operation or closed facility. Such costs
would be charged directly to the contract
and, as direct contract costs, would not be
allocable to other cost objectives as restruc-
turing costs. Auditors should also be alert
for existing advance agreements covering
costs that may arise in connection with
restructuring.  Significant environmental
remediation costs may coincide with re-
structuring but are not restructuring costs
and should be covered by a separate ad-
vance agreement.

e. The contractor should include the
reduction in overall cost levels expected
from internal restructuring into its forward
pricing rates and contract price proposals.
If this does not occur, auditors should
follow procedures in 9-1208c and 9-1209b
in advising the cognizant ACO to request a
revised forward pricing rate proposal from
the contractor.
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7-1914 Auditing Incurred Restructuring
Costs

a. The final determination of allow-
ability of incurred restructuring costs can
only be made after the contractor provides
the annual certified incurred cost pro-
posal. FAR 52.216-7, Allowable Cost and
Payment, and FAR 42.705-1, Contracting
Officer Determination Procedure, require
the contractor to support its proposal with
adequate data. The auditor should obtain
from the contractor whatever data is
deemed necessary to support the amor-
tized restructuring costs claimed (e.g.,
amortization schedules for deferred re-
structuring costs and detailed schedules of
the incurred restructuring costs by fiscal
year, project and cost element). The sup-
port should be at a level of detail suffi-
cient to allow the auditor to determine the
allowability of incurred restructuring
costs.

b. As actual restructuring expenditures
near the negotiated restructuring cost ceil-
ing, there is an increased risk that restruc-
turing costs may be misclassified as other
costs. Procedures should be performed to
identify costs that should properly be re-
classified as restructuring costs, especially
when incurred restructuring costs are near
or in excess of the negotiated ceiling.

7-2000 Section 20 --- Reserved
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7-2100 Section 21 --- Other Areas of Cost

7-2101 Introduction

This section covers other areas of cost
not requiring a full section coverage at this
time.

7-2102 Purchased Labor -- Personnel
Procured From Outside Sources

Some contractors have adopted the
practice of obtaining engineers, technical
writers, technicians, craftsmen, and other
personnel by subcontract (commonly called
"Purchased Labor™) rather than by direct
hire. Such practice, if for any reason other
than to meet temporary or emergency re-
quirements, should be carefully studied to
determine whether any additional costs
resulting therefrom are reasonable, neces-
sary, and properly allocable to Government
contracts.

7-2102.1 Audit Considerations

a. Contractors’ accounting treatment
of purchased labor varies depending on
the circumstances under which purchased
labor costs are incurred. For example,
some contractors classify purchased labor
as direct labor costs when the work is
performed in the contractor’s facilities
and under their supervision and otherwise
meets the FAR definition of direct costs.
These contractors cost such effort using
the average labor rate incurred by their
own employees for comparable work.
Differences between the amounts derived
and purchased labor prices are treated as
overhead costs and are allocated accord-
ingly. Other contractors classify pur-
chased labor as subcontract costs. The
accounting treatment used should be
evaluated on a case-by-case basis as dis-
cussed in 7-2102.2.

b. Purchased labor most likely causes
no fringe benefits and other employee-
related costs to be incurred by the contrac-
tor. Such costs are generally paid by the
entity providing personnel performing the
effort.

c. A fundamental requirement of CAS
418 is that pooled costs shall be allocated

to cost objectives in a reasonable propor-
tion to the causal or beneficial relation-
ship of the pooled costs to cost objectives.
Purchased labor must share in an alloca-
tion of indirect expenses where there is a
causal or beneficial relationship, and the
allocation method must be consistent with
the contractor's disclosed accounting
practices. In accordance with CAS 418, a
separate allocation base for purchased
labor may be necessary to allocate sig-
nificant overhead costs to purchased labor
such as supervision and occupancy costs,
or to eliminate other costs not benefiting
purchased labor such as fringe benefits
costs.

d. Where the effort of purchased labor
is performed in-house using the contractor's
supervision and facilities, overhead exclu-
sive of fringe benefits and other employee
related costs, if material in amount, should
be allocated to purchased labor. Con-
versely, where the effort of purchased labor
is performed offsite under the supervision
and control of an entity other than the con-
tractor, none of the contractor's labor over-
Peg\d costs may be allocable to purchased
abor.

7-2102.2 Audit Procedures

The accounting treatment for purchased
labor must be evaluated on a case-by-case
basis with consideration given to the mate-
riality of costs involved and the overall
effect of the accounting treatment on final
cost objectives. Acceptance or rejection of
the contractor's treatment of purchased
labor must be based upon:

(1) the causal and beneficial relation-
ship of indirect expenses and purchased
labor, and

(2) the nature of the em-
ployer/consultant relationship using the
Internal Revenue Services arms-length
tests. In making this assessment, the auditor
should:

a. Review the contractor's policy, with
emphasis on the criteria used in determin-
ing whether personnel should be obtained
Lr_om outside sources instead of by direct

ire.
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b. Analyze the purchased labor during
the current or most recently completed
fiscal year, whichever provides sufficient
information, to:

(1) Determine the number of purchased
labor personnel and the duration of their
engagement.

(2) Compare the number of employees
on the contractor's payroll (in each classifi-
cation of purchased labor involved) with
the number of equivalent personnel ob-
tained from outside sources.

(3) Compare the cost per staff-year with
the contractor's comparable personnel.

(4) Evaluate the contractor's reasons for
resorting to the practice. This is particu-
larly important where the engagement ex-
tends beyond one year.

(5) Determine whether the contractor's
practices are equitable with respect to the
utilization of purchased labor on Govern-
ment contracts as compared to commercial
work, and on fixed-price contracts as com-
pared to cost-type contracts; and whether
the accounting treatments of the costs of
such personnel and contractor personnel
performing the same kind of work, includ-
ing allocation of related overhead ex-
penses, are equitable.

¢. Coordinate with Government produc-
tion specialists, project engineers, purchase
methods analysts, and others on matters
such as the effectiveness of performance,
staffing requirements, equivalent job classi-
fications, and the award and pricing of the
agreements.

d. Examine prior years' records to de-
termine if the practice shows an increasing
or decreasing trend.

7-2103 Employee Welfare and Morale
Expense

Employee welfare and morale expenses
are costs incurred on activities to improve
working conditions, employer-employee
relations, employee morale, and employee
performance. Expenses and income gener-
ated by employee welfare and morale ac-
tivities should be reviewed for compliance
with FAR 31.205-13. Note that employee
morale type expenses are often covered by
the entertainment cost principle, 31.205-14.
FAC 90-31, effective October 1, 1995,
clarified that entertainment costs are not
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allowable under any other cost principle.
By statute, entertainment costs are ex-
pressly unallowable, without exception.
Consequently, the entertainment cost prin-
ciple at FAR 31.205-14 takes precedence
over any other cost principle.

7-2103.1 Audit Considerations

a. General

(1) Aggregate costs incurred for em-
ployee welfare and morale, less credits for
income generated by these activities, are
allowable except as noted in paragraphs b.
through e. below, to the extent that the net
amount is reasonable. In applying the pro-
visions of FAR 31.201-3, Reasonableness,
the auditor should consider whether the
expenditure is reasonable in nature and
amount both for the contractor as a whole
and for the employee(s) benefited by the
expenditure.

(2) Costs relating to welfare and morale
activities, if significant, should be sub-
jected to the test of reasonableness as to
purpose and amount (also see 7-1203.2a.).
When reasonableness as to purpose has
been established, reasonableness of amount
should ordinarily be applied to overall
amounts and not to individual items of
cost, provided the items are not made spe-
cifically unallowable by FAR Part 31.

b. Employee Associations

(1) If a contractor has an arrangement
permitting an employee association to re-
tain the income from vending machines,
such income should be considered in
evaluating the total cost of the employee
welfare and morale program as if the con-
tractor received the income (FAR 31.205-
13(e) and (f)). The auditor should examine
the records of the employee association to
ascertain that the income was reasonably
expended for the purposes intended and
that there is no undue accumulation of un-
spent funds. Any such accumulation should
accrue to the Government by treating it as a
deduction from otherwise allowable over-
head.

(2) In some instances, employee asso-
ciations may use the vending machine in-
come for the purchase of recreational and
other employee welfare tangible personal
or real property, or the employee associa-
tion may purchase assets by means of a
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loan or mortgage. Allowable costs on capi-
tal assets thus purchased are limited to the
equivalent amount of costs that would be
allowable if the contractor had acquired the
property and incurred the costs directly
(FAR 31.205-13(f)). Accordingly, allow-
able costs will normally be restricted to
ownership costs such as depreciation, in-
surance, taxes, etc. The total expenditure
for property should not be allowed as a cost
in the year of purchase, except where the
property involved is of the type that would
be expensed under the contractor's normal
accounting practices.

¢. Major Property Acquisitions for Em-
ployee Welfare Purposes

The reasonableness of major property
acquisitions for employee welfare purposes
is necessarily a matter of some signifi-
cance. The auditor should review such
purchases to determine whether:

(1) they are reasonable under the crite-
ria set forth in FAR 31.201-3 and

(2) costs resulting therefrom are prop-
erly allocable to Government contracts.
If the assets acquired are not of a type gen-
erally recognized as ordinary and necessary
for purposes of employee welfare and mo-
rale, the related costs may be considered
unreasonable and, therefore, not accept-
able. A situation fitting this category would
be when the acquisition benefits only a
limited number, or certain classes, of em-
ployees. As a further consideration, real
property donated or acquired from contri-
butions made by the contractor should be
carefully scrutinized, as it would seldom be
reasonable for the contractor to give the
property to its employee organization. Do-
ing so would not as a rule give the em-
ployee association any benefit from the use
of the property that it would not enjoy had
the contractor retained title. By retaining
title the contractor would keep a valuable
asset which could be converted to other use
or sold when it is no longer needed for its
original purpose.

d. Cafeteria Losses

(1) The costs of cafeteria operations
should include all indirect expenses per-
taining to these services, as required by the
full absorption cost methods prescribed by
CAS 418. Auditors will verify that an al-
locable share of occupancy costs are in-
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cluded in the calculation of the total costs
of cafeteria operations.

(2) Losses from operating cafeterias
may be included as costs only if the con-
tractor's objective is to operate such ser-
vices on a break-even basis. One factor to
consider is whether the prices charged are
comparable to those available in commer-
cial establishments. Losses sustained be-
cause these services are furnished without
charge or at unreasonably low prices obvi-
ously would not be conducive to the ac-
complishment of the above objective and
are not allowable. However, a loss may be
allowable, provided the contractor can
demonstrate that unusual circumstances
exist such that even with efficient man-
agement, operating the service on a break-
even basis would require charging inordi-
nately high prices, or prices higher than
those charged by commercial establish-
ments. Examples of unusual circumstances
are:

(a) adequate commercial facilities are
not available, or

(b) reasonable prices are a necessary
incentive to keep employees onsite to avoid
the more significant costs of lost produc-
tive time due to longer lunch periods if the
services were not provided.

(3) When cafeteria losses are claimed
by the contractor, it is the contractor's re-
sponsibility to demonstrate that unusual
circumstances exist and to provide support-
ing documentation such as price compari-
sons with similar commercial establish-
ments, or the distance of restaurants. The
auditor should determine the validity of the
contractor's justifications on a case-by-case
basis. If the contractor fails to provide ade-
quate documentation justifying the allow-
ability of such losses, the auditor should
question the costs.

e. Gifts, Recreation, and Entertainment

For contracts issued on or after January
13, 1995, costs of gifts, recreation, and
entertainment incurred subsequent to Sep-
tember 30, 1995 were made specifically
unallowable, with a few exceptions (see
FAC 90-31).

(1) Although gifts are an expressly un-
allowable expense, the cost principle spe-
cifically excludes two categories of awards
from the unallowable gift definition:
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(a) Awards covered by the compensa-
tion cost principle at 31.205-6; and

(b) Awards made pursuant to an estab-
lished plan or policy for recognition of
employee achievements.

(2) Recreation expenses are an ex-
pressly unallowable expense with the
following exception: Costs of employees’
participation in company sponsored sports
teams or employee organizations designed
to improve company loyalty, team work,
or physical fitness. The exception does
not allow general recreation activities and
does not allow any costs disallowed by
FAR 31.205-14, Entertainment. If the
Government challenges the allowability
of claimed recreation costs, it is the con-
tractor’s responsibility to establish that
the cost claimed meets the following cri-
teria:

(a) The cost is for employee participa-
tion in a sports team or employee organiza-
tion.

(b) The team or organization is com-
pany sponsored.

(c) The team’s or organization’s
activity is designed to improve company
loyalty, team work, or physical fitness.

(3) Entertainment costs are expressly
unallowable, without exception.
Therefore, even if the principal purpose
for incurring an entertainment cost is
other than for entertainment, the
entertainment cost is unallowable. For
example, while the cost of a contractor
open house for employee families is
generally allowable, the cost of
entertainment provided as part of the open
house is unallowable.

(4) Taken together, the statute and the
cost principles at 31.205-13, Employee
morale, and 31.205-14, Entertainment,
expressly disallow costs which some
contractors may have  considered
reasonable and allowable prior to the
effective date of the current rule, October
1, 1995. Examples of such costs include,
but are not limited to:

(a) Entertainment provided as part of
public relations, employee relations, or
corporate celebrations;

(b) Gifts to anyone who is not an em-
ployee;

(c) Gifts to employees which are not for
performance or achievement or are not
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made according to an established plan or
policy;

(d) Compensation awards of entertain-
ment, including tickets to shows or sports
events, or travel; and

(e) Recreational trips, shows, picnics, or
parties.

7-2104 Help-Wanted Advertising Costs

Help-wanted advertising costs are
generally allowable per FAR 31.205-1 if
the advertisement complies with the re-
quirements of FAR 31.205-34. Also see
6-407.

7-2104.1 Audit Considerations

a. Paragraph (b) of FAR 31.205-34
(Recruitment costs) lists conditions that
cause the costs of the help-wanted adver-
tisement to be unallowable. These condi-
}ions and related audit considerations fol-
ow:

(1) Prior to May 3, 1999, FAR 31.205-
34(b)(1) stated that help-wanted advertis-
ing costs for personnel other than those
required to perform obligations under a
Government contract are unallowable. This
provision should not be interpreted as dis-
allowing help-wanted advertising costs
applicable to indirect employees, such as
accountants, internal auditors, lawyers, etc.
This provision did, however, prohibit help-
wanted advertising costs that are for per-
sonnel peculiar to the performance of obli-
gations under commercial contracts. Effec-
tive May 3, 1999, this provision was
removed from FAR 31.205-34 because it
duplicates the allocability provisions al-
ready discussed in FAR 31.201-4.

(2) Help-wanted advertising which does
not describe specific positions or classes of
positions is unallowable. For example,
advertising aimed at building a backlog of
resumes, rather than filling specific job
openings would fall under the unallowable
category. Review of the contractor's help-
wanted advertisement and replies to appli-
cants should help to determine whether or
not the advertisement is one for filling spe-
cific job openings. When the contractor is
observed to be expanding its current work
force, an audit lead should be developed
and pursued in a subsequent audit to de-
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termine whether the contractor's projected
base used for estimating overhead rates
considers such expansion.

(3) Advertising which is excessive in
relation to the number and importance of
the positions, or in relation to the practices
of the industry, is unreasonable and there-
fore unallowable. Inherent in any such
determination is not only the size of a par-
ticular advertisement in a publication, but
also the length and frequency of recruit-
ment advertising in all media (including
radio and television). Consideration must
also be given to the effectiveness of the
advertising program in terms of responses
by qualified personnel and the number of
hires. This is an area in which technical
assistance from the administrative contract-
ing officer can be most useful.

(4) Help-wanted advertising which in-
cludes material that is not relevant for re-
cruitment purposes, such as extensive illus-
trations or descriptions of the company's
products or capabilities, is unallowable.
Conversely, allowable recruitment adver-
tising should be limited to information such
as:

(a) Description of the position(s) being
offered.

(b) Description of the compensation and
fringe benefits.

(c) Qualifications of the applicant(s).

(d) Opportunities for advancement.

(e) Brief description of the company
and its work.

(f) Pertinent illustrations, conservative
in size, that do not evidence promotion of
the sale of the contractor's products or fos-
tering of its image.

(g) Name of the company, conserva-
tively presented in relation to the other
information in the advertisement.

(h) Prior to May 3, 1999, help-wanted
advertising (in publications) which in-
cludes color (other than black and white) is
unallowable. Effective May 3, 1999, the
prohibition of color in help-wanted adver-
tisements has been removed.

(i) Prior to May 3, 1999, recruitment
advertising designed to "pirate" personnel
from another Government contractor is
unallowable. Falling into this category is
advertising that specifically offers exces-
sive fringe benefits or salaries signifi-
cantly in excess of those generally paid in
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the industry for the skills involved. Usu-
ally, advertising of this nature would also
contain features which would render it
unallowable within one or more of the
other limitations noted above. Effective
May 3, 1999, the costs are no longer unal-
lowable merely because the contractor’s
intent was to “pirate” the employee from
another Government contractor.

b. By reason of the several restrictions
placed on their allowability, help-wanted
advertising costs become a sensitive audit
area. Accordingly, the auditor should re-
view any corollary help-wanted advertising
costs as well as the costs of the advertising
media themselves. The costs of photo-
graphs, art and design work, radio and tele-
vision tapes, whether purchased or incurred
in-house, are examples of corollary adver-
tising costs.

7-2105 Professional and Consultant
Service Costs

Professional and consultant service fees
represent costs of services rendered by
persons who are members of a particular
profession or possess a special skill and
who are not officers or employees of the
contractor. Such costs include those of
outside accountants, lawyers, actuaries, and
marketing consultants. Contractors should
be requested to obtain billings from outside
professionals and consultants that itemize
amounts applicable to retainer agreements,
fees for services not covered by a retainer,
expenditures for investigative and other
services, travel, and miscellaneous ex-
penses.

7-2105.1 General Considerations on
Outside Professional and Consultant
Services

a. The cost principle covering outside
professional and consultant services is con-
tained primarily in FAR 31.205-33, Profes-
sional and consultant service costs. How-
ever, consider other cost principles (e.g.,
FAR 31.205-27 Organization  costs;
31.205-30 Patent costs; and 31.205-47
Costs associated with a legal or administra-
tive proceeding) in determining allowabil-
ity since efforts covered by these cost prin-
ciples are often performed by consultants.
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b. Properly supported professional and
consultant service costs (see 7-2105.2) are
generally allowable per FAR 31.205-33
when reasonable in relation to the services
rendered, unless they are for activity made
unallowable by other cost principles (see 7-
2105.3).

¢. The auditor should carefully consider
the factors listed in FAR 31.205-33(d) in
determining the allowability of profes-
sional and consultant service costs. Some
of the factors to be considered include:

(1) the nature and scope of the services
rendered in relation to the service re-
quired,

(2) the impact of Government contracts
on the contractor’s business, and

(3) whether the service can be per-
formed more economically by employment
rather than by contracting.

d. Contractors may engage outside pro-
fessionals and consultants on a retainer-fee
basis. FAR 31.205-33(e) requires that al-
lowable retainer fees be supported by evi-
dence that:

(1) the services covered are necessary
and customary,

(2) the fee is reasonable in comparison
with maintaining an in-house capability,
and

(3) the level of past services justifies the

amount of the retainer fees.
The supporting evidential matter re-
quirements discussed in 7-2105.2 also
apply to retainer agreements, except re-
tainer agreements are not required to (and
generally do not) have specific state-
ments of work.

e. The auditor should assess the risk that
there are irregularities associated with con-
sultant costs, for example, attempts to con-
ceal unallowable political donations or
bribes by classifying them as consultant
fees.

7-2105.2 Adequacy of Supporting Evi-
dential Matter

a. FAR 31.205-33(f) contains three
specific documentation requirements that
must be met for professional and consultant
service costs to be allowable. These re-
quirements are:

(1) Details of all agreements (e.g., work
requirements, rate of compensation, and
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nature and amount of other expenses if
any) and details of actual services per-
formed.

(2) Invoices or billings submitted by
consultants, including sufficient detail as to
the time expended and nature of the actual
services provided.

(3) Consultant work products and re-
lated documents, such as trip reports indi-
cating persons visited and subjects dis-
cussed, minutes of meetings, and collateral
memoranda and reports.

b. Although auditors may not substitute
their judgment for the explicit documenta-
tion requirements in a. above, auditor
judgment remains important for determin-
ing if the evidence provided in each of the
three categories is adequate. In order to
reach a well reasoned audit conclusion on
professional and consultant service costs,
auditors must have sufficient and relevant
evidence to determine the nature and scope
of the work actually performed.

¢. The third category of required evi-
dence (7-2105.2a.(3)) is intended to pro-
vide support for the work actually per-
formed by the consultant (in contrast to the
first category of evidence regarding the
work planned to be performed). Although a
work product usually satisfies this require-
ment, other evidence may also suffice. If
the contractor provides sufficient evidence
demonstrating the nature and scope of the
actual work performed, the FAR 31.205-
33(f)(3) requirements are met even if the
actual work product (for example, an attor-
ney’s written advice to the contractor) is
not provided. The auditor should not insist
on a work product if other evidence pro-
vided is sufficient to determine the nature
and scope of the actual work performed. If
the contractor refuses to provide the work
product and the auditor cannot determine
the nature and scope of actual work per-
formed by reviewing other supporting
documents provided by the contractor, the
auditor should question the costs as unal-
lowable under FAR 31.205-33(f). The
auditor should note in the report that the
evidence provided was insufficient to con-
clude that the work preformed was for an
allowable purpose.

d. The contractor is responsible for pro-
ducing adequate evidential matter to sup-
port the claimed costs. If the auditor deter-
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mines that the claimed costs require addi-
tional support, then he or she should notify
the contractor as to the additional data re-
quired. The auditor should provide the
contractor with a reasonable period of time
to respond. If the contractor fails to re-
spond within this period, the costs should
be questioned as expressly unallowable per
FAR 31.205-33(f). The auditor should not
attempt to obtain the additional data by
requesting attorneys, consultants, or Gov-
ernment personnel to prepare statements of
work.

7-2105.3 Allowability of Costs and Audit
Considerations

Auditors should consider expressly
unallowable activities specified in FAR
31.205-33 as well as the provisions in other
cost principles in determining the allow-
ability of professional and consultant ser-
vice costs.

a. FAR 31.205-33(c) lists four expressly
unallowable activities.

(1) Services to improperly obtain, dis-
tribute, or use information or data protected
by law or regulation (FAR 31.205-
BOL). _ ,

(2) Services that are intended to im-
properly influence the contents of solici-
tations, the evaluation of proposals or
quotations, or the selection of sources for
contract award (FAR 31.205-33(c)(2)).

(3) Any services performed or other-
wise resulting in violation of any statute or
regulation prohibiting improper business
practices or conflicts of interest (FAR
31.205-33(c)(3)).

(4) Services performed which are not
consistent with the purpose and scope of
the services contracted for or agreed to
(FAR 31.205-33(c)(4)).

b. Professional and consultant service
costs may be unallowable under the provi-
sions of other cost principles, including:

(1) Costs contingent upon recovery
from the Government (FAR 31.205-
33(b)).

(2) Costs of planning or executing or-
ganization and reorganization (FAR
31.205-27(a)(1)).

(3) Costs of resisting or planning to
resist a reorganization (FAR 31.205-
27(a)(2)).
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(4) Costs of raising capital
31.205-27(a)(3)).

(5) Costs of financing and refinancing
operations, preparation of prospectuses,
and preparation and issuance of stock
rights (FAR 31.205-20).

(6) Costs related to bad debts (FAR
31.205-3).

(7) Costs related to legal and other pro-
ceedings (FAR 31.205-47).

(8) Reasonableness (FAR 31.201-3).

(9) Allocability (FAR 31.201-4).

c. Costs incurred by employees or
officers of the contractor for purposes
which are similar to those classified as
unallowable by FAR 31.205-33 are also
unallowable even though that cost princi-
ple specifically applies to outside profes-
sionals and consultants. FAR 31.204(c)
provides that the failure to include any
item of cost does not imply that it is either
allowable or unallowable. This determina-
tion is to be based on the overall princi-
ples and standards set forth in the FAR
and the treatment of similar or related
selected items. Under that rule, a cost is
unallowable if incurred by the perform-
ance of an outside service, then the cost of
similar work performed in-house is also
unallowable.

(FAR

7-2106 Capital Items as Contract Costs

a. Contractors sometime include the
unamortized value of capital equipment in
contract cost presentations. For items other
than approved special tooling, machinery,
or equipment, and in the absence of spe-
cific contractual coverage, the auditor will
question costs of capital items (See also
FAR Part 45).

b. Special Tooling and Special Test
Equipment. The cost of special tooling and
special test equipment (as defined in FAR
45.101a) used in performing one or more
Government contracts is allowable and
shall be allocated to the specific Govern-
ment contract or contracts for which ac-
quired (FAR 31.205-40). In auditing costs
for special tooling or test equipment, de-
termine if such items are properly classi-
fied and authorized under the contract. (See
FAR 45.306, Special Tooling and FAR
45,307, Special Test Equipment). Unau-
thorized or otherwise inappropriate charges
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for this type of item may be misclassified
in detailed cost accumulations such as for
material, supplies, or miscellaneous in-
house work orders for fabrication, produc-
tion support, or maintenance (see 9-602).
The auditor will use the Government prop-
erty administrator's review data and evalua-
tion reports, and should request technical
assistance to review any observed or sus-
pected deficiencies (See 14-400).

7-2107 Employee Termination Payments

7-2107.1 Termination Plans, Early Re-
tirement Incentives, and Severance
Payments

a. A termination plan sets out the crite-
ria used by a contractor to terminate its
employees and determines the termination
compensation to be paid to those employ-
ees.

b. A special termination plan uses dif-
ferent criteria than the contractor's normal
established criteria or provides different
benefits than its normal established bene-
fits. Special termination plans are used for
unusual circumstances such as the require-
ment to make mass terminations or a goal
to make significant reductions in the com-
pany's work force. In such situations, em-
ployers have found it advantageous to pro-
vide incentives for employees who
"volunteer" to be terminated. The employer
can design these plans to limit the employ-
ees eligible for termination as well as steer
employees who would be the best choices
from the employer's viewpoint toward
"volunteering."

c. Early retirement incentive payments
are payments made pursuant to a plan of-
fered exclusively to employees eligible to
retire under a pension plan. The purpose of
such plans is to induce eligible employees
to make an election to retire early and re-
ceive immediate pension benefits. Early
retirement incentives are sometimes in-
cluded within a termination plan. If in-
cluded in a termination plan, the early re-
tirement incentive policy and procedures
must meet the same requirements as if it
were a separate plan. (For further discus-
sion of early retirement incentive pay-
ments, see 7-608.) FAR 31.205-6(j)(7)
limits the allowable amount of the early
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retirement incentive payment to the em-
ployee's annual salary for the last contrac-
tor fiscal year completed prior to the em-
ployee's retirement.

d. Severance pay, also commonly re-
ferred to as dismissal wages, is defined in
FAR 31.205-6(g) as a payment, in addition
to regular salaries and wages, to workers
whose employment is being involuntarily
terminated. If a contractor makes a sever-
ance pay plan available to its employees
regardless of their retirement eligibility, the
payments from that severance plan are
allowable if they are reasonable and in
accordance with FAR 31.205-6(g). The
payments made under a severance pay plan
to employees who, coincidentally, are also
eligible for pension benefits should not be
reclassified and treated as early retirement
incentive payments subject to FAR 31.205-
66)(7). ,

e. The auditor should closely review the
reasonableness of special termination plans
that offer both severance-type benefits and
early-retirement-incentive-type benefits to
the same employee. A well designed spe-
cial termination plan usually does not need
to offer both of these benefits to the same
employee to achieve its goals to reduce
levels of employment. Usually, if both
types of benefits are included in the plan,
the employee can choose one of them, but
not both. However, the actual determina-
tion of allowability must be made consider-
ing the reasonableness of the entire termi-
nation plan (see 7-2107.7).

7-2107.2 Severance Pay Benefits

Contractors usually have a severance
pay policy that pays employees a set num-
ber of weeks' pay based upon years of ser-
vice. However, some contractors may pro-
vide additional termination benefits, such
as medical care, education, and relocation
expenses in order to reduce hardship to
employees terminated as the result of a
mass work force reduction process. These
additional benefits also represent severance
pay. The allowability of the total severance
pay is subject to the reasonableness criteria
contained in paragraph (b) of FAR 31.205-
6, Compensation for personal services.
Note that FAR 31.205-6(b) requires the
contractor to demonstrate reasonableness of

DCAA Contract Audit Manual



July 2004

compensation items. It specifies factors to
be considered in determining reasonable-
ness, including the compensation practices
of other firms in the same industry as well
as the practices of firms engaged in non-
Government work.

7-2107.3 Payments for Involuntary ver-
sus Voluntary Terminations

FAR 31.205-6(g) provides that sever-
ance pay is a payment, in addition to
regular salaries and wages, to workers
whose employment is being involuntarily
terminated. This provision can be applied
to both of the following situations. First,
"involuntarily terminated” can refer to
situations where the employee has no
option of staying with the company. Sec-
ondly, "involuntarily terminated" can
refer to situations where the contractor
has an established goal for a reduction in
work force. Whether or not any specific
employee is given an option to stay is
irrelevant, provided that the contractor
has an established goal. The contractor's
commitment to a work force reduction
may be evidenced by providing assurance
to the Government that the terminated
employees will not be replaced; i.e., their
jobs have been abolished in order to reach
the established goal. Reductions in the
work force made under this second situa-
tion are often accomplished under special
termination plans and may produce higher
termination costs than would the contrac-
tor's previously established termination
benefits. The higher costs are allowable if
reasonable (see 7-2107.7). Payments
made for involuntary terminations are
allowable subject to the provisions con-
tained in FAR 31.205-6, while payments
made for voluntary terminations are unal-
lowable.

7-2107.4 Normal and Abnormal Sever-
ance Pay

a. FAR 31.205-6(g)(2) classifies sever-
ance pay as either normal or abnormal.
Either is allowable only to the extent that in
each case it is required by:

(1) law;

(2) employer-employee agreement;
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(3) an established policy that consti-
tutes, in effect, an implied agreement on
the contractor's part; or

(4) the circumstances of the particular
employment.

b. Normal severance pay should be
allocated to all work performed in the con-
tractor's plant. When the contractor pro-
vides for accrual of pay for normal sever-
ances, such method will be acceptable if
the amount of the accrual is reasonable in
light of payments actually made for normal
severances over a representative past pe-
riod and if the amounts accrued are allo-
cated to all work performed in the contrac-
tor's plant.

¢. Abnormal or mass severance pay is
considered by FAR 31.205-6(g)(2)(iii) to
be of such a conjectural nature that meas-
urement of costs by means of an accrual
will not achieve equity to both parties. Ac-
cruals for abnormal or mass severance pay
are not allowable. However, when specific
payments occur, allowability will be con-
sidered on a case-by-case basis. Severance
paid under the terms of a special termina-
tion plan is generally abnormal severance.

7-2107.5 Severance Pay When There Is a
Replacement Contractor

Severance payments made to employees
who are to be employed by a replacement
contractor are not allowable. For this pur-
pose, employment by a replacement con-
tractor occurs when continuity of employ-
ment with credit for prior length of service
is preserved under substantially equal con-
ditions of employment, or continued em-
ployment by the contractor at another facil-
ity, subsidiary, affiliate, or parent company
of the contractor.

7-2107.6 Severance Paid in Addition to
Early or Normal Retirement Benefits

a. Prior to October 3, 1988, FAR
31.205-6(g)(2)(i) provided that severance
payments, or amounts paid in lieu of, are
not allowable when paid to employees in
addition to early or normal pension pay-
ments.

b. The prohibition of payment of both
severance and pension benefits was deleted
by Federal Acquisition Circular 84-39 ef-
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fective October 3, 1988. The FAR now
permits the payment of otherwise allowable
severance and pension benefits concur-
rently, as well as sequentially, i.e., in the
latter case, the contractor may delay pay-
ment of pension benefits until after the
period for which severance pay is pro-
vided. In the circumstances where the con-
tractor provides payment of both severance
and pension benefits to the same employee,
the auditor needs to closely review the plan
to determine if the total plan costs are rea-
sonable.

7-2107.7 Reasonableness of Special Ter-
mination Plan Costs

a. Contractors may offer special
termination  plans,  which  provide
enhanced benefits, to achieve a work
force reduction goal by inducing
voluntary employee terminations. The
rationale behind offering an enhanced
severance payment, or an early retirement
incentive, should be that the contractor
will achieve lower overall costs which
will offset the higher termination costs of
the special plans. The costs of such plans
could include loss of key personnel,
higher severance costs (e.g., increased
severance benefits for each employee
class when compared to the normal plan
and higher severance costs resulting from
senior workers volunteering to terminate),
and higher pension costs resulting from
primarily the early retirement incentives.
The primary cost reductions of such plans
generally are lower overall compensation
of the remaining employees, as well as
reductions in recruiting and training needs
in the near-term. For example, by
inducing older employees to retire, the
contractor retains younger, fully trained
employees who will not need to be
replaced for a longer period of time and
who are likely to be paid less than the
terminated workers.

b. The contractor should be able to
support a special termination plan with
sufficient information to make a determi-
nation that the additional costs incurred
by the special plan are offset by associ-
ated additional reductions in other costs.
Both FAR 31.205-6(b)(1) and 31.201-3
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require a contractor to demonstrate that its
plan is reasonable.

c¢. In assessing the reasonableness of a
plan, the auditor should consider the value
of intangible benefits associated with em-
ployee morale and the contractor's reputa-
tion as an employer. However, there is no
presumption that the Government will
allow the costs of such intangible bene-
fits. If justification for a special plan is
based on the value of intangibles, it would
be an appropriate subject for an advance
agreement with the Government before
the cost is incurred. (See FAR 31.109 for
further discussion of advance agree-
ments.) If the cost/benefit analysis in-
cludes intangible benefits and no advance
agreement was executed, the auditor
should discuss this matter with the con-
tracting officer. If it is decided that the
intangible items should be included in the
cost/benefit analysis, the auditor should
evaluate the reasonableness of the values
assigned to those items. The auditor
should question any unreasonable costs
associated with the plan.

7-2107.8 Golden Parachute Plans

a. A "golden parachute" is a termina-
tion agreement which provides for the
payment of extremely lucrative financial
benefits, usually to a limited number of
key executives. The termination or sever-
ance payments granted under the "golden
parachute™ arrangement are normally well
in excess of normal severance payments.
Such payments are paid only in the event
the employee leaves the company follow-
ing an actual or anticipated corporate
merger or a transfer of control over the
company. A common motivation for insti-
tuting a "golden parachute™ plan is to dis-
courage a hostile takeover by making the
costs of a takeover prohibitively expen-
sive.

b. The costs of "golden parachutes”
were made expressly unallowable in FAR
31.205-6(I)(1) effective April 4, 1988.
Costs of "golden parachutes™ are not rea-
sonable, do not benefit the Government,
and constitute costs incidental to reorgani-
zation because such agreements become
operative only with the actual or antici-
pated corporate takeover. Accordingly, the
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auditor should also question costs of
"golden parachutes" claimed by the con-
tractor for contracts awarded prior to April
4, 1988 based on the cost principle provi-
sions for reasonableness (FAR 31.201-3
and 31.205-6), allocability (the benefits
received requirement at FAR 31.201-4),
and organization costs (FAR 31.205-27).
For costs of "golden parachutes” included
in any billing, claim, or proposal submitted
by the contractor for contracts awarded on
or after April 4, 1988, the auditor should
cite FAR 31.205-6(1)(1) as a basis for disal-
lowing such costs. See also 7-1708.

7-2107.9 Severance Pay to Foreign Na-
tionals

a. Effective March 29, 1989, service
contracts to be performed outside the
United States included the clause at FAR
52.237-8. The clause limits severance paid
to foreign nationals performing services
outside the United States to the amount
typically paid to employees providing simi-
lar services within the United States. Effec-
tive February 19, 1993, this coverage was
removed from FAR 31.205-6, 37.110, and
52.237-8, for non-DoD contracts. This
coverage was included in DFARS 231.205-
6, effective October 30, 1992, for DoD
contracts.

b. Effective December 21, 1990, the
clause at FAR 52.237-8 was revised to
make such severance payments totally
unallowable for terminations of
employment resulting from requests of the
host foreign government to close or curtail
the employing activity. This prohibition of
severance payments only applies to
terminations of agreements between the
United States and the host country entered
into after November 28, 1989. Effective
February 19, 1993, this coverage was
removed from FAR 31.205-6, 37.110, and
52.237-8, for non-DoD contracts. This
coverage was included in DFARS 231.205-
6, effective October 30, 1992, for DoD
contracts.

c. The Defense Appropriations Act of
1992 (Section 346) allows DoD to waive
the limitations on allowability of severance
payments to foreign nationals for contracts
for the operations of overseas military
banking services.
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7-2107.10 Severance Pay Policies for
Paid Absences Under the Worker Ad-
justment and Retraining Notification
(WARN) Act

a. The Worker Adjustment and Retrain-
ing Notification Act (WARN), sometimes
called the Federal Plant Closure Law, 29
U.S.C. 2101, applies to employers with 100
or more full-time employees or to employ-
ers with 100 or more employees who in the
aggregate work at least 4,000 hours per
week (exclusive of overtime). The Act
requires that employees be provided with a
60-day advance notice when a plant is to be
closed or there is to be a mass layoff. A
plant closure is defined as a permanent or
temporary shutdown of a single site of
employment, one or more facilities, or an
operating unit, where 50 or more employ-
ees (excluding part-time employees) lose
their jobs. A mass layoff is defined as a
reduction in force which is not a plant clos-
ing but which results in at least 33 percent
of the work force (with a minimum of 50
employees) or 500 employees being termi-
nated (excluding part-time employees).

b. The WARN Act allows employers to
give notice to employees less than 60 days
in advance when a business circumstance is
such that it is not reasonably foreseeable at
the time that the 60 day notice would have
been required. In order to be not reasonably
foreseeable, the event must be caused by a
sudden, dramatic, and unexpected action or
condition outside the employer's control.

c. A contract termination may result in a
plant closure under the Act if it causes the
shutdown of at least one site, facility, or
operating unit. Shutdown of an operating
unit will occur when there is the discon-
tinuance of an entire product line or the
extinction of an organizationally distinct
operation or function. The critical factor in
determining what constitutes an operating
unit will be the organizational or opera-
tional structure of the contractor. The cir-
cumstances of each contract termination
should be reviewed and evaluated to de-
termine if the contract termination resulted
in a plant closure under the Act.

d. Where a contract termination results
in a plant closure, and the contractor has
exercised reasonable and prudent efforts in
providing timely notification of the plant
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closing, costs incurred to comply with the
WARN Act are generally considered al-
lowable and reasonable business expenses
under FAR 31.201-2 and 31.201-3.

e. Where the termination does not meet
the provisions of the WARN Act, the audi-
tor should determine if the contractor's
actions were reasonable. For example, if
the contractor terminates less employees
than the minimum required for application
of the WARN Act, any payments made for
unproductive effort should generally be
questioned as not meeting the test of pay-
ments for work accomplished in the current
year. However, such payments would be
allowable to the extent that the contractor
can demonstrate that, given the circum-
stances at the time, it was reasonable to
give the WARN Act notices and make the
associated payments to the affected em-
ployees.

f. In some instances, contractors may
place WARN Act status employees who
are in sensitive positions on paid absence
because of fear that those employees, if
allowed to work during the 60-day period,
might use their positions to harm the con-
tractor's assets or records in retaliation for
losing their jobs. There is no existing regu-
lation or policy which specifically prohibits
payments for such paid absence. The paid
absence during the 60-day notice period
could be considered additional severance
pay. However, the contractor may claim
the costs as some other category of cost
associated with the reduction in force. FAR
31.205-6(b) requires that the contractor
demonstrate reasonableness of compensa-
tion items and FAR 31.201-3 requires the
contractor demonstrate the reasonableness
of all costs claimed. Therefore, it is incum-
bent upon the contractor to demonstrate
why it believes the employees are a high
risk and should not be working during the
notice period. The contractor must also
explain why these employees cannot be
reassigned to perform nonsensitive work
elsewhere in the plant and what the con-
tractor's policy and procedures are in this
situation. Without acceptable justification
from the contractor, any claimed costs for
paid absence during the 60-day notice pe-
riod would be considered unreasonable and
should be questioned.
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7-2108 Industrial Security/Plant
Protection Costs

a. The provisions of FAR 31.205-29,
Plant Protection Costs, state that costs of
protecting the contractor's plant and other
property are allowable. The costs of items
such as:

(1) wages, uniforms and equipment of
personnel engaged in plant protection,

(2) depreciation on plant protection
capital assets, and

(3) necessary expenses to comply with
military requirements, are allowable pro-
vided they are reasonable and allocable.

b. There are now a number of commer-
cial companies that provide plant security
protection services, including well-trained
uniformed guards. These security service
companies often provide efficient plant
protection services for less than the cost of
such services performed by the contractor's
own security employees. Accordingly,
evaluation of costs of security guards at the
contractor's facilities should include a
comparison between the cost of the in-
house services and the cost of engaging an
outside security service firm. When exces-
sive or unreasonable costs are questioned
as a result of the above cost comparison, it
is the contractor's responsibility to demon-
strate the reasonableness and to justify the
costs (see FAR 31.205-6(b)(1)).

7-2109 Correction Costs for Internal
Control Deficiencies

An internal control system comprises
the plan of organization and all of the
coordinated methods and measures
adopted within a business to safeguard its
assets, check the accuracy and reliability
of its accounting data, promote opera-
tional efficiency, and encourage adher-
ence to prescribed managerial policies.
Internal controls extend to functions other
than those relating to accounting controls;
e.g., performance reports, employee train-
ing programs, and quality controls (see 5-
107). This subsection provides guidance
relating to the costs of correcting defi-
ciencies in internal control systems or
excessive costs that result from the lack of
effective internal controls.

DCAA Contract Audit Manual



July 2004

7-2109.1 Correction Costs of Quality
Control Program Deficiencies

a. Purpose of Quality Control. Effective
contractor quality control or product
assurance systems provide systematic
control of quality and reliability in all phases
of the operation including design,
procurement, production, testing, storage,
and handling of materials. Quality assurance
systems consist of both quality control and
inspection. The quality control system is
responsible for maintaining the quality of the
product  within  established  standards.
Inspection is a sorting process that classifies
material, parts, or products as acceptable or
unacceptable. As quality control becomes
increasingly  effective, the need for
inspection  correspondingly  decreases.
Weaknesses in or lack of effective control
can result in:

(1) Inadequate products or services;

(2) Unnecessary and ineffective use of
resources, including labor, material, and
equipment;

(3) Unreliable and inadequate analysis
of quality assurance requirements and in-
spection results;

(4) Unnecessary inspections and work
stoppages;

(5) Unreliable management reporting
systems;

d(6) Unnecessary administrative effort;
an

(7) Unreliable test equipment.

b. Allowability of Costs.

(1) The cost of maintaining an acceptable
quality control system is allowable, if rea-
sonable. Where minor deficiencies are cited
by the Government, making corrections to
the system should be considered to be part of
maintaining an acceptable quality control
system and related costs are allowable.
However, where significant corrections to
the quality control system are needed be-
cause of the contractor's earlier negligence in
establishing and/or maintaining acceptable
controls, an unreasonable amount of in-
creased costs to the Government would re-
sult through duplicative efforts to reinstitute
a quality control program. These costs
should be disallowed on a basis of reason-
ableness (FAR 31.201-3).

(2) FAR 46.311 requires certain con-
tracts to contain the contract clause at
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FAR 52.246-11, Higher-Level Contract
Quality Requirement (Government Speci-
fication). This clause requires contractors'
compliance with the specified Govern-
ment quality control specification re-
quirements. Where this clause is con-
tained in a contract, the contractor has a
contractual obligation to establish and
maintain a quality control program to
assure adequate quality throughout all
areas of contract performance, including
design, development, fabrication, process-
ing, assembly, inspection, test, mainte-
nance, packaging, shipping, storage, and
site installation. In these situations, the
contract clause provides a contractual
mechanism for requiring contractor cor-
rective actions at no increased cost to the
Government. Where a contractor is in
violation of the Government quality re-
quirements specified in a solicitation, a
comment should be included in DCAA
audit reports indicating that contract
award should not be made until the defi-
ciencies are corrected by the contractor.
In addition, where contractor deficiencies
are cited on existing contracts, the auditor
should recommend the use of advance
agreements for limiting Government li-
ability and segregation of the costs of
correcting quality control system defi-
ciencies (to allow audit visibility). If the
contractor refuses to segregate these
costs, recommend suspension of payment
until proper accounting and segregation of
costs are made.

7-2109.2 Costs Related to Extraordinary
Reviews of Unsettled Overhead Costs

a. All contractors doing business with
the Government are required by FAR
31.201-6 to have adequate internal con-
trols to assure that unallowable costs are
not included in billings and claims sub-
mitted to the Government. Some contrac-
tors may undertake large-scale reviews of
unsettled overhead costs to identify unal-
lowable costs that may have not been
segregated and removed from overhead
claims during the original processing of
the transactions and/or the initial prepara-
tion of the billings or claims. This ex-
traordinary effort is often the result of the
contractor's earlier negligence in estab-
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lishing, maintaining, and/or implementing
an adequate system of internal control.

b. When the circumstances cited in
paragraph a. above are encountered and
the contractor is incurring or is expected
to incur significant costs, the auditor
should notify the contractor that the costs
associated with such extraordinary re-
views of unsettled overhead costs are
considered to be unreasonable and will be
questioned under FAR 31.201-3, Deter-
mining reasonableness. The reasons to be
cited are:

(1) The costs are not of a type generally
recognized as ordinary and necessary for
the conduct of the contractor's business or
the performance of a contract. The costs
are duplicative of costs incurred for the
same purpose in prior periods. The Gov-
ernment has already reimbursed the con-
tractor for the costs of preparing billings
and claims for reimbursement. The fact that
this task was not adequately accomplished
does not entitle the contractor to additional
reimbursement.

(2) The costs are the result of the con-
tractor's failure to follow the requirements
of generally accepted sound business prac-
tices and contract terms.

(3) The costs result from actions taken
which were not those of a prudent busi-
nessman in the circumstances, considering
his responsibilities to the owners of the
business, his employees, his customers, the
Government, and the public at large.

7-2109.3 Costs Related to Contractor
Self Governance Programs

Contractor  activities under self-
governance programs are to be encouraged
as a matter of DoD policy. Costs of such
activities are allowable if reasonable in
amount.

7-2110 Bank and Purchase Card
Transaction Fees

a. Administrative costs associated with
short-term borrowings for working capital
may be classified as “bank fees.” These
administrative costs are allowable under
FAR 31.205-27, Organization costs.

b. Many contractors allow purchasers,
including the Government, to pay for pur-
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chases through the use of a purchase card
(such as the IMPAC card). When a con-
tractor accepts a purchase card for payment
of goods and services, the contractor is
charged for transaction costs, generally
referred to as “merchant fees”. Merchant
fees include fees paid by the contractor to
the contractor’s bank, the credit card com-
pany (i.e., VISA or MasterCard), and the
card-issuing bank for processing payment
through the credit card network. Auditors
should not assume these fees represent
unallowable interest costs merely because
the fee is usually expressed as a percentage
of the amount of the transaction. The trans-
action fees associated with the use of the
purchase card represent a charge for ad-
ministrative processing and do not repre-
sent interest on borrowings.

¢. Some banks offer financial agree-
ments which grant lines of credit at less
than the prime interest rate. The bank may
classify this difference as a bank fee which
the contractor may be claiming as an al-
lowable cost under Government contracts.
However, the difference between the
agreement’s rate and the prime rate should
be considered unallowable under FAR
31.205-20, Interest and other financial
costs, which specifically disallows interest
on borrowings, however represented. Ac-
cordingly, bank fees claimed by contractors
should be carefully reviewed to determine
whether they are, in fact, interest costs.

d. Where contractors have entered into
agreements similar to that discussed in para-
graph c. above, and claim the costs under
Government contracts, the procedures in 4-
702 should be followed as applicable.

7-2111 No Cost Storage Contracts
7-2111.1 Definition

No Cost Storage Contracts are contracts
for which the contractor is to provide the
Government with storage or warehousing
services, but payment of the costs associ-
ated with these services is not provided for
in the contracts. Some of these contracts
specify that storage or warehousing costs
are to be charged as an indirect expense.
Other such contracts, while not specifically
stating that the storage or warehousing
costs are to be charged indirect, make no
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provision for reimbursement of such costs
under the contract. The likely result is that
the costs associated with the storage or
warehousing are allocated to and reim-
bursed under other non-benefiting Gov-
ernment contracts.

7-2111.2 Audit Considerations

a. Allocability of Costs. The provisions
of FAR 31.201-4, Determining Allocabil-
ity, and CAS 418 set forth criteria for de-
termining the proper allocation of expenses
to final cost objectives. Irrespective of
whether a contract provides for reimburse-
ment of costs of particular items, the al-
locability of costs must be determined by
the casual or beneficial relationship of the
cost to the final cost objectives. Other con-
tracts cannot bear the storage or warehous-
ing costs that are properly allocable to the
No Cost Storage Contracts (see 6-606 and
8-418).

b. Consistency in Accounting Treat-
ment of Costs. FAR 31.202, Direct Costs,
and CAS 402 state that all costs incurred
for the same purpose in like circum-
stances, are either direct costs only or
indirect costs only with respect to final
cost objectives. A noncompliance with
FAR 31.202 and CAS 402 arises when
some contracts are charged directly for
storage costs, as well as indirectly for the
storage costs that should have been
charged to the No Cost Storage Contracts.
Inconsistent accounting treatment of stor-
age or warehousing expense should be
reported as a noncompliance with these
requirements (see 6-608.3 and 8-402).

c. Anticipated Awards of No Cost
Storage Contracts. When an ACO, PCO,
or commercial customer has requested the
contractor to store property at no cost, the
auditor should place the ACO and/or
PCO, and the contractor on notice that the
cost associated with the storage or
warehousing should be allocated in
accordance with the contractor's normal
accounting practices and the criteria
discussed in paragraphs a. and b. above. If
necessary, discuss the issues with the
cognizant ACO so that a written notice of
intent to disallow costs on impacted
contracts may be issued in accordance
with FAR 42.8.
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d. Active No Cost Storage Contracts.
Where auditors identify No Cost Storage
Contracts, any inappropriate allocation of
costs should be questioned. If not already
issued, appropriate CAS and/or FAR non-
compliance reports and DCAA Forms 1,
if applicable, should be issued. In these
situations, the contractor may assert that
the audit position would involve prejudi-
cial retroactivity and may introduce es-
toppel as a defense. The validity of an
asserted estoppel claim is a legal issue
and the auditor should not attempt to re-
solve such arguments. Estoppel is a matter
which normally should be considered by
contracting officers and procurement
counsel subsequent to the issuance of the
audit results. However, if an auditor per-
ceives that an estoppel issue may affect an
audit, the matter should be referred to the
Regional Director for appropriate legal
consultation.

7-2112 Banked Vacations
7-2112.1 General

a. The term "banked vacations" refers
to a situation where contractors have poli-
cies that allow employees to carry for-
ward and accumulate (bank) all or a por-
tion of vacation time not taken within the
year in which entitlement is earned. The
banked vacation can be taken at a later
date or not taken at all, in which case
payment for the amount of banked vaca-
tion time is usually made when the em-
ployee terminates employment. Some-
times contractors write up the vacation
liability on the books to reflect employ-
ees' pay raises received subsequent to the
periods in which vacation was earned.

b. CAS 408 does not address the prac-
tice of banking vacations, nor does CAS
415 specifically apply to compensated
absences. Therefore, auditors should not
issue CAS 408 or CAS 415 noncompli-
ances because of problems with the con-
tractors’  policies/practices  regarding
banked vacations.

7-2112.2 Audit Considerations

a. Many contractors have ceased the
practice of banking vacations, (i.e., have
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adopted a use-or-lose policy), or now
allow deferral for only one accounting
period following the year in which the
vacation was earned. Nevertheless, if the
situation of banked vacations exists, the
auditor must first determine if the con-
tractor's method of accounting for banked
vacation accruals is proper, and then look
at the reasonableness of the vacation pol-
icy and costs as a component of total
compensation.

b. A contractor normally accrues vaca-
tion liability as each employee earns va-
cation. It is appropriate for a contractor's
books to reflect the liability that will have
to eventually be paid. Therefore the con-
tractor, for financial accounting purposes,
may decide to write up the vacation ac-
cruals; otherwise the accruals on the
books may be understated. If banked va-
cation deferrals extend beyond one year
and related write-ups are significant, the
auditor should recommend that the ACO
seek an advance agreement with the con-
tractor establishing mutually agreeable
criteria for calculating banked vacation
accruals including consideration of pre-
sent value methodology.

7-2113 Payments to Contractors Under
the Job Training Partnership Act

a. The Job Training Partnership Act
was passed by Congress to help turn the
hard-core unemployed into productive
wage earners. As part of that effort, local
Private Industry Councils (PIC) were
created to identify, counsel, train, and
place unemployed people. One incentive
to industry to participate in the program is
a partial subsidization of these new
workers' wages, up to 50 percent, for the
first weeks or months of their
employment. The law further specifies
that these PIC reimbursements are
intended to compensate employers for the
increased training costs and reduced
productivity associated with hiring the
hard-core unemployed.

b. Contractors receiving PIC payments
as part of this program should not receive
duplicate reimbursements under Govern-
ment contracts. If the contractor includes
costs in its proposals or billings that are
subject to PPD reimbursement, an appro-

July 2004

priate credit should be given to the Gov-
ernment. Conversely, if the contractor can
and in fact does exclude from its propos-
als or billings increased costs resulting
from its participation in the PIC program,
then no credit or offset is required. Such
increased costs often result from addi-
tional training and supervision that are
associated with hiring the hard-core un-
employed as well as reduced productivity
in the form of additional hours and mate-
rials required by these employees.

7-2114 Employee Stock Ownership
Plans (ESOPs)

7-2114.1 General

a. An Employee Stock Ownership
Plan (ESOP) is an individual stock bonus
plan designed specifically to invest in the
stock of the employer corporation. An
ESOP may be either nonleveraged or
leveraged.

b. An Employee Stock Ownership
Trust (ESOT) is the entity responsible for
administering the ESOP. The contractor's
contributions to the ESOT may be in the
form of cash, stock, or property.

¢. Under a nonleveraged ESOP, annual
contributions are made by the corporation
to the ESOT in the form of stock, prop-
erty, or cash. If the contribution is in the
form of cash, the ESOT uses this cash to
acquire company stock. The ESOT holds
the stock for the employees and periodi-
cally notifies them of how much they own
and how much it is worth. The employees
receive the stock (or the cash equivalent)
when they retire or otherwise leave the
company (depending upon the provisions
of the ESOP).

d. Under a leveraged ESOP, the ESOT
borrows money from the bank and then
uses these funds to make a large purchase
of company stock, either from the share-
holders or from the company, e.g., treas-
ury stock. This stock then becomes collat-
eral for the bank loan. Each year the
company makes a contribution to the
ESOT equal to the total amount of the
principal and interest on the loan. The
ESOT then uses this money to make its
annual payment to the bank. Upon receipt
of the ESOT loan payment the bank re-
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leases an amount of stock in proportion to
the loan principal paid by the ESOT. The
released stock is then distributed by the
ESOT to the accounts of the plan partici-
pants in accordance with the provisions of
the plan. The employees receive the stock
(or the cash equivalent) when they retire
or otherwise leave the company (depend-
ing upon the provisions of the ESOP).

7-2114.2 Pension Versus Deferred Com-
pensation ESOPs

a. For a plan to be a pension ESOP, the
official plan documents must offer the plan
participants:

(1) benefit payments for life or

(2) benefits that are payable for life at
the option of the participants. Some con-
tractors may contend that a pension ESOP
exists where there is no official plan provi-
sion for life payments, because the contrac-
tor has made some informal provisions to
cash in the employee's stock and purchase
an annuity for the employee. Such informal
provisions are not enough to meet the
"payable for life" requirement for pension
plans, nor are these informal provisions
enforceable by the employee.

b. Plans that provide future payments
for current work, and that are not pen-
sions, are deferred compensation ESOPs.

7-2114.3 Applicable FAR/CAS

a. The reasonableness of all ESOP costs
must be supported in accordance with FAR
31.205-6(a) and (b). In assessing the rea-
sonableness, the auditor should review the
terms of the ESOP to determine if the plan
design provides unreasonable compensa-
tion to certain employees or groups of em-
ployees. In addition, the reasonableness of
the amount of stock distributed to employ-
ees should be reviewed in conjunction with
a review of the employees' total compensa-
tion (see 5-800 ).

b. Under leveraged ESOPs, for any
given period the shares released from
collateral under the terms of the loan may
exceed the number of shares to be allo-
cated under the terms of the plan. The
auditor should be alert to excess shares
that might be awarded to ESOP partici-
pants and claimed by the contractor. In
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the absence of the Contracting Officer's
prior approval, the award of excess shares
to ESOP participants should be ques-
tioned, since the excess shares are not
awarded according to the established
compensation plan.

c. Contractor contributions to a pension
ESOP must meet the requirements of CAS
412 and FAR 31.205-6(j), while contribu-
tions to a deferred compensation ESOP are
subject to the requirements of CAS 415 and
FAR 31.205-6(k).

d. FAR 31.205-6(j)(8) specifically
addresses the allowability of pension
ESOP costs. For pension type ESOPs,
interest costs incurred by the trust are
allowable provided the contractor’s an-
nual contribution to the ESOT meets
general reasonableness criteria and the
specific limitations in subparagraph (j)(8)
of the cost principle, e.g., contributions
may not exceed 15 percent (25 percent
with a money purchase plan) of employee
salary and wages. FAR 31.205-6(j)(8)(E)
limits the allowability of cash contribu-
tions used by the ESOT to purchase
stock. The amount of the price paid for
the stock in excess of its fair value, and
the interest applicable to the excess price
are unallowable. Contractor’s cash con-
tributions (principal and interest) attrib-
utable to the excess price should be ques-
tioned pro rata during the loan repayment
period.

e. CAS 415.50(e)(1) requires that the
cost of deferred compensation awards,
when such awards are made in the stock
of the contractor, shall be based on the
market value of the stock on the meas-
urement date, i.e., the first date the num-
ber of shares are known. For deferred
compensation ESOPs, the date the con-
tractor transfers the stock to the ESOT or
pledges the stock as loan collateral on
behalf of the ESOT is the first date that
the number of shares awarded is known.
Thus, for leveraged ESOPs, costs assign-
able to a cost accounting period will be
the fair market value of the stock on the
date the contractor transfers the stock to
the ESOT or pledges the stock as loan
collateral on behalf of the ESOT, multi-
plied by the total number of shares actu-
ally earned for that period.
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7-2114.4 ESOP Stock Valuations

a. The auditor should perform audit
tests to determine that the contractor is not
reimbursed an amount exceeding the fair
market value of the stock on the measure-
ment date. Where a leveraged buyout is
involved, the price per share immediately
after the buyout represents the value of the
stock to be distributed to contractor em-
ployees. As such, the fair market value of
the stock should be based on the contrac-
tor's debt/equity structure immediately after
the buyout.

b. For stock that is publicly traded in
substantial quantities, the published trad-
ing price on the measurement date should
reflect the fair market value of the stock.
For companies where the stock is not pub-
licly traded in substantial quantities, a
valuation is required. The annual ap-
praisal of the ESOP stock should serve as
the baseline for the auditor's review.

¢. Valuation of stock for a company that
is not publicly traded in substantial quanti-
ties is a complex process. While there is no
formula that can be applied to all circum-
stances, the auditor should determine if the
data used in making the valuation is current,
accurate, and complete, and if the assump-
tions underlying the valuation are reason-
able. In addition, the auditor should deter-
mine if appropriate adjustments have been
made to reflect minority interests and/or lack
of marketability.

d. Discount for Minority Interest - The
discount for minority interest represents
the additional cost per share needed to
obtain a majority (control) interest di-
vided by the majority cost per share. The
fair market value of the ESOP stock
should include a discount to reflect a mi-
nority interest whenever the ESOT has
not purchased a controlling interest in the
company, i.e., the ESOT cannot exercise
control over company decisions. A dis-
count may also be appropriate even when
the ESOT has purchased a majority of the
company stock, if circumstances are pre-
sent which prevent the ESOT from effec-
tively exercising meaningful control, e.g.,
the ESOP trustee exercises significant
voting rights and is not independent of the
company. The decision to apply a minor-
ity discount in such situations must be
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made on a case-by-case basis. The deci-
sion should consider all relevant factors
including the fiduciary responsibility of
the trustee which may mitigate the lack of
independence.

(1) Where the ESOP stock has been
obtained as part of a buyout, the addi-
tional cost can generally be computed by
taking the difference between the actual
cost paid per share and the value of the
stock prior to any knowledge or specula-
tion (e.g., leaks or rumors) of the upcom-
ing buyout. This value must be close
enough in time to be relevant to the buy-
out (preferably one or two months) but
should not be a time period in which there
were significant events that led to chang-
ing market conditions (e.g., stock market
crash or product boycott).

(2) Where a leveraged buyout is not
involved, the discount should be based on
historical data regarding similar compa-
nies that have been bought or sold within
a relevant time period. If no such data
exists, then overall market information
may be used.

e. Discount for Lack of Marketability -
Where the stock is not publicly traded, it
should generally be discounted to reflect
its lack of marketability. A marketability
discount reflects the fact that the stock of
a closely held company is generally less
attractive to potential investors than pub-
licly traded stock.

(1) Even when the company has al-
ways exercised its option to repurchase
the stock, or where the plan requires the
company to repurchase the stock (called
"put” rights), some discount will usually
apply. While the amount of the market-
ability discount will differ depending
upon the specific circumstances involved,
such discounts have generally ranged
from 5 to 20 percent.

(2) Factors that influence the amount
of the marketability discount include the
extent to which "put” rights are enforce-
able, the company's ability to meet its
obligations with respect to these "put"
rights (taking into account the company's
financial strength and liquidity), the com-
pany's history of redeeming its ESOP
shares for cash when tendered, and the
establishment of a funding program for
the repurchase liability.
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7-2114.5 Allowability of ESOP Interest
Costs Incurred Before January 1, 1994
and Costs Associated with Valuation of
ESOP Stock Incurred Before January 1,
1995

a. Section 844 of the Defense Authori-
zation Act for 1998 provides a “sense of
Congress” regarding the allowability of
ESOP interest costs incurred before Janu-
ary 1, 1994 and the allowability of costs
associated with valuation of ESOP stock of
closely held companies for costs incurred
before January 1, 1995. The Department of
Defense adopted the “sense of Congress”
by providing guidance on the treatment of
applicable ESOP costs in a January 22,
1998 memorandum issued by Director,
Defense Procurement. The special treat-
ment does not affect ESOP costs incurred
after those dates. Auditors should continue
to follow the applicable paragraphs of 7-
2114 for those audits.

b. The special treatment regarding the
allowability of interest cost applies only to
deferred compensation ESOPs that are
leveraged. Auditors should not disallow
ESOP costs that meet both of the following
conditions: (1) Costs were included in in-
curred cost proposals submitted prior to
November 18, 1997; and (2) costs were
incurred before January 1, 1994. For inter-
est costs incurred after January 1, 1994,
auditors should apply CAS 415 criteria to
measure and assign the cost of deferred
compensation ESOPs (see 7.2114.3¢.).

c. The special treatment regarding the
allowability of costs associated with valua-
tions of ESOP stock of closely held com-
panies applies to both pension and deferred
compensation ESOPs. Auditors should not
disallow costs related to ESOP debt, con-
trol premiums, or marketability discounts
associated with the valuation of ESOP
stock of closely held companies, if the
costs meet both of the following condi-
tions: (1) Costs were included in incurred
cost proposals submitted prior to Novem-
ber 18, 1997; and (2) costs were incurred
before January 1, 1995. For costs incurred
after January 1, 1995, auditors should
evaluate the ESOP stock in accordance
with 7-2114.4 above.

d. Prior positions taken by the Govern-
ment before January 1, 1994 for ESOP
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interest costs and before January 1, 1995
for ESOP stock valuations need not be
changed. Evidence of a prior Government
position is an audit report that questioned
the costs, a Form 1 that disallowed the
costs, or a contracting officer decision stat-
ing the costs were unallowable.

e. The special allowability treatment
does not supersede any agreement already
entered into between the Government and
the contractor providing for a different
treatment of ESOP costs.

7-2114.6 Dividends Used To Satisfy
ESOP Contribution Requirements for
Leveraged ESOPs

a. Tax regulations allow companies
with leveraged ESOPs to deduct dividend
payments used to service ESOP debt, in-
cluding dividend payments applicable to
stock that has been allocated to employee
accounts (allocated stock), as well as divi-
dend payments applicable to stock held by
the employee stock ownership trust (unal-
located stock). As a result, some companies
use the dividends applicable to allocated,
unallocated, or both allocated and unallo-
cated stock to satisfy their annual ESOP
contribution requirements.

b. Dividend payments that relate to
stock that has been allocated to employee
accounts on or before the dividend date of
record are unallowable because they arise
from ownership of the stock rather than
compensation for services rendered. This is
the case regardless of whether the divi-
dends are paid directly to the employees,
credited to employee accounts, or used to
service the ESOP debt, or used to acquire
additional shares. Since such dividend
payments do not represent remuneration for
services rendered, they do not meet the
requirements for compensation under CAS
415 or FAR 31.205-6.

c. Allowable ESOP costs are equal to the
fair value of the stock allocated to employee
accounts in the current year, less the amount
of dividends applicable to the shares that
have been allocated to employee accounts on
or before the dividend date of record (Figure
7-21-1). Schedule E (Form 5500) of the
contractor’s annual tax return identifies divi-
dends used to service ESOP debt for allo-
cated and unallocated stock.
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Figure 7-21-1
ESOP Dividend Example

1. Assumptions:

Dividends Used to Satisfy ESOP Contribution Requirements $60,000
Dividends Related to Allocated Shares $25,000
Dividends Related to Unallocated Shares $35,000
Fair Market Value on Date Contractor Pledged Stock $ 10
Shares Allocated to Employee Accounts in Current Year 10,000

2. Solution:

Under CAS 415.50, the amount of deferred compensation ESOP costs assignable to a
given accounting period for a leveraged ESOP is the fair market value on the date the con-
tractor sells, assigns, or otherwise transfers control of the stock, multiplied by the total
number of shares actually earned for that accounting period (7-2114.3(d)). Thus, for this

example, allowable ESOP costs would be computed as follows:

Measured Under CAS 415.50 ($10 x 10,000 shares)

$100,000

Less: Unallowable Amounts - Dividends Related to Allocated

Shares (7-2114.5(b))
Allowable ESOP Costs

7-2115 Cooperative Research
Consortium Costs

7-2115.1 Introduction

This section provides guidance for per-
forming audits of cooperative research
consortiums. This guidance is specifically
targeted at partnerships, joint ventures, or
corporations (referred to in this section as
consortiums) formed pursuant to the Na-
tional Cooperative Research Act. Guidance
on other organizational structures chosen
by a contractor to carry on its business or
to bid on Government contracts is provided
in 7-1800.

7-2115.2 General

In 1984, Congress passed the National
Cooperative Research Act. This act eased
antitrust laws to allow companies in the
same industry to jointly develop new
technology. Under the Act, research and
development is usually funded coopera-
tively to develop base technology for use
by member firms individually in proprie-
tary applications. The Act covers research
and development activities up to the pro-
totype stage. Cooperative research con-
sortiums are usually formed to explore
specific research areas.

$ 25,000
$ 75,000

7-2115.3 Accounting Considerations

a. While the terms and conditions of
these agreements may suggest they are
contracts, they are not the type of con-
tract contemplated under FAR 31.205-
18(a) that would preclude the recovery of
IR&D costs. R&D costs incurred by a
defense contractor pursuant to a coopera-
tive agreement may be considered as
allowable IR&D costs if the work per-
formed would have resulted in allowable
IR&D costs had there been no coopera-
tive agreement.

b. Consortium costs will most likely be
charged to indirect cost pools, primarily
as  Manufacturing and  Production
Engineering (MPE) or IR&D. The audit
review of consortium costs must consider
the different accounting treatment
afforded MPE costs versus IR&D costs.
As MPE, the costs are not subject to
ceiling limitations imposed by
IR&D/B&P advance agreements and are
charged to the Government through G&A
and overhead allocations. Because the
cost limitations of IR&D and B&P
advance agreements are often exceeded,
the proper classification of consortium
costs is particularly important, and
depends on the nature and purpose of the
work being conducted at the consortium.
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c. MPE (FAR 31.205-25) does not
cover basic and applied research effort
related to new technology, materials, sys-
tems, processes, methods, equipment,
tools, and techniques. These are all cov-
ered by the IR&D/B&P cost principle,
FAR 31.205-18. Nor does MPE cover any
development effort for manufacturing or
production materials, systems, process,
methods, equipment, tools and techniques,
that are intended for sale. These costs are
also covered by the IR&D/B&P cost prin-
ciple. MPE covers only developing and
deploying new or improved methods of
producing a product or service when such
new or improved technology is to be used
in the contractor's own productive facili-
ties.

7-2115.4 Classification of Costs and
Audit Considerations

a. To properly classify consortium
costs, the nature and purpose of the pro-
jects involved must be determined. Al-
though FAR clearly delineates between
IR&D and MPE costs, the technical na-
ture of this work may make it difficult to
distinguish between independent research
and development and development effort
not intended for sale. To assist the auditor
in making these decisions, Government
technical specialist assistance should be
sought. Procedures for identifying and
obtaining technical specialist assistance
are outlined in Appendix D.

b. The contractor should be able to
provide documentation to support the
nature and purpose of consortium pro-
jects. The contractor should also provide
all legal documents (e.g., partnership
agreements, shareholder agreements,
certificates of incorporation, technology
agreements) which pertain to the creation
of the consortium. These documents of-
ten contain valuable information regard-
ing the purpose of the consortium as well
as information on other accounting issues
such as income/loss distribution, payment
schedules, and ownership of products or
technology developed by the consortium.

¢. When reviewing the nature and pur-
pose of specific projects engaged in by a
consortium, the following additional
sources of information may prove helpful:
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(1) contractor interoffice memos dis-
cussing the project,

(2) articles in company newsletters or
journals,

(3) slides/charts/minutes from com-
pany briefings or conferences,

(4) papers or speeches to professional
organizations or conferences, and

(5) newspaper articles.

d. In addition to the distinction be-
tween MPE costs and IR&D costs, there
are other important audit considerations
pertaining to consortiums.

(1) Costs for consortiums may be
charged to an account for trade and pro-
fessional organizations. Included in these
costs may be both basic membership fees
and sponsorship fees for specialized re-
search and development programs. The
classification and allowability of these
sponsorship fees will depend upon the
nature and purpose of the research pro-
grams and the company's intended use of
the resulting technology.

(2) An important consideration is the
accounting treatment given any in-
come/loss of the consortium. Usually, the
consortium agreement provides for distri-
bution of net income/loss to the individual
member companies. The applicable por-
tion of any income relating to allowable
cost should be credited to the Government
in accordance with FAR 31.201-5.

(3) There may be significant related
party transactions between the consortium
and its members. A consortium may hire
one or more member companies to pro-
vide a variety of services. For example, a
member company may provide a consor-
tium with executive search services or
legal support. The applicable portion of
any payment relating to an allowable cost
should be credited to the Government in
accordance with FAR 31.201-5.

(4) The employees of a member com-
pany may be temporarily assigned to the
consortium. The consortium may reim-
burse the company for employees' salary
and relocation expenses. The accounting
for the employee's salary and any reim-
bursement a member company receives
for the loan of its employee should be
determined.
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7-2116 Lobbying Costs

Lobbying costs represent amounts in-
curred to influence the outcome of elec-
tions, referendums, legislation, and other
governmental actions at all levels of Gov-
ernment.

7-2116.1 Lobbying Cost Principle

a. FAR 31.205-22 disallows most costs
incurred to influence elections, public votes
on issues, political parties, and legislation.
It also disallows costs incurred to induce or
tend to induce, either directly or indirectly,
executive branch employees to give con-
sideration or to act regarding a Government
contract on any basis other than the merits
of the matter. FAR 31.205-22(b) states that
the following lobbying costs are allowable:

(1) Costs that result from requests by a
legislative body for certain types of infor-
mation.

(2) Costs for influencing state or local
legislation in order to directly reduce con-
tract cost or to avoid material impairment
of the contractor's authority to perform the
contract.

(3) Costs for performing any activity
specifically authorized by statute to be
undertaken with contract funds.

b. FAR 31.205-22 sets forth require-
ments for supporting and claiming allow-
able costs and for disclosing unallowable
costs that are not claimed. Unallowable
lobbying costs must be separately and
specifically disclosed in the submission as
voluntary deletions from the contractor's
final costs for the period. Lobbying costs
may not be removed from the submission
as part of an undifferentiated total which
includes other types of costs. Likewise, a
contractor may not simply exclude the
costs without identifying that the costs
were incurred and removed. Prior to Au-
gust 19, 1996, FAR 31.205-22(f) ex-
empted contractors from certain time-
keeping requirements when employees
spent less than 25 percent of their total
time engaged in lobbying activities. This
exemption was deleted effective August
19, 1996 because it implied a conflict
with other existing record keeping re-
quirements in the FAR and CAS. Contrac-
tors were, and still are, required to main-
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tain records adequate to support allowable
lobbying costs claimed and to segregate
unallowable lobbying costs not claimed,
in accordance with the certification re-
quirements (see 6-706).

c. DFARS 231.205-22(a), 231.303(3),
231.603 and 231.703, effective September
8, 1997, implement Section 7202 of the
Federal Acquisition Streamlining Act of
1994 pertaining to legislative lobbying
costs. The DFARS provisions disallow
costs incurred by DoD contractors for
preparing any material, report, list, or
analysis concerning the actual or pro-
jected economic or employment impact in
a particular state or congressional district
of an acquisition program for which all
research, development, testing and
evaluation has not been completed.

7-2116.2 Lobbying in Connection with
Federal Contracts and Other Federal
Actions - Byrd Amendment

a. FAR Subpart 3.8 implements 31
U.S.C. 1352, entitled "Limitation on Use
of Appropriated Funds to Influence Cer-
tain Federal Contracting and Financial
Transactions." This legislation, which was
signed into law on October 23, 1989, is
commonly referred to as the Byrd Amend-
ment. The legislation has been imple-
mented by contract clause, as opposed to
a change in the FAR cost principles. Ef-
fective December 23, 1989, solicitations
exceeding $100,000 are required to in-
clude the clauses at FAR 52.203-11 (Cer-
tification and Disclosure Regarding Pay-
ments to Influence Certain Federal
Transactions). Effective December 23,
1989, both solicitations and contracts are
required to include the clause at FAR
52.203-12 (Limitation on Payments to
Influence Certain Federal Transactions).

b. FAR clause 52.203-12 makes the cost
of certain lobbying activity unallowable.
The activity covered is influencing or at-
tempting to influence an officer or em-
ployee of an agency, a Member of Con-
gress, an officer or employee of Congress,
or an employee of a Member of Congress
in connection with any covered Federal
action. A covered Federal action is defined
as:
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(1) the awarding of any Federal con-
tract,

(2) the making of any Federal grant,

(3) the making of any Federal loan,

(4) the entering into of any cooperative
agreement, or

(5) the modification of any Federal
contract, grant, loan, or cooperative agree-
ment.

¢. The Act does not apply to the follow-
ing activities:

(1) Providing information specifically
requested by a Member of Congress, an
employee of Congress, an employee of a
Member of Congress, or an officer or em-
ployee of a Federal agency.

(2) Agency and legislative liaison by
a contractor's regularly employed em-
ployee, provided the activity is prior to or
not directly related to a specific solicita-
tion.

(3) Selling activities by independent
sales representatives, provided such
activities are prior to formal solicitation
and limited to the merits of the matter.

(4) Professional or technical services
rendered directly in the preparation, sub-
mission, or negotiation of a bid or pro-
posal, provided such services are limited
to providing advice and analysis which
directly applies a professional or technical
discipline and are further limited to the
merits of the matter.

7-2116.3 Lobbying Disclosure Act of
1995

a. The Lobbying Disclosure Act
(LDA) of 1995, which became effective
January 1, 1996, significantly expanded
the registration and reporting require-
ments for those who engage in lobbying
activities. An organization must register
(Form LD-1) and file semiannual reports
(Form LD-2) with the Secretary of the
Senate and the Clerk of the House if the
organization has at least one employee
who meets the statutory definition of
lobbyist, and (1) the organization’s total
lobbying expenses exceed $20,000 (in
the case of in-house lobbyists) or (2) the
firm’s total income from lobbying activi-
ties for a particular client exceeds $5,000
(in the case of a lobbying firm, including
a self-employed lobbyist) during a semi-
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annual reporting period. The Act defines
lobbyist as a person who spends 20 per-
cent or more of his or her time on lobby-
ing activities that include more than one
lobbying contact. A lobbying contact
encompasses virtually any oral or written
communication (including an electronic
communication) to certain executive and
legislative branch officials. The Act re-
quires the dollar thresholds to be adjusted
on January 1, 1997 and at 4-year inter-
vals thereafter to reflect changes in the
Consumer Price Index. For the January 1,
1997 adjustment, the $5,000 threshold for
lobbying firms remains unchanged, and
the threshold applicable to organizations
employing in-house lobbyists is adjusted
to $20,500. For the January 1, 2001 ad-
justment, the threshold for lobbying firms
is adjusted to $5,500, and the threshold
applicable to organizations employing in-
house lobbyists remains unchanged at
$20,500.

b. Lobbying firms are required to file
a separate registration and semiannual
report for each client, while organiza-
tions employing in-house lobbyists file a
combined registration and semiannual
report covering their entire in-house lob-
bying activities. Semiannual reporting
requires registrants to disclose specific
lobbying issues, the name of each em-
ployee who acted as a lobbyist, and the
organization’s total lobbying expenses
for in-house lobbyists or the firm’s total
income for a particular client for a lobby-
ing firm.

c. Auditors should determine whether
the contractor is a registrant under the
Act and obtain copies of the semiannual
reports filed by the contractor in planning
and performing audits of lobbying costs
and audits of a contractor’s Washington
Office costs. Unallowable lobbying ex-
penses identified and excluded from the
contractor’s overhead settlement propos-
als should be reconciled with the total
expenses reported on semiannual reports.
If any significant differences are found,
the auditor should request an explanation
from the contractor. The list of employ-
ees and specific lobbying issues disclosed
in semiannual reports should also be con-
sidered in planning and performing audits
of labor costs. However, it should be
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noted that this list may not include all
employees participating in lobbying ef-
forts because of the “20 percent rule” and
minimum one lobbying contact require-
ment.

d. In accordance with the Lobbying
Disclosure Act of 1995, the Secretary of
the Senate has initiated a program to al-
low the public to view filings received by
the United States Senate Office of Public
Records. The filings are available on the
internet on the official United States
Senate web site at www.senate.gov under
“Legislation & Records” and then “Lob-
bying Disclosure.” The site allows the
auditor to search the filings by contractor
name.

7-2117 Military Operations -- War
Hazard, Reserve Supplements, and
Desert Storm

7-2117.1 War Hazard Pay

a. Contractors will sometimes offer
hazardous duty pay as an incentive to
employees performing work under
unusually dangerous situations. These
incentives vary among contractors and
may reflect differences in individual
circumstances. Such incentives are to be
evaluated for reasonableness on a case-
by-case basis. Each contractor should
support the reasonableness of the
incentives by presenting evidence that
may be relevant to the particular
circumstances. War hazard differentials
may well be justified in order to ensure
that critical functions are maintained in
support of our troops.

b. The amount of war hazard pay nec-
essary in a given situation will depend on
many factors, such as:

(1) Country and city where assigned,

(2) Distance of work site from actual
battlelines and surrounding areas of im-
minent danger,

(38) War hazard differentials being
offered by other defense contractors in the
same location,

(4) Employee response to any lower
war hazard differential pay offers made
by the contractor,

(5) Availability of alternate workers at
appropriate skill level, and
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(6) Other compensation offered, such
as bonuses and insurance coverage.

c. Auditors should review the
reasonableness of the process by which
the war hazard differentials are set
without any preconceived idea of what
percentage or dollar amount is to be
accepted as reasonable. Whatever policy
the contractor sets should be consistent to
ensure that the contractor is not paying
the war hazard differential only where it
can be reimbursed on Government
contracts (e.g., flexibly priced contracts).
Contractors should also be encouraged to
set forth their policy in writing to the
cognizant ACO and enter into an advance
agreement to avoid misunderstandings.

7-2117.2 Supplemental Reservist Pay-
ments

a. Many companies choose to continue
certain fringe benefits, such as health
insurance, for employees who have been
called to military duty. In addition, many
companies pay these individuals the dif-
ference between their civilian and military
salaries in an effort to help mitigate the
hardships that those called to active mili-
tary duty will experience. In accordance
with an October 5, 2001 memorandum
issued by the Under Secretary of Defense
for Acquisition, Technology and Logis-
tics, these types of supplemental benefits
for extended military leave are to be con-
sidered allowable costs pursuant to FAR
31.205-6, Compensation for personal ser-
vices.

b. Allowable amounts are limited to the
lesser of:

(1) the contractor's extended military
leave benefits plus active duty pay, or

(2) the total compensation of an em-
ployee at the time of entry into active mili-
tary duty.

For purposes of computing this limitation,
active duty pay includes basic pay, all spe-
cialty pay, and all allowances, except for
subsistence, travel, and uniform allowances.

7-2117.3 Operation Desert Storm Home-
coming Celebration Expenses

a. In accordance with a June 3, 1991
memorandum issued by the Director of
Defense Procurement, Operation Desert
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Storm homecoming activities are consid-
ered to be a national celebration. If costs
are incurred for participating in honoring
the Desert Storm troops and celebrating
tr;g operation's success, this section ap-
plies.

b. As a general rule, the costs of par-
ticipation are allowable because participa-
tion costs are considered as being in-
curred in different circumstances than
public relations or advertising costs.
However, costs which would otherwise be
specifically unallowable are still unallow-
able (see 7-2117.3e.).

c. Allowable contractor participation
costs include labor, material, and other
direct costs of the celebration. Employee
time to participate in the activities could
include time to march in a parade or fab-
ricate a parade float. Contractors should
be allowed material and other direct costs
of floats, displays, or exhibits appropriate
to the celebration activity. Generally, the
allowability of such costs is linked to
employee morale and will normally in-
volve celebrations in the locality of the
contractor facility. While there is no spe-
cific limit on the number or location of
celebration activities that would be allow-
able for a contractor, there should be a
clear linkage to employee morale.

d. Employee absence from the work-
place to attend the celebrations is allow-
able if the associated costs are reasonable.
Most celebration activities were sched-
uled for holidays or weekends when there
would be little or no contractor costs for
employee attendance. When activities
were scheduled for normal work time,
reasonable personal absence costs are
allowable.

e. Certain costs remain unallowable
even if associated with such celebrations.
Any advertisement to the public of any
nature is subject to FAR 31.205-1, al-
though the contractor is allowed to in-
clude its name and logo on a banner, sign,
and/or float used in the celebration activ-
ity. Costs of souvenirs, models, imprinted
clothing, buttons, and other mementos
distributed during the celebration are un-
allowable under FAR 31.205-1(f)(6).
Contributions to local governments or
other third parties to pay for celebration
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activities are unallowable contributions
under FAR 31.205-8.

7-2118 Costs Related to Legal and
Other Proceedings

a. The specific conditions for allow-
ability of costs associated with legal and
other proceedings are addressed in FAR
31.205-47. The cost principle applies to
the total costs incurred for the subject
purpose including all costs directly asso-
ciated with legal and other proceedings.

b. “Costs” under FAR 31.205-47 in-
clude, but are not limited to, administra-
tive and clerical expenses; the costs of
legal services, whether performed by in-
house or private counsel; the costs of the
services of accountants, consultants, or
others retained by the contractor to assist
in preparation or presentation; costs of
employees, officers, and directors; and
any other similar costs incurred before,
during, and after commencement of a
proceeding (FAR 31.205-47(a)).

c. Cost of outside services should be
supported by invoices or billings which
itemize such items as amounts applicable
to retainer agreements, fees for services
not covered by a retainer, expenditures for
investigative and other services, and
travel and miscellaneous expenses (FAR
31.205-33(f)).

d. In-house costs include salaries and
related fringe benefits as well as the costs
of secretarial and other support services,
space, utilities, and library services. If a
contractor maintains a legal capability in-
house, the use of outside counsel should
be limited to matters beyond the compe-
tence or workload capacity of the contrac-
tor's own legal department.

e. In addition to FAR 31.205-47 which
addresses specific proceedings and FAR
31.205-33 which addresses outside con-
sultant costs (including outside legal
costs), the costs of legal proceedings must
be reasonable both in nature and amount
to be allowable in accordance with FAR
31.201-3.

7-2118.1 General Considerations on Le-
gal Services

a. Outside legal services and outside
support for legal services are generally
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considered as specific kinds of professional
or consultant services subject to the provi-
sions of FAR 31.205-33, as discussed in 7-
2105.

b. Costs of in-house legal services ordi-
narily cover a variety of legal activities
related to the overall administration and
management of the contractor's business.
They are usually accounted for without
further identification as part of in-house
general and administrative expenses. Audit
determinations on allowability will gener-
ally be made in consideration of the overall
amounts involved. The auditor should not
undertake, or request the contractor to un-
dertake, a detailed analysis to classify costs
by function or specific activity unless an
overall review indicates that the amount is
obviously excessive or that a significant
portion of the effort of legal personnel was
devoted to activities designated in FAR
31.205 as unallowable or not allocable to
Government business (see 7-2118.9).

7-2118.2 Definitions

a. "Cost," as used in FAR 31.205-47,
includes all costs which would not have
been incurred but for the proceeding. This
includes costs incurred before, during, and
after the proceeding. The concept of "be-
fore the proceeding” should be interpreted
to cover the following: (1) when a contrac-
tor anticipates and begins to prepare for a
proceeding before it has been officially
notified that a governmental unit has initi-
ated a proceeding and (2) when the con-
tractor is conducting its own investigation
or inquiry preparatory to initiating a pro-
ceeding.

b. A proceeding includes any investiga-
tion, administrative process, inquiry, hear-
ing, or trial conducted by a local, state,
Federal, or foreign governmental unit or
brought by a third party in the name of the
United States under the False Claims Act,
and appeals from such proceedings.

¢. A penalty does not include a payment
to make a unit of government whole for
damages or the interest accrued on the
damages. A penalty is in the nature of a
punitive award or fine.

d. A “qui tam” proceeding is a proceed-
ing brought to court by a private citizen
(third party) on behalf of the Government.
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The False Claims Act, 31 U.S.C. 3730,
specifically allows private citizens to bring
suit to recover and restore funds to the
Government which were obtained by
fraudulent contractor practices. A legal
determination has been made that a “qui
tam” proceeding (whether or not the Gov-
ernment elects to intervene) is a “proceed-
ing brought by the Federal Government” as
that term is used in FAR 31.205-47(b).

7-2118.3 Allowability of Costs

Costs of some proceedings are allow-
able subject to a ceiling if the contractor
prevails in an action, some are always unal-
lowable, and others are completely allow-
able if the contractor prevails in an action.
Costs associated with routine proceedings,
not specifically addressed in the FAR cost
principle, are generally allowable if rea-
sonable in nature and amount.

7-2118.4 Allowable Cost Ceiling for Cer-
tain Proceedings

a. If the outcome of a proceeding de-
scribed in FAR 31.205-47(b) determines
costs to be allowable, the maximum
amount allowable is still limited to the ex-
tent that the costs:

(1) are reasonable considering the re-
quirements and underlying cause of the
proceeding;

(2) have not been otherwise recovered
from any source; and

(3) do not exceed 80 percent of the total
otherwise allowable cost. A percentage less
than 80 percent could be appropriate con-
sidering the circumstances of the case and
the legal work involved.

b. The 80 percent limit also applies to
the costs related to proceedings settled by
consent or compromise under the condi-
tions described in 7-2118.5a.(5).

¢. The unallowable portion (amount
over the ceiling) is considered to be a co-
payment to encourage contractors to incur
proceedings costs responsibly even in a
winning case.

7-2118.5 Proceedings Allowable Subject
to a Ceiling if the Contractor Prevails

a. Costs of the following proceedings
commenced by a governmental unit (Fed-
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eral, state, local, or foreign) or by a third
party on behalf of the United States for
violation of, or a failure to comply with,
law or regulation are unallowable if the
proceedings result in the indicated out-
comes; otherwise, costs are allowable sub-
ject to the ceiling (FAR 31.205-47(b)):

(2) In a criminal proceeding, a convic-
tion.

(2) In a civil or administrative proceed-
ing (including a qui tam proceeding) in-
volving an allegation of fraud or similar
misconduct, a finding of liability.

(3) In a civil or administrative proceed-
ing not involving an allegation of fraud or
similar misconduct, an assessment of a
monetary penalty.

(4) In a proceeding held by an appropri-
ate official of an executive agency for de-
barment or suspension of the contractor;
rescission or voiding of a contract; or ter-
mination of a contract for default because
of violation of or noncompliance with a
law or regulation, a final decision unfavor-
able to the contractor.

(5) In any proceeding shown in (1)
through (4) which could have led to the
associated outcome, settlement by consent
or compromise. Except for qui tam suits in
which the United States did not intervene,
if the contractor, its agent, or its employees
were at risk of one of the stated outcomes
of the above proceedings and the proceed-
ing is settled by consent or compromise,
the settlement is treated as a loss for pur-
poses of allowability of the costs. In the
event of a settlement of a qui tam suit in
which the Government did not intervene,
the costs may be considered allowable if
the contracting officer, in consultation with
his or her legal advisor, determines that
there was very little likelihood that the
third party would have been successful on
the merits.

b. FAR 31.205-47(b)(5) also makes
unallowable any costs of a proceeding in-
volving the same underlying alleged con-
tractor misconduct addressed in another
proceeding whose outcome determined the
costs to be unallowable (see a. above). If a
contractor loses, settles, or compromises
one proceeding associated with alleged
contractor misconduct, all litigation costs
for all other proceedings related to the
same misconduct are also unallowable.
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¢. Unallowability of costs under FAR
31.205-47(b) or (e) for a non-Federal Gov-
ernment proceeding may be waived when
an appropriate cognizant U.S. Government
official determines that the costs were in-
curred either (FAR 31.205-47(d)):

(1) as a direct result of a specific term
or condition of a Federal contract; or

(2) as a result of compliance with spe-
cific written direction of the cognizant con-
tracting officer.

7-2118.6 Proceedings Which Are Always
Unallowable

a. Defense or prosecution of claims or
appeals against the Federal Government
(FAR 31.205-47(f)(1)). This includes the
cost of preparing and presenting an appeal
before a board of contract appeals (see Lear
Siegl)er, Inc. (1979) ASBCA No. 20040,
79-1).

b. Organization, reorganization, merg-
ers, or acquisitions, or resistance to merger
or acquisition (FAR 31.205-47(f)(2) and
FAR 31.205-27).

c. Defense of antitrust suits (FAR
31.205-47(f)(3)).

d. Defense or prosecution of lawsuits or
appeals between contractors arising from
such agreements as teaming arrangement,
dual sourcing, co-production, or similar
programs. However, these costs are allow-
able if incurred as a result of compliance
with specific terms and conditions of the
contract or written instructions or approval
from the contracting officer (FAR 31.205-
4a7ME). -

e. Patent infringement proceedings if
not required by the contract. This does not
include general counseling services such as
advice on patent laws and regulations.
(FAR 31.205-30, FAR 31.205-47(f)(6)).
Also see 7-702.

7-2118.7 Proceedings Allowable Without
Cost Ceiling if the Contractor Prevails

Costs of the following proceedings are
unallowable with the stated outcome; oth-
erwise, the costs are allowable without the
80 percent ceiling:

a. Defense of suits brought by employ-
ees or ex-employees of the contractor un-
der Section 2 of the Major Fraud Act of
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1988 when the contractor was found liable
or the case was settled (FAR 31.205-
47(H)(4)). , _

b. Representation of, or assistance to,
individuals, groups, or legal entities that
the contractor is not "legally bound" to
provide, arising from an action where the
party being represented or assisted was
convicted of a violation of law or regula-
tion or was found liable (FAR 31.205-

47(6)(7))-

7-2118.8 Proceedings Related to Bid Pro-
tests

Costs of bid protest proceedings may
be incurred by both the protester and the
contractor who received the award. Bid
protest costs and costs of defending
against protests are expressly unallowable
under FAR 31.205-47(f)(8) for contracts
awarded on or after October 7, 1996. A
contractor who received the contract
award being protested may have incurred
legal expenses in defending against a bid
protest as an “interested party.” Costs of
defending against a protest are allowable,
if reasonable, only if the contracting offi-
cer requested in writing that the contrac-
tor provide assistance in defending
against a bid protest.

7-2118.9 Segregation and Withholding of
Proceedings' Costs

a. FAR 31.205-47(g) requires that
costs of a proceeding whose outcome
determines cost allowability be segregated
by the contractor and payment be with-
held by the contracting officer until the
outcome is determined. Thus costs de-
scribed in 7-2118.5 and 7-2118.7 should
be segregated as incurred and not billed to
the Government until the outcome is de-
termined.

b. The contracting officer may enter
into an advance agreement to make con-
ditional payments to the contractor for
such potentially unallowable costs if the
contractor agrees to repay the Govern-
ment with interest if the ultimate out-
come of the proceeding makes the cost
unallowable. In advising the contracting
officer about such agreements, it should
be noted that most such proceedings'
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costs are subject to the 80 percent ceiling
even when the contractor wins. There-
fore, the 20 percent over-ceiling amounts
are not billable even with an advance
agreement.

c. Costs related to proceedings which
are unallowable regardless of the outcome
(7-2118.6) are required to be segregated
and removed from Government billings in
accordance with CAS 405 and FAR
31.201-6.

d. Costs incurred using outside counsel
or other outside resources should be easily
identified and segregated. For costs in-
curred in-house, the contractor will need to
have internal controls in place to identify
costs as they are being incurred pursuant to
the proceedings described in 7-2118.5, 7-
2118.6, and 7-2118.7.

e. The contractor is not required to an-
ticipate whether a routine inquiry or action
will result in a potentially unallowable cost
proceeding. Cost identification to (or incur-
rence for) a particular proceeding cannot
begin before the contractor has notice of
the proceeding, unless the contractor an-
ticipates such a proceeding and on its own
begins to incur costs. Anticipatory costs
incurred by a contractor are considered to
be related to a proceeding even if the unit
of Government has not notified the con-
tractor of the proceeding, or even if the
contractor stops its preparations for a pro-
ceeding without notifying the Government.
A specific notifying event or a contractor
anticipatory decision, accompanied by in-
currence of significant costs, triggers the
segregation and withholding.

7-2118.10 Defense of Stockholder Suits

a. Auditors should question costs in-
curred to defend against stockholder suits
that are related to contractor wrongdoing.
The costs should be questioned as being
directly related to an unreasonable action
(the wrongdoing).

b. A stockholder suit may be brought by
stockholders to protect their own interests
or on behalf of the corporation to protect
the interests of all the stockholders of the
corporation. Not all stockholder suits are
related to wrongdoing.

c. The defense of a stockholder suit is
unreasonable in its nature if the suit is
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directly related to wrongdoing against the
stockholders or is based on other previ-
ously established wrongdoing which the
stockholders believe caused loss to the
corporation. In either case, the stock-
holder suit and the associated defense
costs would not be incurred but for an
unreasonable act by the corporation or its
agents. While it may be reasonable (or
even required by law) for the corporation
to defend itself or its agents against such
suits, it would not have been placed in the
position of defending itself if the wrong-
doing had not taken place.

d. Wrongdoing includes actions such as
those described in FAR 31.205-47(b) &
(f)(4), intentional harm to other persons,
and instances where there has been a reck-
less disregard for the harmful consequences
of an action.

e. A stockholder allegation of wrong-
doing, in itself, is not sufficient evidence
to establish unallowability of the costs
associated with a stockholder suit pro-
ceeding. Wrongdoing is demonstrated
when a court or other official body has
determined that wrongdoing occurred.
Wrongdoing may also be established
when a contractor reaches a settlement
without a court or board finding of
wrongdoing if the facts underlying the
settlement indicate that the contractor or
its agents engaged in wrongdoing.

f. When questioning costs incurred to
defend against stockholder suits, the audi-
tor’s working papers should document the
basis for the auditor’s determination that
the wrongdoing occurred and that the
wrongdoing was the basis for the stock-
holder suit.

7-2118.11 Audit Considerations

a. The regulatory history for FAR
31.205-47 includes the following guiding
principles which should be considered in
applying the cost principle to specific
cases:

(1) The Government should not pay for
wrongdoing, the defense of wrongdoing, or
the results or consequences of wrongdoing
by contractors.

(2) The Government should not encour-
age litigation by contractors.
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(3) Government contractors should not
be put in a better position than contractors
in the commercial area.

(4) The Government should not dis-
courage contractors from enforcing the
Government's rights and protecting the
Government's interests.

b. The auditor should review costs seg-
regated by the contractor to determine that
all known unallowable and potentially un-
allowable proceedings costs have been
included.

c. Legal services cost billings and other
documents related to unallowable proceed-
ings should be carefully reviewed to iden-
tify other unallowable proceedings and
professional service costs which should
also be segregated. Any in-house support
costs (particularly in the legal and account-
ing departments) incurred for unallowable
types of proceedings should also be segre-
gated.

d. The audit of internal controls should
include an evaluation of the contractor’s
practices and policies for approval/payment
of bills submitted by outside legal counsel.
Adequate internal controls include:

e written policies/procedures regarding
the reasonableness and allowability of
costs submitted by outside legal coun-
sel;

e an established policy regarding the
types of information and provisions to
be included in agreements with outside
legal firms;

e a designated reviewer(s) of bills sub-
mitted by outside legal counsel; and

e a procedure to be followed when the
reviewer believes the outside legal
bills contain duplicate or excessive
charges.

When the contractor’s internal controls are

inadequate, the auditor should follow the

guidance contained in 5-100.

e. The audit of internal controls over
legal costs should also determine if the con-
tractor has adequately trained its employees
to recognize proceedings subject to the cost
principle. Particular attention should be
given to non-contract proceedings which
might not be obvious and could be handled
by attorneys not normally involved in Fed-
eral contract law. For example, if a dispute
over a municipal ordinance violation or an
IRS inquiry was subject to a penalty, the
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associated costs would be subject to the pro-
visions of FAR 31.205-47(b).

f. In-house legal staff handles routine
inquiries from Government agencies. Re-
plies to such inquiries are not considered to
be related to proceedings triggering segre-
gation and withholding unless the contrac-
tor has specific knowledge that the inquiry
is pursuant to a proceeding type listed in
the cost principle or the contractor for its
own reasons chooses to treat the inquiry as
preparatory to an anticipated proceeding. A
contractor might make such a choice be-
cause of other knowledge it has of the sub-
ject of the inquiry or any other reason to
believe that it may be at risk.

g. If the contractor's internal controls
for its in-house legal services are adequate,
segregation of insignificant in-house costs
related to minor proceedings (five-minute
telephone calls and routine reply letters)
should not be required. Aggressive defense
or prosecution of proceedings listed in the
cost principle cannot be considered insig-
nificant, i.e., pleading not guilty, or appear-
ing in court to make arguments, extensive
in-house investigation, or other support
activities.

h. Contractor responses to or support of
audits by DCAA are not proceedings subject
to disallowance within the meaning of the
cost principle.

(1) Although criminal and civil
proceedings have sometimes started as the
result of DCAA audits, there is no
presumption of a proceeding subject to the
cost principle until an agency with
sufficient authority opens such a
proceeding and the contractor is notified. If
a contractor chooses to treat the audit as a
covered proceeding or to begin
preparations for an appeal before a final
decision is made, then the contractor cost
associated with such preparations for a
proceeding would be subject to
segregation. The level and nature of the
contractor's response would determine its
treatment.

(2) Questioning costs based on the level
or nature of the contractor’s response
would be a sensitive matter. Any action
which discouraged a full response from the
contractor at the earliest point in the audit
or negotiation process would be counter-
productive to the speedy resolution of is-
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sues. Nevertheless, if the contractor begins
extensive or specific activities obviously
aimed at appeal of a contracting officer's
decision or any other listed proceeding
before an official decision or proceeding,
the costs must be identified and segregated
for billing withholding.

i. Contractor response to the assessment
of a penalty by the ACO for inclusion of
unallowable costs in a certified final over-
head cost submission pursuant to FAR
42.709 is a proceeding as described in 7-
2118.5a(3). The penalty proceeding is sepa-
rate from the indirect rate resolution process
and proceedings. Contractors should segre-
gate and withhold the legal and accounting
costs associated with the penalty proceeding
until the outcome is determined.

j. If the contractor is not segregating
and withholding costs of proceedings as
required by the cost principle, the auditor
should attempt to persuade the contractor
to comply. The ACO should be notified of
such instances concerning progress pay-
ments and a DCAA Form 1 (Notice of
Costs Suspended and/or Disapproved)
should be prepared for disallowance or
suspension of such costs included in public
vouchers. The auditor should take care in
the oversight of this cost area so as not to
prematurely disclose the existence of a
Government proceeding to the contractor.

7-2119 Accounting for Lump-Sum
Wages Resulting from Union Contracts

7-2119.1 General

This section provides audit guidance on
the proper accounting for lump-sum wage
payments resulting from union contracts.
Union contracts may provide that union
member employees receive a lump-sum
payment in lieu of or in addition to an in-
crease in their base wage rate. The specific
terms of lump-sum payments may vary, but
ordinarily the employee is not required to
refund to the company any portion of the
payment if the employee terminates em-
ployment prior to the end of the contract
period.

7-2119.2 Future Benefit of Lump-Sum
Payments
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a. Neither the FAR, CAS, or Statements
of Financial Accounting Standards (FAS)
provide specific guidance on the account-
ing of lump-sum wages. The Emerging
Issues Task Force (EITF) of the Financial
Accounting Standards Board (FASB) re-
leased Issue Summary (EITFIS) No. 88-23
dated December 1988, "Lump-Sum Pay-
ments Under Union Contracts” which pro-
vides specific guidance regarding the ac-
counting for lump-sum payments. In the
absence of specific guidance in the FAR,
CAS, or FAS, the EITFIS which interprets
GAAP is the appropriate accounting guid-
ance to follow.

b. EITFIS 88-23 concludes that lump-
sum payments are similar to an intangible
asset in that the payments provided to the
individuals in the current period will bene-
fit future periods in the form of reduced
payroll expense. In addition, the EITFIS
88-23 notes that Accounting Principles
Board (APB) Opinion No. 12 requires that
amounts estimated to be paid under de-
ferred compensation contracts with em-
ployees be accrued in a systematic and
rational manner over the period of active
employment beginning at the time the un-
ion contract is entered into. Although the
lump-sum payments are generally made at
the beginning of each year, they should
receive similar treatment so that the ex-
pense is recognized in a systematic and
rational manner. EITFIS 88-23 concludes
that since the current lump-sum payments
clearly benefit future periods, the matching
concept requires that they be deferred and
amortized over the period benefited; e.g.,
the period covered by the union contract.

7-2119.3 Multiple Lump-Sum Payments

EITFIS 88-23 addresses a single lump-
sum payment. What happens when the
union contract requires multiple lump-
sum payments to be made over the period
of the union contract? Discussions with
the FASB staff led to the conclusion that
each payment should be amortized from
the scheduled date of payment to the date
of the next scheduled payment. For exam-
ple, if the union contract requires three
lump-sum payments to be made on Octo-
ber 1, 1990, 1991, and 1992, with the
contract expiring on September 30, 1993,
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then the costs of the October 1, 1990 pay-
ment should be amortized from October 1,
1990 to September 30, 1991, the October
1, 1991 payment from October 1, 1991 to
September 30, 1992, and the October 1,
1992 payment from October 1, 1992 to
September 30, 1993.

7-2119.4 Effect of Delay in Union Con-
tract Execution

a. A union contract may not be signed
until some time after the previous contract
has expired. Generally, the new contract
will be retroactive, with an effective date
coinciding with the expiration date of the
prior contract. In such cases, the employees
will usually receive a lump-sum payment
on the date the contract is signed, although
the period covered by the contract begins
some time earlier. The matching principles
discussed in the previous paragraphs
should also apply here; i.e., the lump-sum
payments should be amortized over the
period of the union contract. The question
is whether the amortization period begins
at the time the contract is executed or at the
time it is effective. The key to answering
this question is determining the time at
which the liability constructively exists.

b. Statement of Financial Accounting
Concepts (SFAC) No. 6 defines liabilities
as "probable future sacrifices of economic
benefits arising from present obligations of
a particular entity to transfer assets or pro-
vide services to other entities in the future
as a result of past transactions or events."”
When employees continue to work after the
old union contract expires in anticipation of
a new contract, the act of continuing to
work may constitute the past event refer-
enced in the SFAC. In some circumstances,
by continuing to work, the employees are
showing that they anticipate receiving
some future benefit. Under these circum-
stances, it would be difficult for the con-
tractor to avoid making payments (a future
transfer of assets) to these employees, ei-
ther in the form of lump-sum payments,
cost of living adjustments, or other bene-
fits. Finally, the probable future sacrifice of
benefits would be the lump-sum payments,
provided it can be reasonably forecasted
that these payments will be included in the
new union contract. Therefore, if it can be
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reasonably forecasted that the payments
will be made, then the costs should be am-
ortized over the union contract period be-
ginning on the effective date of the con-
tract. Conversely, if it can be shown that
future payments are not probable (e.g.,
lump-sum payments are not included in the
union labor package, lump-sum payments
are in dispute, or the union negotiating
position includes elimination of the lump-
sum payments), then a liability does not
exist until the union contract is signed.
Thus, if these conditions have been met,
the lump-sum payments should be amor-
tized over the period covering the date of
contract execution through the date of con-
tract expiration (or the date of the next
scheduled payment in the case of multiple
payments). The key factor is to determine
if there was a prior expectation that the
lump-sum payments would be included in
the new union contract.

7-2119.5 Accounting Change

For those contractors whose account-
ing practice is to accrue the payments in
advance or to expense the lump-sum when
paid, a change from the current method to
amortization over the union contract pe-
riod constitutes a change in the method of
assigning costs to cost accounting periods.
The contractor is subject to the require-
ments of FAR 52.230-6, Administration
of Cost Accounting Standards, including
the preparation of a cost impact proposal
for those contracts that contain this
clause.

7-2120 Environmental Costs
7-2120.1 Summary

Environmental costs are normal costs
of doing business and are generally al-
lowable costs if reasonable and allocable.
Some environmental costs must be capi-
talized when the incurrence of such costs
improves the property beyond its acquisi-
tion condition or under certain circum-
stances when the costs are part of the
preparation of the property for sale. If
environmental clean-up efforts resulted
from contamination caused by contractor
wrongdoing, the clean-up costs are not
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allowable. Environmental costs may be
subject to future recoveries from insur-
ance companies and other sources, which
may not be reasonably predictable at the
time the environmental clean-up costs are
paid. Some of the sources of recovery
may be unknown when the contractor
pays for environmental clean-up costs. As
such, clean-up costs claimed or forecasted
are usually not reflective of the contrac-
tor's ultimate liability for the costs. There-
fore, the forecasted costs should be
treated as contingent costs subject to FAR
31.205-7, Contingencies. Also, any oth-
erwise allowable incurred environmental
clean-up costs should be accepted contin-
gent upon the Government sharing in any
future recoveries from insurance policies
or other sources. Advance agreements
should be recommended to protect the
Government's interests in any future re-
coveries of clean-up costs reimbursed by
the Government.

7-2120.2 Types of Environmental Cost

Environmental costs include costs to
prevent environmental contamination, costs
to clean up prior contamination, and costs
directly associated with the first two cate-
gories including legal costs. Costs associ-
ated with fault-based liabilities to third
parties are not environmental costs (see 7-
2120.12).

7-2120.3 Cost Principles Applicable to
Environmental Cost

The costs incurred to clean up envi-
ronmental contamination are considered
to be normal business expenses. The pri-
mary cost principles applicable to envi-
ronmental costs are FAR Subsections:
31.201-2, Allowability; 31.201-3, Rea-
sonableness; and 31.201-4, Allocability.
Other cost principles applicable in spe-
cific circumstances include FAR Subsec-
tions: 31.201-5, Credits; 31.205-3, Bad
debts; 31.205-7, Contingencies; 31.205-
15, Fines, penalties, and mischarging
costs; and 31.205-47, Costs related to
legal and other proceedings.

7-2120.4 Normal Business Expense

DCAA Contract Audit Manual



July 2004

Normal business expenses are those
expenses that an ordinary, reasonable, pru-
dent businessperson would incur in the
course of conducting a competitive for-
profit enterprise. In the context of envi-
ronmental costs, normal business expenses
are measured by the actual costs incurred in
the period. Not all normal business ex-
penses are allowable for Government con-
tract costing purposes. To be allowable,
costs must also be reasonable in amount,
allocable to Government contracts, and not
be specifically unallowable under Govern-
ment cost principle provisions.

7-2120.5 Reasonableness of Environ-
mental Cost

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

b. Determination of reasonableness of
clean-up costs also requires an examination
of the circumstances of the contaminating
events. Contractors should not be reim-
bursed for increased costs incurred in the
clean-up of contamination which they should
have avoided. In order to be allowable, con-
tamination must have occurred despite due
care to avoid the contamination, and despite
the contractor's compliance with the law.
Increased costs due to contractor delay in
taking action after discovery of the contami-
nation are not allowable. For forward pricing
purposes, the costs should be net of reasona-
bly available recoveries from insurance
which would offset the clean-up costs.

7-2120.6 Allocability of Environmental
Cost

Costs incurred to prevent environmental
contamination will generally be allocated
as an indirect expense using a causal or
beneficial base. Costs to clean up environ-
mental contamination caused in prior years
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will generally be period costs allocated
through a company's G&A expense pool.
Clean-up costs incurred at a home-office,
group-office, or other corporate-office
level should be allocated to the segment(s)
associated with the contamination for in-
clusion as part of the segment's G&A cost.
Clean-up costs incurred by a segment
should be allocated through its G&A ex-
pense pool if no other segments were asso-
ciated with the contamination. If other
segments participated in the contamination,
a fair share of the clean-up costs should be
allocated to the other segments for inclu-
sion in their G&A expense pool. This is in
accordance with CAS 403 and 410 for
CAS-covered contractors.

7-2120.7 Environmental Cost Related to
Previous Sites and Closed Segments

a. If costs arise from a site the contrac-
tor segment previously occupied, the costs
for clean-up would usually be allocated to
the segment's site where the work was
transferred. However, if the segment is
closed with none of its former work re-
maining within the company, the cost
would generally not be directly allocable to
other segments of the business. There are
many possible variations for the cost ac-
counting treatment of environmental costs
for a closed segment, depending on the
facts of the particular situation. Information
auditors should consider includes:

(1) Are any aspects of the closed seg-
ment's business being continued by the
remaining segments?

(2) Is the site still owned by the con-
tractor? If it is, what is its current use?

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

b. Each closed segment case must be
reviewed based on its own facts to deter-
mine if the costs incurred for the closed
segment should be directly allocated to
other segments, be allocated as residual
home office costs, or be treated as an ad-
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justment of costs associated with the clos-
ing of the segment.

7-2120.8 Capitalization of Environ-
mental Cost

a. Generally Accepted Accounting
Principles as expressed in the Emerging
Issues Task Force (EITF) Issue No. 90-8
indicate that environmental costs would
normally be expensed in the period in-
curred unless the costs constitute a better-
ment or an improvement, or were for fixing
up property held for sale. Betterments and
improvements which exceed the contrac-
tor's capitalization threshold must be capi-
talized. Costs of fixing up a property for
sale are generally considered to be part of
thtle sales transaction, if realizable from the
sale.

b. It would be unreasonable for the
Government to accept as current period
costs expenditures which increase the value
of contractor assets; accordingly, these
costs should be capitalized for Government
contract costing purposes.

c. The EITF discusses the following
situations where capitalization of the ex-
penditures may be appropriate:

(1) Cost incurred to clean-up a site.
These costs should be capitalized if the
clean-up effort improves the property be-
yond the original condition of the property
at acquisition. The costs incurred to restore
a property to its acquisition condition are
generally expensed unless they extend the
property's useful life.

(2) Costs incurred to fix up property
held for sale. These costs are to be capital-
ized, if they are realizable from the sale. A
contractor may be required to incur con-
tamination clean-up costs far in excess of
any amount reasonably realizable upon
sale. In the case of costs in excess of real-
izable costs, the excess amounts are ex-
pensed or capitalized depending on
whether they improved the property be-
yond the property's condition at acquisi-
tion.

(3) Costs incurred to prevent future
contamination. These costs would have an
economic value in more than one period
and should be amortized over their useful
life. Capital assets purchased or con-
structed to prevent future contamination
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must be capitalized consistent with CAS
404 and GAAP.

d. Examples of capitalization of envi-
ronmental costs:

(1) A contractor acquires property
which was contaminated by a previous
owner. Clean-up costs are capitalized as an
improvement. Costs of ground and water
clean-ups are increases to the book value of
the land.

(2) A contractor cleans up contamina-
tion from its own operations since acquir-
ing the property. If the property is being
held for continuing use, the costs are ex-
pensed as period costs.

(3) A contractor incurs $80 million to
clean up contamination it caused at a site
which has a book value of $100 million
and which is being held for sale at a price
of $500 million. The $80 million is realiz-
able from the sale and therefore, should
be capitalized. If the sales price were
$100 million instead, none of the $80
million would be realizable and it should
be expensed in the period.

(4) The clean-up in example (3) is related
to contamination existing at acquisition. In
this situation, the $80 million would be capi-
talized even for the sale at a price of $100
million and would produce an $80 million
loss on the sale. In effect, this would recog-
nize that the contractor overpaid for the land
at the time of acquisition.

7-2120.9 Potentially Responsible Party
(PRP) for Environmental Clean-Up

a. The environmental laws usually re-
quire each Potentially Responsible Party
(PRP) for contamination at a site to be indi-
vidually liable for the complete clean-up of
the site. The allowable environmental cost
should only include the contractor's share of
the clean-up costs based on the actual per-
centage of the contamination attributable to
the contractor.

b. Contractors with the ability to pay
will be required to fund clean-up efforts
for sites where they are named as PRPs. If
the Government accepted contractor costs
on an ability to make payment basis, a
Government contractor could end up bill-
ing a disproportionate share of a site's
clean-up costs to Government contracts
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instead of recovering the excess payments
from other PRPs.

7-2120.10 Environmental Bad Debts of
Other PRPs

a. When a contractor pays for more than
its share of the site clean-up, the contractor
receives a right of contribution (or subroga-
tion) against the other PRPs who did not
make an appropriate contribution to the
clean-up effort. If a contractor pays out
more than its share of clean-up costs, it is
up to that contractor to exercise its contri-
bution rights to collect the amount over its
share from the other PRPs who did not pay
their share.

b. If a contractor cannot collect contri-
bution or subrogation claims from other
PRPs, the uncollected amounts are, in their
essential nature, bad debts. Bad debts and
associated collection costs, including legal
fees, are unallowable costs (FAR 31.205-3
and 31.204(c)). However, see c. below for
the exception to this guidance.

¢. The guidance under a. and b. above
does not apply in situations when all of the
following three conditions are met:

(1) a contractor is legally required to
pay another PRP's share of the clean-up
Costs,

(2) that PRP is out of business, and

(3) there is no successor company hav-

ing assumed that PRP's liabilities.
When these three conditions are met, the
clean-up costs which are attributable to the
other PRP's contamination should not be
disallowed as bad debt type expenses since
there is no one against whom the contractor
can take recovery action.

7-2120.11 Insurance Recovery for Envi-
ronmental Cost

a. The insurance industry does not cur-
rently consider environmental contamina-
tion an insurable risk (at a reasonable cost)
in most circumstances. The major excep-
tion is a sudden accidental contamination,
such as an oil tanker spill resulting from a
collision. If such insurance is available and
reasonably priced, its cost would be allow-
able.

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

c. environmental contamination events
now generating costs were insured, either
under specific environmental impairment
or comprehensive general liability cover-
ages, before the insurance industry devel-
oped its current underwriting exclusions. It
is the earlier insurance policies which are
the source of the potential claims. Most
insurance companies are contesting the
claims and when payments are made, they
are based on partial settlements or are made
after lengthy legal battles. When a claim is
possible and economically feasible, the
contractor should pursue it.

d. The auditor should inquire about the
existence of environment contamination
policies and comprehensive general liabil-
ity policies which do not contain environ-
mental clean-up cost exclusions. The kind
and amount of policies in effect from the
time of the contamination to the current
date are significant for the purposes of
negotiating costs and prices for Govern-
ment contracts.

e. The contractor's support for proposed
clean-up costs should include a description
of any insurance claim the contractor may
have which could reduce the ultimate
liability. The amount and timing of these
claims for contract costing is a potential
subject for negotiation which should be
addressed by the auditor and ACO (see 7-
2120.15b.).

7-2120.12 Fault-Based Liabilities to
Third Parties

a. Examples of liabilities to third parties
include health impairment, property dam-
age, or property devaluation for residents
or property owners near a contaminated
site. These third-party claims arise from
legal theories of tort and trespass, and
losses from such claims would be unrea-
sonable in nature for payment on a Gov-
ernment contract. Such costs are not envi-
ronmental costs.
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b. In the absence of a specific court
finding of tort or trespass by the contractor,
the facts of each case should be carefully
examined to determine if any contractor
payments are nonetheless based on those or
other fault-based legal theories.

7-2120.13 Environmental Wrongdoing

a. If environmental clean-up costs are
the result of contractor violation of laws,
regulations, orders or permits, or disregard
of warnings for potential contamination,
the clean-up costs including any associated
costs, such as legal costs, would be unrea-
sonable and thus unallowable.

b. Fines or penalties are expressly unal-
lowable under FAR 31.205-15 and any
costs of legal proceedings where a fine or
penalty could be imposed are covered by
FAR 31.205-47. However, the incurrence
of clean-up costs to correct environmental
contamination is not a penalty; it is a legal
obligation.

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

d. For purposes of disallowing the costs,
the Government must show that the prepon-
derance of the evidence supports the position
that the contractor violated the law, regula-
tion, order or permit, or the contractor disre-
garded warnings for potential contamination.
That is, it must be more likely that the Gov-
ernment's allegation of wrongdoing is cor-
rect than that it is not.

e. The contractor should not be denied
recovery of clean-up costs, if it complied
with the laws, regulations, and permits in
effect at the time of the contamination.
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7-2120.14 Contingent Nature of Envi-
ronmental Cost

a. ldeally, the Government wants to
negotiate contract prices based on the net
environmental costs after recovery of
insurance claims and any amounts owed
by later-discovered PRPs. At the time that
environmental costs are being incurred, it
may not be possible to reasonably esti-
mate what the net costs will ultimately be.
Even where it is settled that a contractor
will be required to clean up a prior con-
tamination, it is rare that projections of
the costs necessary to complete the pro-
ject can be made with a reasonable degree
of certainty.

b. Because of the uncertainty of the
cost projections and of future recoveries
from the insurance companies, as well
as the difficulty in identifying all the
other PRPs, both forecasted and in-
curred environmental clean-up costs and
related legal costs that are allowable
should be accepted contingent upon the
Government participating in any insur-
ance recoveries or the identification of
other PRPs at a later date. See 7-
2120.15.

7-2120.15 Advance Agreements for En-
vironmental Cost

a. There are many areas of judgment
involved in the determination of allowability
for environmental costs. It is necessary for
the auditor and the ACO to coordinate
closely during the audit. Advance agree-
ments should be considered to facilitate ne-
gotiations with the contractor.

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

7-2120.16 Environmental Clean-Up
Trust Funds

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

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

7-2121 Domestic and Foreign Taxes -
Differential Allowances

Tax differential allowances represent
employee compensation for additional Fed-
eral, state, local, or foreign income taxes
resulting from domestic or foreign assign-
ments.

7-2121.1 FAR Applicability

a. For contracts entered into prior to
December 31, 1996, under FAR 31.205-
6(e), differential tax allowances for foreign
assignments are unallowable if calculated
directly on the basis of an employee's spe-
cific increase in income taxes. A specific
increase is evidenced by any calculation
that considers the employee's specific in-
come tax liability, regardless of whether
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the calculation is made before or after the
employee's actual taxes are known.

b. For contracts entered into on or
after December 31, 1996, differential tax
allowances for foreign assignments are
allowable under FAR 31.205-6(e), even if
the differential tax allowance is calculated
directly on the basis of an employee’s
specific increase in income tax.

¢. FAR 31.205-6(¢e) disallows any dif-
ferential tax allowances for domestic as-
signments.

7-2121.2 Allowable Foreign Tax Differ-
ential Allowances

a. A foreign tax differential complies
with the FAR provision if it is a fixed
payment to employees on foreign assign-
ment, such as a $3,000 annual payment,
or if it is computed based on a percentage,
such as 15 percent of all other foreign
differential pay allowances.

b. Separate foreign tax differentials
based on marital status and/or number of
dependents comply with the FAR provi-
sion. An example would be a payment of
15 percent of the total amount of differen-
tial pay for all married employees and 10
percent for all single employees. Another
example would be a differential of $3,000
for all employees, with an additional $500
for each dependent.

7-2121.3 Unallowable Foreign Tax Dif-
ferential Allowances - Contracts Entered
Into Prior to December 31, 1996

a. Foreign tax differentials based on
the specific tax liability of a specific em-
ployee do not comply with the FAR pro-
vision in effect prior to December 31,
1996. For example, assume an employee
has an estimated (or actual) tax liability of
$5,000. Further assume that it is estimated
that the tax liability would have been
$3,000 had the employee remained on
domestic assignment. As a result, the em-
ployee receives a tax differential of
$2,000. This amount was computed based
on the employee's specific tax liability
and is therefore unallowable.

b. Foreign tax differentials based on the
increase in the tax rate for a specific em-
ployee or employees do not comply with
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the FAR provision. For example, assume
that there are three employees, each of
whom is single with no dependents. How-
ever, because of differing investment in-
come and/or itemized deductions, each
employee has a different increase in his/her
tax rate as a result of the foreign assign-
ment. If the contractor computes the tax
differential payments using 10 percent for
Employee A, 12 percent for Employee B,
and 14 percent for Employee C, the pay-
ments would be unallowable, since they are
computed based on specific tax liabilities
of specific employees.

7-2122 Mentor-Protege Program Costs
7-2122.1 General

a. The Mentor-Protege Program is a
socioeconomic program to aid small, dis-
advantaged businesses. It teams a well-
established DoD contractor with one of its
small, disadvantaged subcontractors to
provide the small business with training
and guidance in the art of running a suc-
cessful business. DoD contractors may
participate in the program during the period
from October 1, 1991 to September 30,
2005. The DFARS coverage is in Subpart
219.71 and in DFARS Appendix 1.

b. Mentor-Protege Program costs are
generally costs for developmental assis-
tance that are in excess of the costs the
prime contractor would normally incur in
the administration of its subcontracts with
small businesses. The costs can be inter-
nal costs of the mentor firm incurred to
provide assistance using its own person-
nel or costs paid to third-party assistance
providers that qualify under DFARS I-
107()(7).

7-2122.2 Cost Classification

a. Depending upon the circumstances,
Mentor-Protege Program costs may be
classified as either direct or indirect costs.

b. Mentor-Protege Program costs will
be classified as direct contract costs when
the mentor-protege arrangement is included
as a separately priced line item of a con-
tract or when DoD has awarded a separate
contract solely for the mentor-protege ar-
rangement.
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¢. Mentor-Protege Program costs will
be classified as indirect costs if there is no
specific contractual requirement provided.
Such costs should be allocated using the
method normally used by the contractor to
allocate indirect subcontract administration
expenses.

7-2122.3 Allowability of Costs

a. Normal subcontract administration
costs are allowable in accordance with the
prime contractor's disclosed or established
practices. Costs incurred in excess of nor-
mal subcontract administration costs, for
the purposes set forth in DFARS, are al-
lowable if the costs are:

(1) incurred in accordance with a DoD-
approved mentor-protege arrangement;

(2) incurred prior to October 1, 1996
(costs incurred from October 1, 1996 until
September 30, 1999 are only eligible for
the credits discussed in 7-2122.5);

(3) incurred by using mentor firm per-
sonnel to provide direct assistance to the
protege firm or by the mentor firm paying
andapproved outside provider of assistance;
an

(4) otherwise reasonable, allocable, and
allowable.

b. Mentor firms are urged to reach ad-
vance agreements with ACOs on the allow-
ability of costs under an approved Mentor-
Protege Program arrangement.

7-2122.4 Impact on Subcontract Awards

The mentor firm may award subcon-
tracts noncompetitively to the protege firm
as part of an approved arrangement. The
Office of Small and Disadvantaged Busi-
ness Utilization, Office of the Under Secre-
tary of Defense for  Acquisition
(OUSD(A)SADBU) is responsible for ap-
proving mentor-protege agreements. Also,
special advance payment and progress
payment methods are available to pay the
protege subcontractor.

7-2122.5 Credits Against Small, Disad-
vantaged Business Subcontracting Goals

a. The Mentor-Protege Program provides
another incentive to mentor firms for partici-
pation in the program. Besides reimburse-
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ment of costs as previously discussed, the
program also provides for credits toward
subcontracting goals. The cost of any devel-
opmental assistance which is not reimbursed
to the mentor firm as a direct or indirect
contract cost is administratively applied
toward the attainment of the mentor firm's
Small and Disadvantaged Business Subcon-
tracting Goals negotiated pursuant to FAR
Subpart 19.7. Such costs are credited toward
the subcontracting goals at the following
multiples of the costs incurred:

(1) Four times the total amount of
developmental assistance costs defined in
DFARS Appendix 1-107(f)(7);

(2) Three times the total amount of
developmental assistance costs defined in
DFARS 1-107(f)(1); and

(3) Two times the total amount of other
developmental assistance costs.

b. When requested by the contracting
officer, the auditor should verify that
amounts claimed as subcontracting plan
credits represent eligible costs and are
properly classified for purposes of the
credit calculations.

7-2123 Bonuses and Incentive
Compensation

7-2123.1 General

a. Many companies have adopted vari-
ous bonus and incentive compensation
plans to compensate employees. Bonuses
and incentive compensation can take
many forms, including cash, stock op-
tions, stock appreciation rights, phantom
stock plans, etc., or some combination
thereof and may be paid in the current
period or future period(s).

b. Under traditional stock bonus and
incentive plans, a company grants options
to purchase a fixed number of shares of
stock of the corporation at a stated price
during a specified period or grants rights
to purchase shares of stock of the corpora-
tion at a stated price. Stock bonuses (e.g.,
stock options and stock appreciation
rights) are normally granted for future
services of employees.

¢. Phantom stock plans differ from
stock option plans in that no stock is
transferred to the employee and no cash
outlays are required. Contingent stock
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shares are attributed to the employee. The
employee’s account may be increased by
the equivalent dividends issued and any
appreciation in the market price of the
stock over the price of the stock on the
measurement date.

d. Some corporations have replaced or
supplemented traditional stock bonus and
incentive plans with more complex plans
which are often based on variable factors
that depend on future events. For example,
a corporation may award a fixed number of
shares at a fixed price per share based on a
stated increase in the company’s earnings
per share.

7-2123.2 Allowability of Costs and Audit
Considerations

a. Auditors should review the bonus and
incentive compensation plans to obtain an
understanding of the unique terms and
conditions of each plan, e.g., corporation
awards a variable number of shares of
stock at the end of a fixed period based on
a fixed percentage increase in stock value
over a stated period of time.

b. Bonuses and incentive compensation
are allowable as set forth in FAR 31.205-
6(f), (i), and (k) provided that the basis of
the award is adequately supported and the
award is made:

e According to an agreement established
between the contractor and the em-
ployee before the services are ren-
dered, or

¢ In conformity with an established plan
or policy consistently followed.

c. Allowable costs for stock bonuses
(e.g., stock options and stock appreciation
rights) are limited to the fair market value
of the stock on the measurement date, the
first date that the number of shares awarded
is known. If the stock option or stock ap-
preciation price is equal to or greater than
the market price on the measurement date,
then no costs are allowed for contracting
purposes.

d. Compensation based on changes in
the prices of corporate securities or corpo-
rate security ownership (such as stock op-
tions, stock appreciation rights, phantom
stock plans, and junior stock conversions)
are expressly unallowable under FAR
31.205-6(i).
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(1) Contracts awarded on or after Sep-
tember 24, 1996. FAR 31.205-6(i) was
revised, effective September 24, 1996, to
expressly disallow:

Any compensation which is calculated,

or valued, based on changes in the price

of corporate securities;

e Any compensation represented by
dividend payments or which is calcu-
lated based on dividend payments; and

e Payments to an employee in lieu of
the employee receiving or exercising a
right, option, or benefit which would
have been unallowable under para-
graph (i).

The September 24, 1996 revision to
FAR 31.205-6(i) did not introduce any new
policy (i.e., compensation based on
changes in corporate securities is unallow-
able). Rather, the Government decided to
be clear regarding its long-standing posi-
tion that compensation costs based on
changes in the price of corporate securities
are unallowable, regardless of the name
given the plan (e.g. stock options, stock
appreciation rights, etc.) as emphasized in
the Federal Register preamble language to
the September 24, 1996 revision to
FAR 31.205-6(i). This point is further em-
phasized in the Cost Principle Committee’s
November 7, 1995 report to the DAR
Council. The Committee explanation for
the revisions to FAR 31.205-6(i) states:

These revisions highlight the Gov-
ernment’s long-standing position that
compensation based on changes in
securities prices is not compensation
based on work actually performed
and thus, is unallowable...Further, we
believe that dividend payments are
essentially a distribution of profits
and likewise should not be reim-
bursed by the Government. Since
new stock scenarios are constantly
emerging relative to the payment of
bonuses for stock price changes,
rather than trying to cover each indi-
vidually in the cost principle, we
have streamlined this paragraph to
include a list of general prohibitions.

(2) Contracts awarded prior to Septem-
ber 24, 1996. Contracts awarded prior to
September 24, 1996 are subject to the prior
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provisions of FAR 31.205-6(i) which did
not expressly disallow compensation costs
based on changes in the prices of corporate
securities or dividend payments.

(a) For audits of compensation costs
based on changes in the prices of corpo-
rate securities, auditors should question
such costs citing FAR 31.205-6(i) and
FAR 31.204(c). While it could be argued
that compensation based on changes in
corporate securities is not specifically
addressed in FAR 31.205-6, the lack of
specific coverage in the FAR does not
make the costs allowable or unallowable.
As stipulated by FAR 31.204(c), it is nec-
essary to determine if the treatment of any
similar or related items to the cost in
question is included in FAR 31.205. It is
DCAA’s position that compensation
based on changes in all types of corporate
securities (regardless of the name of the
plan) is similar to the treatment of stock
options, stock appreciation rights, phan-
tom stock plans, and junior stock conver-
sions specifically addressed in FAR
31.205-6(i). The only costs that are al-
lowable are those costs recognized on the
measurement date (see 7-2123.2c.).

(b) Allowability of dividend payments
prior to the September 24, 1996 revision to
FAR 31.205-6(i) is determined by the na-
ture of the stock awarded to the employee.
In the Grumman case (ASBCA No. 34665,
90-1), the board found that dividends on
restricted stock represent allowable com-
pensation since the payments are contin-
gent upon continuing employment. There-
fore, such costs are allowable prior to the
September 24, 1996  revision to
FAR 31.205-6(i). Conversely, dividends
paid on unrestricted stock vested in the
employee are not allowable compensation
costs under FAR 31.205-6 since employees
have a right to receive the dividends as
owners of the stock. Dividend payments on
unrestricted stock represent a distribution
of profits, not compensation for employee
services.

e. The allowability of deferred compen-
sation awards is subject to the provisions of
FAR 31.205-6(k) which stipulates that
awards made in periods subsequent to the
period when the work being remunerated
was performed are not allowable. The costs
of deferred compensation accruals are sub-
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ject to the provisions of CAS 415, Ac-
counting for the Cost of Deferred Compen-
sation.

7-2124 Administrative Leave Due to
Weather-Related Closures

When contractor personnel receive paid
administrative leave due to inclement
weather, the allowability and accounting
treatment of such payments should be
evaluated on a case-by-case basis in ac-
cordance with FAR 31.205-6. Paid ab-
sences are fringe benefits that, per FAR
31.205-6(m)(1), are allowable to the ex-
tent that they are reasonable in nature and
amount and are required by law, em-
ployer-employee agreement, or an estab-
lished policy of the contractor. The rea-
sonableness of the amount paid is
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generally not an issue. The issue is
whether or not the circumstances war-
ranted the payment of administrative
leave. Some factors to consider in deter-
mining reasonableness include the sever-
ity of the weather conditions and whether
other businesses and organizations in the
same geographical location were closed.
The fact that the Federal Government
suspended similar operations in the area
due to the weather generally would sup-
port that it was reasonable for the contrac-
tor to incur the administrative leave costs.
If the costs are determined to be allow-
able, they should be charged in accor-
dance with the contractor’s disclosed or
established cost accounting practice for
charging paid absences.
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