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CHAPTER 9 

9-000 Audit Of Cost Estimates And Price Proposals 

9-001 Scope of Chapter 

a. This chapter presents guidance for 
evaluating estimates of cost and profit sup­
porting price proposals submitted by con­
tractors in connection with the award, ad­
ministration, modification, or repricing of 
Government contracts. The guidance ap­
plies to audit of estimates submitted in 
connection with negotiation of the follow­
ing: (1) prices of firm-fixed-price contracts; 
(2) initial and adjusted prices of redeter­
minable fixed-price contracts; (3) initial 
and successive target costs of incentive 
fixed-price and incentive cost­
reimbursement contracts; (4) estimated 
costs of cost-plus-fixed-fee contracts; (5)
prices of spare parts; (6) contract change
proposals; (7) rates for time and material 
and technical services contracts; (8) claims 
for price adjustments due to abnormal 
events; (9) economic price adjustments; 
(10) price adjustments pursuant to Cost 
Accounting Standards clauses; and (11) 
advance agreements on forward pricing
factors such as indirect cost rates, labor 
hour rates, material handling rates, and 
other elements of pricing formulas to be 
used repetitively. 

b. Section 1 discusses administrative 
procedures for field pricing support; that 
section includes coverage of requests to 
provide specific cost information and to 
assist higher-tier contractors audit propos­
als submitted by subcontractors. Section 2 
provides guidance in evaluating the ade­
quacy of cost or pricing data in the pro­
posal. Section 3 discusses general evalua­
tion procedures for estimates. Sections 4 
through 7 present specific guidelines for
evaluating cost estimates for direct labor, 
direct material, other direct costs, and indi­
rect costs. Section 8 presents special con­
siderations in pricing the impact of infla­
tion, including the audit of proposed
contractual economic price adjustment 
provisions. Profit evaluation assistance to 
the contracting officer is discussed in Sec­
tion 9. Section 10 highlights criteria for
audit of estimates derived from cost esti­

mating relationships that involve noncost 
variables. Section 11 is reserved. Section 
12 provides guidance in evaluating forward 
pricing rate agreements. Section 13 pro­
vides guidance for DCAA participation as 
a member of a should-cost audit team. 

9-002 Related Audit Guidance 

a. Chapter 5-1200 covers Audits of Esti­
mating System Internal Controls. It presents 
procedures applicable to comprehensive 
team surveys of contractor estimating sys­
tems by auditors and technical specialists. 

b. Audit report preparation is covered in 
Chapter 10. Since audit reporting require­
ments affect the fieldwork required, be fa­
miliar with Chapter 10 provisions applicable 
to the proposal at hand before you begin the 
proposal audit. 

c. Appendix E and Appendix F, which 
describe graphic and computational analysis 
and improvement curve analysis techniques 
as evaluation tools, should be used in con­
junction with this chapter.

d. Throughout this chapter, various Cost 
Accounting Standards are cited. Refer to the 
complete text of CASB Rules, Regulations 
and Standards and to Chapter 8 for audit 
guidance on CAS. 

e. The DCAA Intranet and the APPS 
software provide an audit program to exam­
ine price proposals which is to be tailored to 
the specific circumstances and an audit pro­
gram for the examination of proposals under 
$5 million, AP210UN5. When appropriate, 
the DCAA Intranet and the APPS applica­
tion software should be used to expedite (1) 
rate applications; (2) audit summarization; 
and (3) preparation of summary working 
papers, audit report exhibits, and rate sched­
ules. 

f. Chapter 4-403 covers the format and 
contents of working papers. Standardiza­
tion in design, content, and arrangement 
facilitates audit, supervision, and report
preparation. 

g. As part of planning the audit of a price 
proposal, brief the request for proposals in 
accordance with 3-203. During each audit of 
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cost estimates or price proposals, observe 
any operations security (OPSEC) measures 
required by current DoD contracts or re­
quests for proposals, in accordance with 3­
205. 

h. While auditing the price proposal, if 
anticompetitive procurement practices are 
suspected, refer to 4-705 for audit guid­
ance. 

9-003 The Total Audit Environment 

a. The guidance in this chapter should 
be applied to the audit of individual pro­
posals with due regard for the audit envi­
ronment, considering previous audit ex­
perience with the contractor and the 
materiality of the various elements of the 
proposal. A detailed evaluation of each
element of every proposal submitted for 
audit is normally unnecessary. 

b. Make full use of all relevant knowl­
edge about the contractor which has been 
documented in prior audits. This would 
include: 

(1) The strengths or weaknesses of the 
contractor's estimating system, which may 
also be the subject of a separate examina­
tion (see 5-1200). 

July 2004 

(2) The general credibility of the contrac-
tor's proposals, as determined in the course 
of previous proposal evaluations and 
postaward audits. (When a contractor's ac­
counting practices or representations of his­
torical and projected costs repeatedly contain 
significant deficiencies, errors, or unreason­
able estimates which suggest either negli­
gence or an apparent intent to deceive the 
Government, such cases are reportable under 
4-700.)

(3) The reliability of the contractor's 
cost accounting system. 

(4) Current trends in the contractor's 
labor, indirect cost, or other costs, as re­
flected in the results of recent proposal 
evaluations or audits of incurred costs. 

(5) Current changes in and/or mod­
ernization of the contractor's manufactur­
ing practices as noted during tours of the 
manufacturing floor, perambulations, and 
in the results of estimating surveys, recent 
proposal evaluations, or audits of incurred
costs. (Changing the flow of how prod­
ucts are made can affect the flow of costs 
(see 14-800).)

(6) Cost avoidance recommendations 
made as a result of operations audits (see 
14-500). 
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9-100 Section 1 --- Administrative Procedures for 
Field Pricing Support 

9-101 Introduction 

a. This section presents the general
procedures for processing requests for 
advisory audit reports and other contract 
audit information related to contractor 
and subcontractor price proposals. Basic 
guidance on audit fieldwork and prepa­
ration of audit reports is not repeated in 
this section (see subsequent sections of
this chapter and 10-300).

b. The term "PCO" is also applied to 
a plant representative/ACO who has
been delegated procurement authority to 
execute the particular contract action. 

9-102 The Field Pricing Support
Concept 

9-102.1 The Approach 

a. FAR 15.4 and DFARS 215.4 de­
scribe the responsibilities and functions 
for the audit, analysis, and negotiation 

of price proposals, and related matters 
concerning negotiated procurements. 
Much of this guidance applies to all 
types of negotiated pricing actions, in­
cluding contract price redetermination 
after costs have been incurred under the 
contract. However, certain requirements 
may apply only to the initial pricing of 
contracts, contract additions, or contract 
modifications (sometimes called for­
ward or pre-award pricing actions).

b. Field pricing support consists of 
all audit and other specialist effort nec­
essary for the contracting officer to de­
termine the reasonableness of the pro­
posed cost or price. FAR 15.404-2 
assigns the contracting officer responsi­
bility for determining the extent of field 
pricing support required, and for estab­
lishing the specific areas in which audit 
input is needed. This usually results in a 
request to DCAA to provide field pric­
ing assistance. DCAA provides the fol­
lowing forward pricing services: 

Contractor’s Sup- Type of 
Type of porting Documen- Report CAM 
Service Scope of Service tation Statement Reporting Cite 
Specific Cost 
Information 

Provide existing 
data in FAO 

Cost or pricing data; 
information other 

None Telephone 
with written 9-107 

[Code 
25000] 

files, or addi­
tional services 
that can be pro­
vided in 4 hours 

than cost or pricing 
data 

confirmation 
memoran­
dum 

or less 
Application Performance of Cost or pricing data; Disclaimer Report 
of specific proce­ information other 9-108 
Agreed­ dures agreed­ than cost or pricing 
Upon Proce­ upon in advance data 9-209 
dures  with the cus-
[Code tomer  
28000] 
Cost Realism Evaluation to Information other Disclaimer Report 
Analysis ascertain poten­ than cost or pricing 9-108 
[Code tial cost under­ data 
28000] statement 9-311.4 
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Contractor’s Sup- Type of 
Type of porting Documen- Report CAM 
Service Scope of Service tation Statement Reporting Cite 
Audit of Part 
of a Proposal 
[Code 
27000] 

Examination of 
one or more cost 
elements or parts 
of a cost element, 
e.g., rates or the 
bases, but not the 
entire proposal 

Cost or pricing data 
on the part(s) to be 
examined; informa­
tion other than cost 
or pricing data on 
the part(s) to be 
examined (cost 
information only) 

Opinion only 
on the part(s) 
of the pro­
posal exam­
ined 

Report  
9-108 

9-210 

Complete Examination of Cost or pricing data; Opinion on Report  
Proposal an entire pro­ information other proposal as a Chap. 9 
Audit posal than cost or pricing whole 
[Code data (cost informa­
21000] tion only) 
Audit of 
Forward 

Examination of a 
contractor’s 

Cost or pricing data; 
information other 

Opinion on 
the rates 

Report  
9-700 

Pricing Rates 
[Code 
23000] 

direct and indi­
rect rates (gener­
ally in support of 
forward pricing 

than cost or pricing 
data (cost informa­
tion only) 

examined 
9-1200 

rate agreements 
or informal rate 
recommenda­
tions, however, a 
request to exam­
ine an individual 
price proposal 
can trigger a 
Code 23000 
audit if the re­
sults are ex­
pected to form 
the basis for 
subsequent audit 
rate recommen­
dations related to 
other price pro­
posals) 
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Contractor’s Sup- Type of 
Type of porting Documen- Report CAM 
Service Scope of Service tation Statement Reporting Cite 
Integrated 
Product 
Team (IPT) 
[Code 
22000] 

Auditor effort 
expended par­
ticipating on a 
formally char­
tered IPT which 
culminates in 

Cost or pricing data; 
information other 
than cost or pricing 
data (cost informa­
tion only) 

Statement 
based on the 
services 
performed 
(refer to 
boxes for 

Report  
1-802 

1-803 

either a full 21000, 
examination of a 27000, or 
proposal, exami­
nation of a part 
of a proposal, or 
an application of 
agreed-upon 
procedures 

28000 as 
applicable) 

A clear understanding of the requestor's 
needs is essential for establishing the scope 
for audits of proposals for either prime 
contracts or subcontracts as discussed in 9-
103.3 and 9-104.2g. When significant con­
tractor deficiencies or system problems 
exist, the auditor should explain them to 
the contracting officer and discuss the po­
tential for additional audit coverage. When 
a request is received for an examination of 
the entire proposal and there is little risk 
involved, discuss with the requestor if their 
needs could be met by other services such 
as examining part of the proposal (9-108) 
or providing specific cost information (9­
107). See 4-103 for guidance on preparing 
acknowledgment and notification letters. 
There are special requirements for report­
ing on an examination of a part of a con-
tractor's proposal as stated in 9-108, 9-206, 
9-207, and 10-300. 

c. FAR 15.404-2(a)(3) encourages con-
tracting officers to team with appropriate 
field experts throughout the acquisition 
process, including negotiations. Early
communication among team members as­
sists in determining the extent of assistance 
required, the specific areas for which assis­
tance is needed, a realistic audit schedule, 
and the information necessary to perform
the field pricing assistance audit. The De­
fense Contract Management Agency
(DCMA) advocates use of Integrated Prod­
uct Teams (IPTs) whenever possible (See 
1-800). DCMA no longer prepares tradi­

tional field pricing reports which integrate 
both technical and pricing aspects. FAR 
15.404-2(b)(ii) does not require that field 
pricing assistance reconcile technical and 
audit recommendations. When the PCO 
determines that audit support is required, 
then the PCO will send the audit request 
directly to the cognizant audit office. The 
PCO sends requests for field pricing sup­
port services broader than audit services to 
the plant representative/ACO, with a copy
to the cognizant contract audit office; the 
contract auditor shall treat the advance 
copy of the PCO request as a signal to be­
gin the audit work. DCMA policy is that 
requests for DCAA audit will be forwarded 
to the cognizant FAO and the requestor be 
apprised of such action and advised that 
future requests may be sent directly to 
DCAA. If after receiving an advance re­
quest there is concern about whether an
audit will be necessary, immediately dis­
cuss the matter with the ACO. Any uncer­
tainty about whether an audit will be 
needed should be resolved in favor of start­
ing the audit. If the ACO states that an 
audit will not be requested, contact the 
PCO to determine whether ACO actions 
will be sufficient. If the PCO states that an 
audit is necessary, it should be performed 
as a direct request in accordance with FAR 
15.404-2(c) and the ACO should be so 
advised (see 9-103.1d.(7)).

d. The field pricing support process is
conducted as a cooperative team effort in 
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order to ensure timely and effective re­
sponse to the PCO's request. The efforts of
all field pricing support team members are 
complementary, therefore, cooperation and 
communication are essential in order to 
establish a proper understanding of each 
member’s role. 

e. The procedural steps involving con­
tract audit are discussed in later paragraphs 
of this section. The roles and relationships 
described in 9-305 also apply in the field 
pricing support situation. 

9-102.2 Applicability of Procurement
Procedures 

a. FAR/DFARS procedures are cited in
this section for convenience and only
briefly outlined. Slight variations may oc­
cur among DoD components, and proce­
dures applicable to non-DoD agencies may 
differ. Auditors auditing major or numer­
ous proposals for a particular DoD or non-
DoD contracting activity should be familiar 
with the applicable agency FAR supple­
ment and any special proposal require­
ments of the procurement office. This in­
formation is needed to ensure good support 
to the PCO, to anticipate procurement 
needs for contract audit services, and to 
estimate and monitor workload trends. It is 
especially important in this regard to know 
the procurement office's dollar thresholds 
and related criteria for requesting field 
audit of proposals (9-102.3).

b. FAR 15.404-2(c)(2), 10 U.S.C 
2313(d) and 41 U.S.C. 254d provide that 
contracting officers are required to contact 
the cognizant audit office to determine 
whether an audit of the proposed indirect 
costs was conducted during the preceding 
12 months. Contracting officers are not to 
request a preaward audit of indirect costs if
this would entail duplicative audits. Re­
quests may be made in circumstances 
where the information available is consid­
ered inadequate for determining reason­
ableness of the proposed indirect costs. 
(See 1-303e.) 

c. Auditors should verify that contrac­
tors are registered in the Central Contractor 
Registration database for DoD and NASA 
procurements which contain the clause at 
DFARS 252.204-7004 for DoD awards or 
the clause at NASA FAR Supplement 
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1804.7402 for NASA awards. When the 
contractor is required by the solicitation to 
register in the CCR database and the audit 
discloses the contractor has not complied 
with that requirement, the auditor should 
note this in the audit report. To verify if a 
contractor is registered in CCR, the auditor 
should inquire through the CCR website as 
follows: 

(1) Use Internet Explorer and navigate 
to the CCR website by entering the address 
www.ccr.gov.

(2) Once at the website click “Search 
CCR” at the left portion of the screen. This 
will link to the search page.

(3) On the search page, input data to 
search for a contactor. You can use the 
DUNS Number, CAGE Code or Legal
Business Name. You can also use a partial 
name to get a list of companies. Click on 
the Search button. 

(4) A record (or list of records if you 
input a partial name) will appear. Click on 
the Info/Detail Tab to view the rest of the
registration.

(5) The registration status and expira­
tion date for the valid registration is listed 
at the top of the screen. The registration 
status will be identified as Regis-
tered/Active, Pending (registration is in the
process of being validated), or Inactive 
(registration has been cancelled or ex­
pired). 

9-102.3 Applicability of Dollar Thresh­
olds 

DFARS 215.404-2(a) recommends that 
contracting officers consider requesting
field pricing support for : 
•	 Fixed-price proposals exceeding the

cost or pricing data threshold; 
•	 Cost-type proposals exceeding the cost 

or pricing data threshold from offerors 
with significant estimating system de­
ficiencies; or 

•	 Cost-type proposals exceeding $10 mil­
lion from offerors without significant 
estimating deficiencies. 

Generally, field pricing support should not 
be requested for proposals below the
thresholds. However, DFARS 215.404-
2(a)(ii) permits contracting officers to re­
quest an audit of a proposal below the 
thresholds when a reasonable price can not 
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be determined because of (1) a lack of 
knowledge of the contractor, or (2) sensi­
tive conditions. When requested to audit a 
proposal that is below the threshold, the
auditor should understand the circum­
stances driving the request (See 9-
103.1d(3)). The auditor should consider if a 
different level of service could provide 
adequate field pricing support and should
make an appropriate recommendation 
given the circumstances. The working pa­
pers should include documentation on the 
circumstances and discussions with the 
requestor. 

9-103 DCAA Field Pricing Support at
the Prime Contract Level 

9-103.1 Coordination of the Request-
Field Pricing Support 

a. In responding to requests for audit 
services, FAO managers, supervisors, and 
auditors should keep in mind that the con­
tracting officer and administrative contract­
ing officer are our customers. Our aim is to 
provide timely and responsive audits, audit 
reports and financial advisory services that 
meet our customer's needs. This goal can 
be achieved by establishing open and effec­
tive channels of communication which 
allow for the sharing of information and 
ideas as the audit progresses. FAR 15.404-
2(a)(3) encourages PCOs to team with ap­
propriate field experts and to communicate 
early in the acquisition process. 

b. In particular, requests for field pric­
ing support need to be handled in an expe­
ditious manner. Whenever circumstances 
permit, FAR 15.404-2(b)(1)(i) encourages 
the contracting officer and field pricing
experts to use the telephone or electronic 
means to request and transmit pricing in­
formation. When reports and information 
are transmitted electronically, there is nor­
mally no need to send an additional copy
through surface mail. Proposals should be 
evaluated for adequacy within seven days 
after receipt so that corrective action can be 
taken immediately (see 9-200). In addition, 
expeditious handling of this matter will 
enable the auditor to meet the requestor’s 
time constraints. The auditor should seek 
assistance from the ACO/PCO, if needed, 
early in this process. The Agency has also 
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developed criteria that can be used to 
evaluate the adequacy of contract price 
proposals. The auditor may discuss the 
checklist with contracting officers and sug­
gest that they use it in the screening proc­
ess. The form is available on the DCAA 
Intranet and the APPS (file name 
ADEQUACY). 

c. Locally established working ar­
rangements may expedite handling of rela­
tively routine requests. However, effective 
field pricing support to the PCO may, in 
some cases, require individualized coopera­
tive arrangements between the plant repre-
sentative/ACO and the auditor. Also, some 
matters may need reconsideration during 
the course of major field pricing support 
cases. 

d. Additional key matters the auditor 
may need to coordinate: 

(1) Obtaining a copy of the contractor's 
proposal and applicable portions of the 
RFP, if not received with the PCO request 
and not provided directly by the contractor. 

(2) Establishing the due date for the
audit report, considering existing audit 
workload, required audit scope, or any
other relevant factors. The contract auditor 
should coordinate due date adjustments 
with the PCO and the plant representa-
tive/ACO. Any audit conflicts involving 
more than one PCO should be worked out 
jointly between the auditor and the plant 
representative/ACO (see 9-103.7).

(3) Obtaining a clear understanding of
the requestor's needs and identifying areas 
of the contractor's proposal for special con­
sideration. Discussions with the PCO 
and/or ACO should be held before begin­
ning the audits. The auditor should coordi­
nate with the requestor, upon completion of 
the risk assessment, to resolve any incon­
sistencies between the requested audit ef­
fort and the scope of audit determined by 
the auditor’s assessed level of risk (see 9-
103.3a). If the request is for an audit of 
something that is immaterial or that could 
be handled as a request for specific cost 
information (see 9-107.1), the auditor 
should discuss this with, and make an ap­
propriate recommendation to, the contract­
ing officer. The final decision regarding the 
need for a complete examination, an appli­
cation of agreed-upon procedures, or a
request for specific cost information rests 
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with the contracting officer. However, the 
desire to provide contracting officers with 
the requested level of service does not 
mean that the auditor must perform proce­
dures that are clearly not justified. If there 
is disagreement with the contracting officer 
after the auditor clearly explains that the 
risk does not warrant a full examination, 
Financial Liaison Advisor (FLA) assistance 
should be requested. The FLAs can provide 
valuable assistance working with customers 
to ensure requests for services are accurate, 
clear and appropriate for the risk involved. 
(FLAs are identified in 15-3S1.) If a cus­
tomer does not have an assigned FLA, the 
auditor should contact the appropriate Sen­
ior FLA. If the FLA’s efforts do not result 
in a consensus regarding the level of ser­
vice to be provided, the auditor should 
limit the scope of the actual procedures 
performed to the minimum necessary to 
meet auditing standards, address the audi-
tor’s assessment of risk, and provide the 
customer’s requested level of service. The 
working paper file should include docu­
mentation on the discussions and decisions. 

(4) Arranging for all technical input 
needed for the audit, including field techni­
cal reports the PCO requests to be incorpo­
rated into the audit report. Technical input 
can often be obtained through informal con­
sultation; however, written confirmation of 
the requested information should follow. 
Similarly, informal audit input may be 
needed to support other field pricing support 
efforts before the audit report is prepared 
(see 9-306 and D-204).

(5) Arranging for any needed supple­
mentary analysis of subcontract or intra­
company proposals by the prime contractor 
and/or Government field personnel. Time 
constraints require that this area be given 
early, expedited attention (see 9-104 and 9­
105).

(6) Obtaining the PCO's estimate of 
most likely level of procurement require­
ments under a proposed basic ordering
agreement or time-and-materials-type con­
tract. The reasonableness of proposed costs 
should be evaluated considering the antici­
pated level of effort.

(7) When requests are received directly 
from the PCO, auditors should not delay
these audits awaiting a request through the 
ACO. When these requests are received, 
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necessary coordination will be made di­
rectly with the requestor.  

(8) When the contracting officer identi­
fies that the price proposal is for an FMS 
customer, the auditor should coordinate 
with the contracting officer the release of 
contractor proprietary data to the FMS 
customer and the level of detail to be in­
cluded in the report. The auditor should 
also determine at the start of the evaluation 
whether the contractor will have any reser­
vations or restrictions on release of the 
report to the FMS customer (see 9-110).  

9-103.2 Acknowledging the Request 

At an early stage in planning the audit, 
send a memorandum to the PCO and/or 
plant representative/ACO confirming coor­
dination of the audit (see 4-103). 

9-103.3 Audit Scope - Field Pricing Sup­
port 

a. Determining the scope of a price pro­
posal audit (FAR 15.404-2(c)) will, in part, 
depend on the nature of the audit request 
for field pricing support. Auditors should 
limit the scope to the minimum work nec­
essary to fully meet the contracting offi-
cer’s needs. When an examination of the 
contractor's price proposal is requested, the 
auditor is responsible for determining the 
scope and depth of examination required to 
render an informed opinion as to the ade­
quacy of the cost or pricing data or infor­
mation other than cost or pricing data for 
negotiation of a price, including the use of 
technical specialists when necessary. To 
determine the scope of audit, the auditor 
should first read the audit request and get a 
clear understanding of exactly what is re­
quested and whether the proposal is based 
on cost or pricing data or information other 
than cost or pricing data. The auditor 
should then complete a risk assessment (see 
4-403f) based on this understanding. After 
completing the risk assessment, the auditor 
should coordinate with the requestor to
resolve any inconsistencies between the 
requested audit effort and the scope of au­
dit determined by the auditor’s assessed 
level of risk (see 9-103.1d(3)). Prior to
performing the detailed audit steps, the 
auditor should submit the risk assessment 
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and audit program to the supervisor for 
review and approval (see 3-103.2b.). Re­
quests for audit of part(s) of a price pro­
posal are discussed in 9-108.

b. As early as possible, determine 
whether technical review requested by the 
ACO will be sufficient to allow the auditor 
to express an opinion regarding the quantita­
tive and qualitative aspects of the contrac-
tor's proposal. The auditor is responsible for 
ensuring that adequate evidential matter is 
examined to render an opinion on the pro­
posed costs. This includes making decisions 
about what technical assistance is needed, 
effectively communicating with the technical 
specialist(s), assessing the impact of techni­
cal specialist findings upon the audit opin­
ion, and reporting on the uses of technical 
specialists or the impact of their nonavail­
ability (see Appendix D and 9-306). 

c. When ACO/PCO-imposed time con­
straints make it impossible to perform an 
entire proposal examination, coordinate 
with the ACO/PCO to determine if other 
services can be performed in the prescribed 
time frame to assist in the negotiation of 
the award (e.g., providing specific cost 
information or examining part of a pro-
posal---see 9-107 and 9-108). If no services 
can be provided in the prescribed time 
frame, confirm the results of the conversa­
tion in writing with the ACO/PCO.

d. If there is a lack of adequate techni­
cal input necessary for the expression of an 
unqualified opinion regarding the quantita­
tive and qualitative aspects of the proposal,
the audit report should be qualified accord­
ingly (10-304). 

e. In some cases, the risk assessment 
and other audit planning procedures could 
conclude that a proposal may be exam-
ined/evaluated by a desk audit rather than a 
comprehensive examination of all proposed 
elements based upon a field visit to the 
contractor’s site. A desk audit consists of a 
comparison of the contractor's proposal
with audit data available or readily obtain­
able at the FAO covering such areas as the 
contractor's estimating methods, current 
cost/price experience, and currently fore­
casted labor or indirect cost rates. It in­
volves more than merely checking the con-
tractor's arithmetic. The professional
application of audit experience and assess­
ment of materiality and risk is required in 
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order to determine if sufficient information 
is available to the auditor to justify a desk 
audit. Limited additional information can 
sometimes be obtained by telephone in­
quiry to the contractor. The auditor must 
also carefully consider any necessary ad­
justments to the audit scope because of 
changed conditions, such as a forecasted
increase in the contractor's volume of 
business (allocation base), which may 
result in a reduction of the indirect cost 
rate. 

f. Desk audit procedures are an integral
part of the audit planning process and may 
be used to accomplish full proposal exami­
nations, audits of parts of a proposal or 
applications of agreed-upon procedures. 
Use of a desk audit should result in a con­
clusion that sufficient information is avail­
able in the files from other audits to either 
(1) form the basis for expression of an 
opinion on the contractor's cost statement 
(estimate or incurred) when performing a 
full proposal audit or audit of parts of a 
proposal or (2) accomplish the procedures 
requested when performing an application 
of agreed-upon procedures. As explained in 
9-209, when performing agreed-upon pro­
cedures a disclaimer of opinion is always 
issued. Care should be taken to assure that 
the auditor has complied with government 
auditing standards. 

g. Desk audits, either alone or in con­
junction with a limited audit of parts of a 
proposal, may be appropriate for audit of 
proposals in the lower dollar ranges. Con­
sequently, a desk audit will normally be 
performed when the following criteria are 
substantially met: 

(1) The contractor has been visited by a 
contract auditor within the past 12 months 
and audits are reasonably current. 

(2) There are no outstanding CAS or 
accounting/estimating system deficiencies 
that have a bearing on the proposal. (The 
audit files must reflect a prior examination 
of the significant elements of the account-
ing/estimating system.) 

(3) No significant change is expected to
occur in the contractor's business which 
will affect cost projections during the pro­
posed period of performance. 

(4) The contractor has been able to sup­
port its proposed costs on previous submis­
sions by vendor quotations, prior actual 
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costs, or other acceptable evidential matter. 
Thus, experience shows minimal or no cost 
exceptions (other than known repetitive­
type exceptions) on previous examinations. 

(5) The cost elements proposed are con­
sistent with prior practice and consistently
applied with no new costing factors.

(6) The contractor and the Government 
have agreed on forward pricing rates, with 
appropriate DCAA input, for the proposed 
period of performance or current rate in­
formation is available from recent audits.  

9-103.4 Sampling Procedures to be Used 

a. Requests to evaluate an inordinate 
number of items and/or dollar amounts 
should be discouraged. Criteria used by 
some procuring offices for auditing line
items may be more extensive than DCAA's 
established statistical sampling guidance 
and government auditing standards re­
quirements. Although the auditor estab­
lishes the scope of audit following estab­
lished and accepted statistical sampling 
procedures (see 4-600 and Appendix B), 
the requestor's sampling procedures may be 
considered, as appropriate.

b. Coordinate the selected line-item 
sample with the PCO. Additional line items 
of particular concern to the PCO that were 
not selected in the initial sample selection 
should be looked at separately on a case-
by-case basis. Coordinating the stratifica­
tion process and ensuring that random 
techniques are properly applied will make 
the sample results more useful to the audi­
tor and the requestor. 

c. Value Evaluation. A value evaluation 
involves a subjective assessment of item 
prices (as compared to an illustrated parts 
breakdown, picture, drawing, or sketch of 
the item), including a short written descrip­
tion of labor, material, and engineering 
characteristics of the item. The purpose of 
a value evaluation is to determine if the 
price offered appears to be a fair value. For 
example, a value evaluation could deter­
mine that $1.50 is a fair price for a switch, 
toggle, multi-terminal while $11.50 may
not be a fair price; or that $10.00 is not a
fair price for a particular bolt while $0.25 
may be a fair price. Generally, a value 
evaluation is performed as a procurement 
function. Therefore, the auditor should 
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ensure that a listing of all items that failed 
the value evaluation has been provided as 
part of the audit request. These items, along 
with an explanation as to what caused their 
failure, should be considered as audit leads. 
If the auditor plans to evaluate a failed 
value item separately, the requestor should 
be advised so as to avoid duplication. 

9-103.5 Request to Report by Line Item 

a. Audit requests which require auditors 
to spend an inordinate amount of time re­
porting their findings by line item do not 
usually result in an economical use of audit 
resources, particularly when the contrac-
tor's accounting system does not identify 
total cost by individual line item. 

b. Although some contractors propose 
engineering and other direct support effort 
by using estimating or pricing factors for 
individual line items, their accounting sys­
tems usually do not account for direct sup­
port cost by individual line item. Further­
more, the use of such techniques cannot be 
supported by historical cost experience. 

c. When there is no direct relationship 
between factors and individual line item 
costs, the total amount of direct support 
effort should be evaluated by Government 
technical personnel to ascertain the reason­
ableness of the effort proposed. The auditor 
will recommend labor and indirect cost 
rates applied to this total effort and results 
will be reflected in the audit report. The 
auditor will also comment on any estimat-
ing/pricing techniques used to distribute the 
direct effort to line items and their impact 
on the proposed cost.

d. Contractors may not record their 
costs on a line-item basis and it may not 
always be practical to track audit findings 
to a line item. When impediments to iden­
tification exist, request contracting officer 
assistance before any additional audit 
resources are spent to develop audit find­
ings and write a report by line item. In 
these cases, the contracting officer should 
solicit the contractor's assistance to aid in 
the identification of costs by line item. 
Such assistance is needed in order for the 
auditor to report questioned costs by line 
item. 
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9-103.6 Requests to Report on Compara­
tive Historical Cost Information 

a. The requirement to have compara­
tive historical cost information should be 
placed on the contractor and included as 
part of the cost proposal.

b. If a request to develop this type infor­
mation is received, request that the contrac­
tor prepare the information, notify the re­
questor of the action taken, perform
whatever audit steps are necessary to verify 
the accuracy of the information, and include 
the information with the audit report. In the 
event the information is not received in time 
for inclusion in the audit report, include 
appropriate comments necessary to explain 
the circumstances. This, of course, does not 
preclude the inclusion of readily available 
recent historical cost information in audit 
reports to support the audit findings. 

9-103.7 Scheduling Audit Report Issu­
ance 

a. Issuance of a report on an audit of a 
price proposal should not be delayed be­
yond the agreed-to due date pending the 
receipt of an assist audit report (9-104) or 
technical report (Appendix D). Neither 
should the report be delayed because of 
the contractor's oral statement about revis­
ing the proposal. However, other devel­
opments during the course of the audit 
may threaten the audit report schedule, 
such as: 

(1) Serious problems with the contrac­
tor such as lack of cooperation, insuffi­
cient supporting data, or denial of access 
to records, which may have a major ad­
verse impact on price negotiations (see 
also 9-205).

(2) Expansion of audit requirements 
by the PCO. 

(3) Major unanticipated problems with 
the proposal, such as unusual or complex 
data or significant controversial items of 
cost. 

(4) New, competing priorities in other 
PCO requests.

b. Promptly discuss these other devel­
opments with the PCO or plant represen-
tative/ACO. His or her early attention 
may correct the problem and eliminate the 
need for the auditor to request a due date 
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change or an audit report qualification.
FAR 15.404-2(d) requires that the con­
tracting officer be notified in writing,
following immediate oral notification, of 
circumstances shown in (1) above. The 
notification should include a description
of the deficient or denied data or records 
(copies of the deficient data should be
provided, if requested by the contracting 
officer), the need for the evidence, and
the unsupported costs resulting from the 
denial (1-504.3). In addition, the audit 
report should identify any cost or pricing 
data submitted that are not accurate, com­
plete, and current and a schedule of any 
cost representations that are unsupported 
(See also 10-304 ). 

c. Supplemental reports may be re­
quired upon receipt of assist audit reports 
(9-104), technical reports (9-103.8), or 
receipt of additional cost or pricing data. 
In addition, FAR 15.404-2(c)(3) requires 
the contracting officer to provide to the 
auditor updated information that affects 
the audit. FAR 15.404-2(c)(1)(ii) requires 
the auditor to immediately notify the con­
tracting officer about any information 
disclosed after submission of an audit 
report that may significantly affect the 
findings. This information may include 
data related to costs unsupported in the 
original audit report. The contracting offi­
cer will require the offeror to concurrently 
submit this data to the audit office. Upon 
receipt of the data and a request to evalu­
ate it, the auditor should initiate a timely 
audit of the data and orally report the re­
sults to the contracting officer. When 
considered necessary by the contracting 
officer or the auditor, a supplemental re­
port may also be issued if the status of 
negotiations is such that a supplemental 
report will serve a useful purpose.

d. If an extension of the audit report
due date is considered necessary, follow 
the procedures in 9-103.1, 9-103.2, and 
10-300, including coordination, written 
confirmation, and, if applicable, report 
qualification. 

e. Providing oral results of audit is 
merely advance information for the re­
questor and is not a substitute for issuing 
a written audit report by the established 
due date. 
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f. Peak workload periods and other 
unforeseen strains on FAO audit re­
sources do not relieve FAO management 
from the responsibility for judicious and 
timely management of proposal audits. 
Therefore, every effort should be made to 
issue proposal audit reports by the origi­
nal due dates. In any event, it is generally 
unacceptable to request a due date exten­
sion for 60 days beyond the date of re­
ceipt of the request for audit. 

9-103.8 Technical Evaluations Impact
on Audit Report Schedule 

a. If the auditor requests a technical 
analysis, she/he normally will incorporate 
the financial effect of the analysis in the 
audit report. In view of the number of 
technical specialties that could be in­
volved, there may be several technical 
reports to consider (see 9-103.1 and Ap­
pendix D). If the auditor requests a tech­
nical analysis, (s)he should not expect any 
other party to consolidate reports on pro­
posal analyses made by the several tech­
nical specialists on the field pricing sup­
port team. 

b. In the absence of adequate re-
quested technical analysis, the report will 
be qualified (see 10-304). However, if the 
auditor can obtain sufficient evidence to 
support an opinion on the proposal, in­
cluding requirements, then a request
should not be made and the report should 
not be qualified. This holds even if the 
auditor knows that an evaluation is being
done, and the results are not received. A 
qualification should not be used in this 
case even though the technical report may 
question elements which the auditor did 
not question. 

c. Technical report results which are not 
received in time for inclusion in the initial 
audit report will be incorporated in a sup­
plemental report, if the status of negotiation 
is such that a supplemental report will serve 
a useful purpose. All technical report results
received by the auditor will be included in 
the audit report.

d. Any continued delays in receipt of 
field technical reports required to satisfy 
the PCO's request for field pricing support 
should be treated as a matter of special 
management concern because of the im-
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pact on contract audit workload. If the 
matter cannot be resolved at the local 
level, it should be elevated to the regional 
office. 

9-104 Field Pricing of Subcontract
Proposals Included in Prime Contract
Price Proposals 

9-104.1 Basic Responsibilities for Sub­
contract Proposals 

a. FAR 15.404-3(b) requires contractors
to conduct appropriate price or cost analy­
sis and include those analyses with their 
proposal support. FAR 15.408, Table 15-2 
requires that the contractor provide data 
showing the basis for establishing the 
source and reasonableness of price. For 
competitive acquisitions, the contractor 
should also include the degree of competi­
tion. This data should be provided for all 
acquisitions exceeding the pertinent
threshold set forth in FAR 15.403-4(a)(1). 
For noncompetitive acquisitions that meet 
the requirements of FAR 15.403-4(a)(1), 
the cost or pricing data supporting the pro­
spective source's proposal as required by 
FAR 15.404-3(c)(1) should also be submit­
ted. 

b. Primary responsibility for evaluation 
of subcontractor proposals rests with prime 
contractors and upper-tier subcontractors.
FAR 15.404-3(b) and FAR 15.408, Table 
15-2 require contractors and higher-tier
subcontractors to conduct a cost analysis of 
each subcontract when cost or pricing data 
are required by FAR 15.403-4(a)(1) regard­
ing noncompetitive methods and to provide 
the results of such evaluations prior to ne­
gotiations. However, FAR 15.404-3 and 
DFARS 215.404-3 permit the contracting 
officer to request audit or field pricing sup­
port to analyze and evaluate the proposal of 
a subcontractor at any tier, if the contract­
ing officer believes that this support is nec­
essary to ensure reasonableness of the total 
proposed price. DFARS 215.404-2(c)(i)
further provides that, if in the opinion of 
the PCO, plant representative/ACO, or 
auditor, the evaluation of a prime contrac-
tor's proposal requires further Government 
evaluation of subcontractor cost estimates 
at the subcontractor's plant, these audits 

DCAA Contract Audit Manual 



July 2004 

should be fully coordinated with the prime 
contractor’s ACO before being initiated. 

c. During coordination of the PCO re­
quest for audit of a prime contract proposal 
(9-103.1), the needed coverage of any sig­
nificant proposed subcontract costs will be 
a major consideration. The auditor at the 
prime contract level plays a major role in 
ensuring that proposed subcontract costs 
are adequately evaluated. Depending upon 
the contractor's basis for the proposed sub­
contract costs, an evaluation may be made 
only at the prime contractor plant or an 
audit at the subcontractor plant may be 
required (see 9-103 and 9-104.2).

d. When auditors determine that a divi­
sion affiliated with the prime contractor is 
proposing to perform subcontract effort or 
interdivisional transfer effort and there are 
unaffiliated companies in competition to 
perform as a subcontractor, notify the con­
tracting officer. Because of the potential for 
bias, the contracting officer should ask of­
ferors to submit a plan explaining how they 
will ensure that the competition will be con­
ducted fairly and result in the best value for 
DoD. The Government is not expected to act 
as a surrogate source selection official or to 
approve the selection of a particular source. 
Also, see 9-104.2b.(3) regarding the poten­
tial need for an assist audit. 

e. The prime contract auditor is respon­
sible for providing the subcontract auditor
with Government price negotiation memo­
randums applicable to negotiations with the 
prime contractor concerning subcontract
prices. 

9-104.2 Deciding Whether a Govern­
ment Field Audit of a Subcontractor's 
Proposal Should be Obtained 

a. Generally the prospective prime con­
tractor should support proposed subcon­
tract prices, including performance of cost 
and price analysis of subcontractor cost or 
pricing data, when required by FAR 
15.408, Table 15-2 regarding noncompeti­
tive methods. DFARS 215.404-3(a)(v)
provides that when the contracting officer’s 
selection is based on a decision other than 
lowest price, deficient contractor analyses 
may be returned for correction. The Gov­
ernment may decide, however, that ade­
quate evaluation of a prime contract pro­
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posal requires field pricing support at the 
location of one or more prospective sub­
contractors at any tier. 

b. The prime contract auditor will spe­
cifically evaluate each pricing submission 
and available supporting data to advise the 
contracting officer of the need for subcon­
tractor assist audits. As part of this evalua­
tion, ascertain the adequacy of the prime 
contractor's completed cost analysis of 
subcontract proposals. For those cost 
analyses that are not completed, determine 
the contractor's completion schedule and 
consider the adequacy of its procedures for 
conducting cost analysis. Generally, there 
will be no need to request an assist audit 
when the contractor's procedures are ade­
quate and the cost analyses are scheduled 
for completion prior to negotiation. How­
ever, this should always be brought to the 
attention of the contracting officer (see 9-
104.2d). This evaluation and the resulting 
determinations on the assist audits to be 
performed will be clearly documented in 
the working papers. The following items 
will generally indicate a need for an assist 
audit: 

(1) The contractor's cost analysis is 
inadequate or is not expected to be com­
pleted prior to negotiations.

(2) The prime contractor's policies and 
procedures for awarding subcontracts are 
inadequate.

(3) There is a business relationship be­
tween the prospective prime contractor and 
subcontractor not conducive to independ­
ence and objectivity, as in the case of a 
parent-subsidiary or when prime and sub­
contracting roles of the companies are fre­
quently reversed. 

(4) The proposed subcontract costs rep­
resent a substantial part of the total contract 
costs. 

(5) The prospective prime contractor 
was denied access to the proposed subcon-
tractor's records. 

c. Upon determining and documenting 
the need for an assist audit, establish 
whether the assist audit has already been 
appropriately requested by either the ACO 
or PCO. If a needed assist audit has not 
been requested, immediately bring this 
matter to the attention of the ACO and 
PCO and convey the reason the assist audit 
should be obtained. In doing this, provide 
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all available data the contracting officer
should consider in making a decision. 

d. The auditor should take special care 
to point out to the ACO and PCO any 
prime contractor cost analysis that will 
not be available before the conclusion of 
audit field work, but is scheduled for 
completion prior to negotiations (see 9-
104.2b.). Also comment on the adequacy
of the contractor's procedures for con­
ducting cost analysis (see 9-406.1). This 
information will allow the ACO and/or 
PCO to decide whether to wait for the 
contractor's cost analysis or to request an 
assist audit. When a decision is made to 
wait for the contractor's cost analysis, the 
costs should be classified as unsupported 
(see 10-304.8). 

e. When the prime contract auditor 
determines that the ACO or PCO has re­
quested or will request an assist audit, he 
or she should at once alert the subcontract 
auditor by telephone and confirm that the 
audit can be completed timely (i.e., in 
time for inclusion in the prime audit re­
port if possible, but in no case later than 
the due date requested by the ACO or 
PCO). The prime auditor will immedi­
ately confirm the telephone notification 
via FAX or e-mail. If the subcontract 
auditor has not already begun the audit, it 
should be started upon such notification.

f. If, after notification and discussion 
with the ACO and PCO, the assist audit is 
still determined necessary and it is not 
going to be requested by either the ACO 
or PCO, the prime contract auditor will 
prepare and address an assist request to 
the prime contractor ACO. The prime 
contract auditor will also immediately 
notify the subcontract auditor by tele­
phone of the impending audit request and 
send a copy of the request directly to the 
assist auditor. It should include all of the 
information required by DCAA's man­
agement information system to set up an 
assist audit assignment including a due 
date which, if possible, will allow the 
assist audit results to be incorporated into 
the prime auditor's report. However, in no 
case should the requested due date be 
after prime contract negotiations begin. 
The request for assist audit should be ac­
companied by copies of: 
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•	 the subcontractor's proposal, along
with all related cost, pricing, and per­
tinent technical data; 

•	 if available, the results and supporting 
data from the prime contractor's 
evaluation of the subcontractor's pro­
posal; and 

•	 the audit request received by the prime 
DCAA office (used to identify reim­
bursable work). 

g. The auditor cognizant of the sub­
contractor should obtain a clear under­
standing of the requestor's needs and 
identify areas of the subcontractor's pro­
posal for special consideration (in addi­
tion to any specified by the PCO/ACO). 
To the extent necessary, discussions with 
the PCO, ACO, and/or auditor cognizant 
of the contractor should be held before 
beginning the audit. In cases of subcon­
tract audits conducted at the request of the 
upper-tier contractor, if the PCO/ACO or 
auditor cognizant of the contractor cannot
clarify the request, then it is their decision 
as to whether they or the auditor cogni­
zant of the subcontractor should contact 
the contractor for clarification. If the re­
quest is for an audit of an immaterial cost 
item(s) or one which could be handled as 
a request for specific cost information 
(see 9-107.1), the auditor cognizant of the 
subcontractor should discuss this with and 
make an appropriate recommendation to 
the contracting officer. However, the final 
decision regarding the need for a com­
plete audit, an application of agreed-upon 
procedures, or specific cost information 
rests with the contracting officer. The 
working paper file should include docu­
mentation on the discussions and deci­
sions. 

h. A Government audit of proposed 
subcontract costs does not relieve the 
prime contractor of its responsibilities. 
FAR 15.404-3(b) and FAR 15.408, Table
15-2 require prime contractors and 
higher-tier subcontractors to conduct cost 
analysis of each subcontract proposal for 
which the subcontractor must submit cost 
or pricing data. The DCAA auditor should 
include an appendix in the audit report
identifying subcontracts requiring con­
tractor cost analyses which have not yet 
been provided to the auditor (see 10-308). 
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9-104.3 Coordination of Major Program
Subcontract Assistance 

A DoD contracting activity is required 
to notify applicable contract administration 
activities when a planned major acquisition 
will require extensive, special, or expedited 
field pricing assistance of subcontractors' 
proposals (DFARS 215.404-2(c)(ii)).
DCAA support of these programs will be 
facilitated by prompt and thorough coordi­
nation among the FLA, regional offices, 
FAOs, and Headquarters element involved 
in the acquisition program. 

9-104.4 Processing Requests for Audit
of Subcontractor Price Proposals 

a. Under DoD field pricing support 
procedures, audit requests of subcontrac­
tor proposals, at any tier, will be proc­
essed through plant representative/ACO 
channels. This applies whether the request
has been initiated by the PCO, by the 
field pricing support team, or by the cog­
nizant auditor at the prime contractor lo­
cation. In each case, a copy of the request 
is to be sent directly to the contract audi­
tor responsible for audit of the prospec­
tive subcontractor. The request will be
accompanied by copies of (1) the subcon-
tractor's proposal to the prime or higher­
tier contractor, including a proposal cover 
sheet if FAR 15.408, Table 15-2 is used, 
and related cost or pricing data, and (2) 
the review package accomplished by the 
prime contractor and/or by the higher-tier 
subcontractor involved, including any
cost and/or price analysis if available 
(FAR 15.404-3).

b. Upon receipt of either a copy of the 
PCO request, a written request through 
ACO channels, or a copy of the prime 
contract auditor's request, the auditor at
the subcontractor location will set up the
assist audit assignment and begin the au­
dit, if not already started as a result of 
following the guidance for advance tele­
phone notification of impending requests 
in 9-104.2. The request will be acknowl­
edged following the guidance in 4-103. 
Required technical assistance for such 
audits will be arranged through ACO
channels as currently provided for in 9-
103.1d and 4-103. 
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9-104.5 Special Requirements for Timeli­
ness and Coordination of Subcontractor 
Audits 

a. Time available for proposal audit be­
comes successively shorter as field pricing 
support is required at major subcontractors 
and lower subcontract tiers. To support the 
PCO on the prime contract pricing action, 
field audit offices must take special prompt 
action on requests and reports concerning
subcontract proposals.

b. The prime contract auditor is responsi­
ble for taking all reasonable steps to ensure 
that the results of the assist audit are incor­
porated in the final audit report. This in­
cludes following up periodically on the 
status of all assist audits being performed 
and documenting this follow-up effort in the 
audit working papers. Thus, the prime con­
tract auditor must be fully aware of the re­
sults of any cost evaluations performed at 
prospective subcontract locations. Coordi­
nate closely with the plant representa-
tive/ACO to ensure complete interchange of 
communications to and from other plant 
representatives/ACOs and contract auditors 
concerning the proposed subcontract costs. If
incorporation of assist audit results is not 
possible, the prime contract auditor should 
confirm that the assist audit report will be 
available in time to meet the needs of the 
ACO/PCO (see 9-104.2e. & f.). 

c. To help ensure timely incorporation of 
assist audit results into the prime auditor's 
report, auditors should notify each other by 
telephone of any impending delays in report 
issuance. 

9-104.6 Differences of Opinion Between 
DCAA Offices 

Should a difference of opinion arise
between offices when performing subcon­
tractor audits, the procedures stated in 6­
807 for resolving the difference will be
followed. 

9-105 Intracompany Proposals Included
in Prime Contract Price Proposals 

a. Basic FAR provisions on responsi-
bilities for subcontract proposals (9-104.1
and 9-104.2) also apply to proposals of 
other company segments included in a 
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prime contract proposal. However, the fac­
tor of common control, or possible lack of 
arms-length dealing (9-104.2b.) make any 
significant intracompany proposal an area 
for special consideration in auditing the 
prime contract proposal (see 9-103.1). 

b. If adequate audit of a prime contract 
proposal requires field pricing support at 
another segment location, procedures in 9­
104 will be followed as applicable to the 
intracompany situation. This includes proc­
essing of requests through plant representa-
tive/ACO channels, as well as the special 
audit coordination requirements stated in 9-
104.5. 

c. Upon receiving the copy of a re­
quest from the higher-tier plant represen-
tative/ACO, the contract auditor at the 
other segment location will follow proce­
dures in 9-103, 9-104, and 10-300, as 
applicable to the intracompany situation. 

9-106 Audits of Lower-Tier Proposals 
Not Included in Prime Contract Price 
Proposals 

9-106.1 Basic Responsibilities 

a. As covered in 9-104 and 9-105, Gov­
ernment field pricing audits of proposals 
submitted by prospective or current sub­
contractors or other company segments are 
generally made for use of the PCO, as part 
of the audit of a price proposal submitted 
by a prospective or current prime contrac­
tor. This paragraph covers certain cases 
where DCAA may need to audit a lower­
tier price proposal as a separate action, 
independent of proposal audits performed 
for a prime contract pricing action. 

b. Each higher-tier contractor is basi-
cally responsible for making any needed 
evaluation of lower-tier proposals, both
before and after the prime proposal is nego­
tiated with the Government (FAR 15.404-3 
and FAR 15.408, Table 15-2). The same 
principle applies whether the prime con­
tract pricing action is for a contract award 
or modification. However, DCAA may be 
called upon to assist a higher-tier contrac-
tor's evaluation when it will serve the Gov-
ernment's best interest. Unless a prime con­
tract proposal is immediately under 
Government evaluation, this assistance 
may appear to be for primary use of the 
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higher-tier contractor rather than the PCO. 
However, as discussed further below, no 
such evaluation will be made solely to 
benefit a contractor; there must be a benefit 
to the Government to justify use of Gov­
ernment audit resources. 

c. To satisfy the Government auditing 
standards (2-000) in particular situations, 
the auditor may also require assist audit of 
lower-tier price proposals to support other
audit objectives, unrelated to audit of a 
proposal for contract award or modifica­
tion. This requirement can arise, for ex­
ample, in connection with: 

(1) Audit of incurred costs for accept­
ability (allowability, allocability, reason­
ableness, economy and efficiency, and 
compliance with other legal and contrac­
tual requirements) under an auditable type 
contract or an unbroken chain of auditable 
type subcontracts (6-800). 

(2) Postaward audit of cost or pricing
data (14-100).

(3) Audit of abnormal claims under 
contracts not otherwise subject to audit 
(12-000, 12-900, etc.). DCAA procedures 
in other CAM sections apply to these situa­
tions and are not repeated in this section. 

9-106.2 Justifying Government Assis­
tance to Higher-Tier Contractor Re­
views 

a. As a general rule, it would be ineffi­
cient and uneconomical for the Govern­
ment to assist an upper-tier contractor be­
fore the prime contract proposal has been 
formally submitted to the PCO. Then, until 
the prime contract negotiation is com­
pleted, any field pricing support effort is 
for use by the PCO and not for a higher-tier 
contractor. Audits for use by a contractor 
will usually occur only after the prime con­
tract is negotiated.

b. Before concurring in a request for a 
separate lower-tier proposal audit for use 
by a higher-tier contractor, the contract 
auditor at the higher-tier should be satisfied 
that the audit will serve a valid Govern­
ment interest. Generally, this would mean a 
potential for Government prime contract 
price adjustment if the proposal is found to 
be misstated. In normal contract situations, 
therefore, use of Government audit re­
sources would not be justified where any 
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higher-tier contract or subcontract in the 
chain actually has a firm-fixed-price (in 
exceptional cases a firm-fixed-price type 
contract or subcontract may have a special 
clause providing for recovery of later sub­
contract price reductions). 

c. DCAA may properly concur in a 
request for a separate lower-tier proposal 
audit for use by a higher-tier contractor 
when: 

(1) the expected monetary or nonmone­
tary benefit to the Government exceeds the 
value of requiring the contractor to make 
the evaluation or 

(2) review by the contractor is not ex­
pected to protect the Government interest.  
Situations which may justify Government 
assistance, subject to the conditions stated 
in a. and b. above, can be categorized as 
follows: 

(a) The contractor usually undertakes to 
review subcontract proposals but has been 
denied access to the particular subcontrac-
tor's records for a valid reason, (e.g., a 
competitive business relationship). 

(b) The contractor has a generally ade­
quate staff for subcontract proposal reviews 
but has a severe temporary overload of 
high priority subcontract pricing. 

(c) The subcontractor location is distant 
from the higher-tier contractor and DCAA 
is in a position to audit the proposal at sig­
nificantly less cost to the Government. 

(d) The business relationship between the 
higher and lower-tier contractors is not con­
ducive to an independent and objective pro­
posal review by the higher-tier contractor, as 
in the case of procurements between seg­
ments of the same company or procurements 
between companies whose prime and sub­
contracting roles are frequently reversed. 

(e) The Government has an unusually 
large cost risk in the validity of the subcon­
tract price to be negotiated. This situation 
may arise, for example, if the subcontract is 
sole source and represents a major portion 
of the prime contract costs, particularly if 
the prime contract is also sole source and 
cost-reimbursable. 

9-106.3 Processing Contractors' Re­
quests  

Where DoD field pricing support pro­
cedures apply, contractor requests for assist 
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audit of lower-tier proposals will be proc­
essed through plant representative/ACO
channels. However, the contract auditor at 
the higher-tier should coordinate closely
with the plant representative/ACO concern­
ing the appropriateness of such requests. 
Audit problems arising from such requests 
may be referred through DCAA channels 
for coordination with the higher-tier plant 
representative/ACO, especially where face-
to-face communication may expedite reso­
lution. 

9-106.4 Special Considerations --- Re­
lease of Data to Higher-Tier Contractors 

a. DFARS 215.404-3(a)(iii) governs the
methods by which the plant representa-
tive/ACO will release field pricing results 
to the higher-tier contractor. Where the 
lower-tier contractor consents, the Gov­
ernment will furnish "a summary of the 
analysis performed in determining any 
unacceptable costs, by element, included in 
the subcontract proposal." Absent the 
lower-tier contractor's consent, the Gov­
ernment will furnish "a range of unaccept­
able costs for each element." 

b. Based on the above, a subcontractor's 
objection to unrestricted release of the au­
dit report may place an extra reporting
burden on the higher-tier plant representa-
tive/ACO. Therefore, the contract auditor 
will determine at the start of the evaluation 
whether the subcontractor will have any 
restrictions or reservations on release of the 
report to the higher-tier contractor. If so,
promptly notify the requesting plant repre-
sentative/ACO to determine whether the 
proposal evaluation should be continued. 
The plant representative/ACO, working
with the higher-tier contractor, may be able 
to remove the subcontractor's restrictions or 
reservations. 

c. If the evaluation is completed at the 
request of the plant representative/ACO 
despite the subcontractor's objections to 
unrestricted release of the results, audit 
report marking and contents will be modi­
fied per 10-212.3. In no event may the sub­
contractor withhold its decision on release 
of the audit report pending review of the
audit results or report contents.

d. Where subcontract proposal audits 
are made on a recurring basis for the same 
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higher-tier contractor, try to expedite the 
process by developing a working arrange­
ment for unrestricted audit report release. 
The arrangement should be documented by
the subcontractor's representative, with a
copy to the plant representative/ACO and 
the auditor. 

9-107 Written and Telephone Requests
for Specific Cost Information on Price
Proposals 

9-107.1 Processing Requests for Specific
Cost Information 

a. In connection with a pricing action, a 
PCO may request specific information con­
cerning a contractor's costs without re­
questing an audit or evaluation of the con­
tractor proposal. Data to be provided
should already be determined. Examples of 
such information include recent costs for 
specific production items or lots; estab­
lished pricing formulas such as for spare 
parts or other logistics items; established 
prices for standard components; and cur­
rent rates for labor, indirect costs, per diem, 
etc. However, auditors may also respond to 
any request (telephone or written) from a 
customer as a telephone request for specific 
cost information when effort can be ac­
complished in 4 hours or less. When a PCO 
requests a complete audit and the auditor 
determines that there is sufficient informa­
tion available in the FAO files to meet the 
PCO’s request, the auditor should explain 
the available options to the PCO and make 
an appropriate recommendation. (See 9-
103.1d.). The PCO has the final decision in 
determining if a full audit is needed to de­
termine cost reasonableness. 

b. The PCO may request specific cost 
information by telephone, mail, fax, or 
electronically directly from the field audi­
tor. Such requests should receive timely 
attention. Written requests are sometimes 
desirable for clarity, but will not be re­
quired. See 15-300, and particularly, 15-
305.3b., for obtaining the assistance of a
DCAA financial liaison advisor (FLA) in 
requesting specific cost information. 

c. The auditor should ask the requestor 
for the value, type of contract contemplated 
and the performance period, in order to 
provide advice on the usefulness of the data 
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being provided. If the information that the 
requestor seeks is considered to be of lim­
ited or no use in assessing the reasonable­
ness of the proposed costs, the auditor 
should explain any concerns to the re­
questor. However, even if the auditor rec­
ommends limitations on the use of the in­
formation, it must still be furnished. 

d. Take care to ensure that contractor 
data is released only to known authorized 
Government procurement or contract ad­
ministration personnel. Within 24 hours, by
telephone or in person, provide requested
information contained in the files or other­
wise readily obtainable. 

9-107.2 Written Confirmation of Specific
Cost Information 

a. FAOs (other than FLAs) will issue a 
confirming written response to each PCO 
request for specific cost information within 
one week. However, specific cost informa­
tion submitted to the plant representa-
tive/ACO at his or her request need not be 
confirmed in writing unless the requestor 
so desires. See 9-107.3 as to information 
requested by a higher-tier contractor. 

b. The response should be in the form
of a memorandum/letter, with "Submission 
of Specific Cost Information" as the first 
line of the subject block. Do not use the 
terms "report," "audit," “examination,” 
"review," or “evaluation” in the subject. 
State that the purpose is to furnish the cost 
information requested, and include appli­
cable cautionary statements per 9-107.1c. 
Whenever applicable, state that the infor­
mation is based on the contractor's yearly 
sales volume of $XXXXX and may require 
adjustment if the proposed procurement 
will affect the contractor's level of opera­
tion. Also, when indirect rate information 
is furnished, state the period to which the 
rate(s) apply and the cost elements the con­
tractor classifies as the allocation base. 
Provide a copy of the memorandum to the 
PLA if any. See Figure 9-1-1 for a sample 
response format. 

9-107.3 Special Considerations --- Sub­
contractor Cost Information 

a. Specific cost information on prospec­
tive or current subcontractors will be pro-
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vided to Government procurement or con­
tract administration personnel at any tier per 
the preceding paragraphs. Special care must 
be taken, however, to ensure that subcon­
tractor information is not released by DCAA 
to an upper-tier contractor without express
permission of the subcontractor. In addition, 
avoid providing assistance to contractors that 
would not serve a governmental purpose 
(see 9-106).

b. The necessity for controlling subcon­
tractor information will usually preclude 
releasing it to higher-tier contractors by tele­
phone or in person unless the subcontractor's 
authorized representative is present. Where 
there are continuing requirements for DCAA 
confirmation of specific cost information of 
a subcontractor to a particular higher-tier
contractor, a local working arrangement may 
be made to expedite the process. The ar­
rangement should be documented by the 
subcontractor's representative, with a copy to 
the plant representative/ACO and the audi­
tor. 

c. If the higher-tier contractor prefers to 
submit requests for subcontractor specific 
cost information in writing, this should be 
accommodated. Coordination between the 
plant representative/ACO and contract audi­
tor at the requestor's plant will establish how 
such requests are to be processed.

d. The required written response (9-
107.2) on subcontractor specific cost infor­
mation provided to a higher-tier contractor 
will be addressed to the plant representa-
tive/ACO at the higher tier. Distribute a
copy to the contract auditor at the higher tier, 
and distribute a copy to the subcontractor's 
plant representative/ACO if he or she so 
desires. 

9-108 Audit of Part(s) of a Proposal and
Applications of Agreed-Upon
Procedures – Price Proposals 

a. Auditors will be responsive to a con­
tracting officer’s request for an application 
of agreed-upon procedures or an audit of 
part(s) of a proposal provided it clearly 
establishes the agreed-upon procedures to 
be applied or parts of the proposal to be 
examined. 

(1) Audits of part(s) of a proposal are 
examinations conducted to express an opin­
ion on one or more parts of a pricing pro­

919 
9-108 

posal, but not on the entire proposal. A part 
of a proposal may be an entire cost ele­
ment, for example, labor costs which en­
compass both the labor rates and the labor 
hours, or only part of a cost element, for 
example, specified labor rates or material 
loading factors. Audits of part(s) of a pro­
posal may be conducted on proposals based 
on cost or pricing data and on proposals 
based on information other than cost or 
pricing data, if that information is cost data 
(see 9-206b., 9-207b.). Auditors may not 
examine and express opinions on proposals 
based on information other than cost or 
pricing data if that information is price or 
sales data (see 9-207a.). The auditor estab­
lishes the scope of audit for the part of the 
proposal under examination. This applies 
to contemplated awards made on the basis 
of negotiation as well as source selection 
awards made in accordance with FAR Sub­
part 15.3. In establishing the need for ex­
aminations of this type, the dollar thresh­
olds by contract type in DFARS 215.404-
2(a) apply to the total amount of the con-
tractor's proposal regardless of the dollar 
value of the elements specified for exami­
nation (also see 9-208).

(2) Applications of agreed-upon proce­
dures are performances of procedures
agreed upon with the contracting officer at 
the start of the engagement. Procedures are 
the steps that will be performed. In an ap­
plication of agreed-upon procedures, the
contracting officer, not the auditor, is tak­
ing the responsibility of establishing the 
scope of the application of agreed-upon
procedures, because the contracting officer 
has the best understanding of his/her spe­
cific needs. Auditors may perform applica­
tions of agreed-upon procedures on pro­
posals based on cost or pricing data or on 
information other than cost or pricing data. 
All proposals supported by pricing and 
sales data will be evaluated by performing 
applications of agreed-upon procedures; no 
examinations may be performed (also see 
9-207). Applications of agreed-upon pro­
cedures include cost realism analyses.  

b. When a full proposal has been pre­
pared, the total price proposal package 
should accompany these requests even 
though only certain parts of the proposal 
will be examined or only specified
agreed-upon procedures will be com-
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pleted. In those situations where the 
PCO/ACO initially requests an examina­
tion of the complete proposal but later 
modifies this to an examination of parts of 
the proposal or the accomplishment of 
agreed-upon procedures based solely
upon the fact that a complete examination 
cannot be performed within the PCO's 
requested time frame, the reporting guid­
ance in 10-300 is applicable. 

c. A clear understanding of the re-
questor's needs is essential (see 9-
103.1d.(3)). Discussions with the ACO 
and/or PCO, should be held in accordance 
with 4-103 before beginning the audit.
When significant contractor deficiencies or 
system problems exist, explain them and 
discuss the potential for additional audit 
coverage. Also convey information about 
prior contract performance and related cost 
history which the contracting officer may 
want to consider in finalizing the audit 
request. However, the final decision re­
garding the type of audit to be performed 
rests with the contracting officer responsi­
ble for negotiating the contract. See 9-
103.1d.(3), for guidance when the auditor 
risk assessment does not coincide with the 
contracting officer’s requested level of 
services. FLA assistance should be re­
quested. Once the type of audit is estab­
lished, the auditor should perform the re­
quired steps and report the findings. The
report will confirm the auditor's advice to 
the contracting officer regarding the poten­
tial impact of known contractor deficien­
cies or systems problems on areas not au­
dited and the reasons given by the 
contracting officer for not expanding the 
audit request.

d. Reports will clearly describe as part 
of the purpose and scope section what 
parts of the proposal were examined or 
what agreed-upon procedures were ap­
plied. For reports on parts of a proposal, 
the scope section will include the standard 
paragraph that the examination was per­
formed in accordance with GAGAS and 
an opinion on the adequacy and compli­
ance of the cost and pricing data/cost in­
formation other than cost or pricing data 
related to the parts of the proposal exam­
ined. For reports on agreed-upon proce­
dures, the scope section will state that the 
agreed-upon procedures engagement was 
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performed in accordance with GAGAS; 
that the sufficiency of the procedures is 
solely the responsibility of the requestor; 
and that DCAA makes no representation 
regarding the sufficiency of the proce­
dures (see 10-1000). A disclaimer of 
opinion will be made. Any exhibits in­
cluded with the report will address only 
the parts of the proposal examined or the 
agreed upon procedures applied. How­
ever, any known significant estimating 
system, internal control, or accounting
system deficiencies and all known signifi­
cant FAR or CAS noncompliances will be 
included in the report. Additional report­
ing guidance is in 9-200, 10-305 and 10­
1000. 

e. It is important to recognize that the 
examination of part of a proposal and ap­
plication of agreed-upon procedures differs
from the processing of requests for specific 
cost information (9-107), wherein the audi­
tor provides information from the audit 
files without doing an audit of any specific 
proposal. Paragraph 9-107 prohibits the use 
of the terms "report," "audit," or "examina­
tion" when processing requests for specific 
cost information.  

9-109 Evaluation of Data Rights Price
Proposals 

a. DFARS 227.471, "Definitions," 
states that data developed under an Inde­
pendent Research and Development 
(IR&D) or a Bid and Proposal (B&P) 
project is developed exclusively at private 
expense. Therefore, the Government is 
entitled to only limited rights. In addition, 
the Government is generally entitled to 
only limited rights to data developed un­
der an indirect project account (manufac­
turing and production engineering, over­
head, or G&A), unless it can be shown 
that such development was required as an 
element of performance under a Govern­
ment contract or subcontract. When the 
Government requires unlimited rights to 
data whose development has been previ­
ously charged to IR&D or B&P, DFARS 
Subpart 227.4 authorizes the contracting
officer to negotiate a fair and reasonable
price for obtaining those rights.

b. In determining a fair and reasonable 
price, the contracting officer may request 
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assistance from the DCAA auditor. How­
ever, the contractor proposals are not gen­
erally supported by cost or pricing data; 
therefore, the auditor's involvement in 
auditing such proposals is limited. The 
auditor can verify to the books and re­
cords the amount claimed by the contrac­
tor as the cost of developing the proposed 
technical data (previously charged to
IR&D/B&P costs, other indirect costs, or 
direct contract costs). The auditor can also
evaluate information regarding sales of 
the technical data to other parties, if any. 
If such sales have occurred, the Govern­
ment should not pay any more than the 
price paid by the contractor's most fa­
vored customer. However, the auditor 
cannot determine if the costs incurred 
under a claimed project or account relate 
only to the proposed data; nor can the 
auditor determine if there were other costs 
related to the data that were incurred un­
der additional projects or accounts. The 
auditor also cannot be reasonably certain 
as to whether or not there is a specific 
contract or contracts that required devel­
opment of some or all of the proposed
data (such a determination would give the 
Government increased data rights and
possibly preclude the need to make the 
purchase). 

c. As indicated above, the auditor will 
be unable to render an informed opinion 
regarding the reasonableness of the con-
tractor's proposed price for data rights. 
DCAA evaluations will normally be lim­
ited to a cost or price verification. The 
report will include a statement regarding 
the adequacy and compliance of the con-
tractor's disclosed accounting practices.
However, to be fully responsive to the 
contracting officer, the auditor should 
contact the requestor upon receipt of a 
data rights audit request to discuss the 
specific agreed-upon procedures to be
performed. Guidance for the application 
of agreed-upon procedures is contained in 
9-108 and 9-209. The appropriate report 
format, including the disclaimer of opin­
ion, is included in 10-1000. 
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9-110 Release of Contractor Proprietary
Data to FMS Customers 

a. The U. S. Government contracting 
officer is responsible for determining the 
data to be released to FMS customers and 
for providing that data to the FMS cus­
tomer. Auditors shall not provide contrac­
tor proprietary information to an FMS cus­
tomer unless the contracting officer directs 
such release in writing (e-mail messages 
will suffice) and the contractor does not 
object to the release. 

b. When the contracting officer identi­
fies that the price proposal is for an FMS 
customer, the auditor should determine at 
the start of the audit whether the contractor 
objects to the release of the report to the 
FMS customer. Auditors should request at 
the start of the audit that the contractor 
provide a written statement either confirm­
ing the contractor’s agreement or the con-
tractor’s objection to the release of proprie­
tary data and advise the contracting officer 
accordingly. The contractor may not with­
hold its decision as to the release of its 
proprietary data pending review of the au­
dit results or report contents. If the contrac­
tor objects to the release to the FMS cus­
tomer, the third paragraph of the report 
restrictions discussed in 10-307.3 should 
state the contractor’s objection.  

c. There may be instances where the 
FMS customer requests additional informa­
tion concerning FMS prices. The contract­
ing officer, after consultation with the con­
tractor, may decide that certain proprietary 
data may be released to the FMS customer. 
In this instance, the contracting officer may 
request that the FAO tailor the presentation 
of the data in the audit report to satisfy the 
FMS customer requests. It is the contract­
ing officer’s decision as to the level of con­
tractor proprietary data to be provided in 
the report. The tailoring of the presentation 
of any proprietary data in the audit report 
in no way affects the scope of audit or re­
sults of audit, including the questioned
cost. It merely affects the presentation of 
the data in the audit report. 
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Figure 9-1-1 

Figure 9-1-1
Sample Format for Confirmation of Specific Cost Information on Price Proposals 

October 15, 20XX 

MEMORANDUM FOR PROCURING CONTRACTING OFFICER, 
DEFENSE FUEL SUPPLY CENTER 

ATTENTION: PPK/John Smith  

SUBJECT: Submission of Specific Cost Information Related to RFP No. DLA31-XX-R-
0001 - The ABC Company, Alexandria, Virginia  

As you requested by telephone on   , we gathered the following ABC Company data 
contained in our files or otherwise readily available: 

Description Amount How Applied Source 
Engineer $29.00 Rate per Hour Weekly Labor Run 16 
Design Engineer $30.50 “ “ 
Senior Engineer $35.00 “ “ 
Technician $26.50 “ “ 
Material Overhead 18.3% % of Mat’l Costs May 20XX Examination 

of a Previous Proposal
Labor Overhead 187.3% % of Labor Costs “ 
G&A 12.2% % of Mat’l/Labor “ 

The above information is only applicable to contractor fiscal year (CFY) 20XX and is 
based on the contractor's annual sales volume of $ ______ . These rates and factors may 
require adjustment if a pricing action significantly affects the contractor's level of opera­
tion. 

ABC Company information given above may be proprietary. The restrictions of 18 
U.S.C. 1905 should be considered before releasing it to the public. Also, this information 
should not be used for other purposes without first consulting us regarding its applicabil­
ity.  

Any questions on this matter should be directed to _____ at telephone number 
________. 

Mary  C.  Simms  
Branch  Manager  
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9-200 Section 2 --- Evaluating the Adequacy of Cost or Pricing Data or Information
Other Than Cost or Pricing Data in Price Proposals 

9-201 Introduction 

a. This section provides criteria for 
determining whether the contrac-
tor/offeror has submitted adequate cost or 
pricing data or information other than cost 
or pricing data in support of its price pro­
posal. It also provides guidance for decid­
ing what type of audit opinion should be 
used depending on the nature of the audit 
request, whether cost or pricing data or 
information other than cost or pricing data 
was submitted by the contractor, and 
whether the information submitted is con­
sidered adequate, inadequate in part, or
wholly inadequate. 

b. The objective in requiring cost or 
pricing data or information other than cost 
or pricing data is to enable the Government 
to perform cost or price analysis and ulti­
mately enable the Government and the 
contractor to negotiate fair and reasonable 
contract prices. 

9-202 Definitions 

a. FAR 15.201 makes a clear distinc­
tion between cost or pricing data and in­
formation other than cost or pricing data. 
Cost or pricing data consist of all facts
existing up to the time of agreement on 
price which prudent buyers and sellers 
would reasonably expect to have a sig­
nificant effect on price negotiations. Cost 
or pricing data is data requiring certifica­
tion in accordance with FAR 15.406-2. In 
addition to historical accounting data, cost 
or pricing data include such factors as 
vendor quotations, nonrecurring costs,
make-or-buy decisions, and other man­
agement decisions (e.g., from minutes of 
board of directors meetings) which could 
reasonably be expected to have a signifi­
cant bearing on costs under the proposed 
pricing action. Cost or pricing data consist
of facts which can be verified and should 
be distinguished from judgments (opin­
ions based on facts) made by the contrac­
tor in estimating future costs. (Also see 
14-104.) Except as provided in FAR 
15.403-1/DFARS 215.403-1, the 
(sub)contractor must submit a certificate 

of current cost or pricing data (in the for­
mat specified in FAR 15.406-2 certifying 
that to the best of its knowledge and be­
lief, the cost or pricing data were accu­
rate, complete, and current as of the date 
of final agreement on price of the 
(sub)contract or another date agreed upon
between the parties that is as close as 
practicable to the date of agreement on 
price.

b. Information other than cost or pric­
ing data means any type of information 
that is not required to be certified in ac­
cordance with FAR 15.406-2, that is nec­
essary to determine price reasonableness 
or cost realism. For example, such infor­
mation may include pricing information, 
sales information, or cost information, 
and includes cost or pricing data for
which certification is determined inappli­
cable after submission. 

9-203 Cost or Pricing Requirements 

FAR 15.403/DFARS 215.403 contain
the basic requirements related to cost or 
pricing data, including the procedural re­
quirements to be used when submitting cost 
or pricing data to the contracting officer or 
the contracting officer's representative.
Subject to the exceptions listed in FAR 
15.403-1/DFARS 215.403-1, the contractor
is required to submit cost or pricing data 
whenever a pricing action will be over
certain stated dollar thresholds (see 14-
103.2). The SF 1411, Contract Pricing Pro­
posal, was eliminated as a result of the 
FAR 15 Rewrite. The contracting officer 
may now require submission of cost or 
pricing data in the format indicated in FAR 
15.408, Table 15-2—Instructions for Sub­
mitting Cost/Price Proposals When Cost or 
Pricing Data are Required; specify an al­
ternate format; or permit submission in the 
contractor’s own format. The mere avail­
ability of books, records, and other docu­
ments for verification purposes does not 
constitute submission of cost or pricing 
data. FAR 15.408, Table 15-2, Note 1, 
states that if the offeror submits updated 
information, it must show how this infor­
mation relates to the proposal.  
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9-204 Determining Adequacy of Cost or
Pricing Data 

a. Evaluate the proposal to determine 
the adequacy of the cost or pricing data for 
audit purposes, and advise the contracting
officer whether the offeror has, in the audi-
tor's opinion, met its obligation to submit 
adequate cost or pricing data (See 9-205). 
FAR 15.408, Table 15-2, Note 1, states that 
when cost or pricing data are required, this 
requirement is met if all cost or pricing 
data reasonably available to the offeror are 
either submitted or identified in writing by 
the time of agreement on price. However, 
neither this FAR provision nor the basic 
public laws describe in detail what consti­
tutes submission or identification and how 
much data is enough data. 

b. Use professional judgment when 
deciding whether all reasonably available 
data has been submitted or identified to the 
auditor at the time of proposed audit. If so, 
the cost or pricing data can be considered 
adequate. 

c. When the cost or pricing data are 
considered adequate and the proposal is 
prepared in accordance with FAR/DFARS, 
then the proposal will usually be consid­
ered "acceptable" as a basis for negotiation
of a price. If there are inadequacies in the 
cost or pricing data, the auditor must de­
cide whether the proposal, after proper
adjustment by the contractor, can be used 
as a basis for negotiation of a price, or 
whether the impact is such that the con­
tracting officer should be advised that the 
proposal should not be used as a basis for 
negotiation until specified corrective ac-
tion(s) is completed. 

9-205 Deficient or Denial of Access to 
Cost or Pricing Data 

a. Support from the ACO and PCO is 
critical in successfully dealing with deficient 
or denial of access to cost or pricing data 
situations. These situations are often sensi-
tive/complex and require extensive coordi­
nation between DCAA, the ACO/PCO, and 
the contractor. It is essential that the ACO 
and PCO have the maximum amount of lead 
time to resolve the conditions. 

b. When such situations are encoun­
tered, the auditor should give immediate 
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oral notification to both the ACO and the 
PCO (see 1-504.4 and 9-310) followed by 
written confirmation to the ACO with a 
copy to the PCO. Written confirmation 
should normally take place within 7 days 
of receipt of the contractor's proposal.
When the auditor is to obtain a copy of 
the proposal from the contractor, no more 
than 3 days should be permitted for the 
contractor to furnish a copy. Notify the 
ACO and PCO if the contractor does not 
furnish the proposal within that time. The 
written confirmation shall include:  

(1) a description of the deficient or 
denied data or records, with copies of 
deficient data if requested by the contract­
ing officer;

(2) an explanation of the documenta­
tion or contractor action needed to correct 
the deficient cost or pricing data;

(3) an explanation of why the docu-
mentation/denied data or records are 
needed; 

(4) the amount of proposed cost con­
sidered unsupported due to deficient cost
or pricing data or to be questioned due to 
denial of access to records; and 

(5) the actions taken by the auditor to 
obtain adequate cost or pricing data. (Fur­
ther guidance on access to records prob­
lems is in 1-504.) 

c. There is no set formula for determin­
ing when cost or pricing data are so defi­
cient as to justify notifying the contracting 
officer. Depending on the specific circum­
stances, the auditor must decide whether 
one item alone or a combination of items 
justifies a notification. Examples of cost or 
pricing data deficiencies that would usually 
be reported to the contracting officer fol­
low: 

(1) Significant amounts of unsupported 
costs. 

(2) Significant differences between the 
proposal and supporting data resulting from
the proposal being out of date or available
historical data for the same or similar items 
not being used.

(3) Significant differences between the 
detailed amounts and the summary totals 
(e.g., the bill of material total does not rec­
oncile with the proposal summary). 

(4) Materials are a significant portion
of the proposal, but the contractor pro­
vides no bill of materials or other consoli-
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dated listing of the individual material 
items and quantities being proposed. 

(5) Failure to list parts, components, 
assemblies or services that will be per­
formed by subcontractors when significant 
amounts are involved. 

(6) Significant differences resulting 
from unit prices proposed being based on 
quantities substantially different from the 
quantities required.

(7) Subcontract assist audit reports indi­
cate significant problems with access to 
records, unsupported costs, and indirect
expense rate projections. 

(8) No explanation or basis for the pric­
ing method used to propose significant 
interorganizational costs.

(9) No time-phased breakdown of labor 
hours, rates or basis of proposal for signifi­
cant labor costs. 

(10) No indication of basis for indirect 
cost rates when significant costs are in­
volved. 

(11) The contractor does not have 
budgets beyond the current year to support 
indirect expense rates proposed for future 
years. 

d. If the cost or pricing data are so defi­
cient that an examination cannot be per­
formed, the auditor should consider rec­
ommending that the contracting officer 
return the proposal to the contractor. This 
approach is intended to permit the efficient 
use of audit resources. However, if the 
contracting officer decides not to return the
proposal and indicates a need for all avail­
able information, a properly qualified re­
port will be issued by explaining the situa­
tion in the "Scope of Audit" portion of the 
report. Because the deficiencies are signifi­
cant, the report will advise the contracting 
officer that the proposal should not be used 
as a basis for negotiation until specified
corrective actions are completed. The 
working papers file will document the con­
tracting officer's reason for wanting a com­
pleted audit of an inadequate proposal. 

9-206 Information Other Than Cost or 
Pricing Data Requirements 

a. FAR 15.402 contains a hierarchical 
preference for contracting officers to use in
obtaining information to determine price 
reasonableness. Here, and throughout FAR 
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Part 15, contracting officers are to avoid 
unnecessarily obtaining cost or pricing data 
and shall not require submission of cost or 
pricing data if an exception at FAR 15.403-
1 applies. These exceptions include:

(1) adequate price competition, 
(2) prices set by law or regulation, 
(3) commercial item, 
(4) a waiver of cost or pricing data, and
(5) modifications to commercial con­

tracts. 
In addition, cost or pricing data shall not be
obtained for acquisitions below the simpli­
fied acquisition threshold. (14-907 provides
additional information on these excep­
tions.) The contracting officer always has 
to determine that he/she is getting a fair 
and reasonable price. In establishing rea­
sonable prices, the contracting officer shall 
not obtain more information than is neces­
sary. Nevertheless, the contracting officer 
is responsible for obtaining information 
that is adequate for evaluating price rea­
sonableness. The FAR 15.402 hierarchical 
preference requires the contracting officer 
to rely first on information available within 
the Government and then on information 
obtained from sources other than the of­
feror. If the contracting officer cannot ob­
tain adequate information from sources 
other than the offeror, the contracting offi­
cer must require submission of information 
other than cost or pricing data that is ade­
quate to determine a fair and reasonable 
price. At a minimum, the contracting offi­
cer must require appropriate information on 
the prices at which the same or similar 
items have previously been sold, unless 
there is an exception at FAR 15.403-1(b) 
for adequate competition or prices set by 
law or regulation.

b. Information other than cost or pricing 
data encompasses a broad range of data. 
FAR 2.101 defines it as “any type of in­
formation that is not required to be certified 
in accordance with FAR 15.406-2 and is 
necessary to determine price reasonable­
ness or cost realism.” Examples include: 
price information, sales information, and 
cost information. The level and type of 
information other than cost or pricing data 
obtained varies depending upon whether a 
cost or price analysis is being performed. 
(See FAR 15.404-1(b) and (c)) Contracting 
officers are required to conduct a price 
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analysis even when cost or pricing data is 
not required. A cost analysis may be con­
ducted to evaluate information other than 
cost or pricing data to determine cost rea­
sonableness or cost realism. 

c. The auditor’s participation, and the 
amount of support provided, will be at the 
discretion of the contracting officer. The
types of contractor information requested 
by the contracting officer can be in any
form unless the contracting officer consid­
ers a specific format essential and describes 
it in the solicitation. The FAR Rewrite 
eliminated the optional SF 1448, Proposal 
Cover Sheet, Cost or Pricing Data Not Re­
quired, which previously was available for 
submission of this type of information. 
FAR 15.403-5(a)(4) instructs the contract­
ing officer to specify in the solicitation the 
necessary preaward audit access. Solicita­
tion clauses at FAR 52.215-20 and -21 
provide preaward audit access as well. 

9-207 Audits of Proposals Based on
Information Other Than Cost or Pricing
Data 

a. Auditors may not perform examina­
tions and render opinions on the accept­
ability of proposals as the basis for nego­
tiation of a fair and reasonable price that 
are supported only by sales or pricing 
information because suitable criteria to 
judge the price and sales information is 
not available. The attestation standards 
require that the auditor conduct the audit 
only “if he or she has reason to believe 
that the subject matter is capable of 
evaluation against criteria that are suitable 
and available to users.” The criteria must 
be objective, measurable, complete, and 
relevant to the subject matter. In the past, 
the FAR contained such criteria. How­
ever, changes made to the FAR as a result 
of the Federal Acquisition Streamlining 
Act of 1994 and the Clinger-Cohen Act of 
1996, deleted the Standard Form 1412 and 
the specific criteria against which price 
and sales information could be judged. 
The price and sales information can assist 
the contracting officer in determining if 
the price is fair and reasonable. To assist
contracting officers in such cases, audi­
tors should perform applications of 
agreed-upon procedures. 
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b. In performing agreed-upon proce­
dures on proposals supported by price and 
sales data, the auditor should be responsive 
to the contracting officer’s request to
evaluate the information submitted. Since 
the evaluation effort will vary from pro­
curement to procurement, the auditor must 
communicate with the requestor to ensure 
an understanding of the agreed-upon pro­
cedures prior to starting the evaluation (see 
4-103). Once the auditor has completed 
his/her evaluation of the price and sales 
data, a report using the format included in 
10-1000, Reports on Application of 
Agreed-Upon Procedures, will be used. 
Any noted inadequacies in the information 
submitted by the offeror should be identi­
fied in the report. (See 14-907.8) 

c. Auditors may perform examinations 
(in full or in part) on proposals supported 
by any amount or quality of cost data. The 
amount or quality of the cost data is not 
relevant in determining whether an exami­
nation can or cannot be performed. Gener­
ally, the criteria in FAR Part 15, while not 
specifically applicable to cost information 
other than cost or pricing data, provides a 
guideline to us in reaching an opinion as to
the acceptability of the cost information, 
and therefore, the requirements of the at­
testation standards are met. (See 9-208) 
The attestation standards provide for dif­
ferent types of opinions to address when 
cost data is sufficient or when it is not suf­
ficient, i.e., unqualified, qualified, adverse, 
and disclaimer (see 9-210). 

d. In establishing assignments to audit 
proposals based on cost information, it is 
important for the auditor to understand the 
level of cost information that the contract­
ing officer required for submission. If the 
contracting officer has not required a level 
of cost information that would be a suffi­
cient basis upon which to render an un­
qualified opinion, then the contracting offi­
cer may not actually need an examination 
of the proposal. An application of agreed­
upon procedures, including a cost realism 
analysis, may be a more appropriate service 
choice for the contracting officer. The con­
tracting officer may have additional infor­
mation not provided by the contractor, such 
as market data, which will be used in mak­
ing the determination of a fair and reason­
able price. 
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e. As required by 9-103.1d., the auditor 
should discuss/coordinate with the con­
tracting officer to obtain a clear under­
standing of his/her needs and the level of 
cost information that was required by the 
solicitation. The auditor should then: 
•	 assess the audit risk for the proposal, 

and 
•	 discuss with the contracting officer the 

appropriate level of service to be pro­
vided considering the auditor’s assessed 
risk level, the contracting officer’s 
needs, and the nature and type of cost 
information requested by the contract­
ing officer in support of the proposal.

Based on these discussions, the contracting 
officer will make the final decision on the 
services to be required, i.e., an examina­
tion, an application of agreed-upon proce­
dures, or a request for specific cost infor­
mation, e.g., a rate check. For unresolved 
differences regarding the level of services 
to be performed, FLAs are available to 
provide assistance (see 9-103.1d.). Audi­
tors must document the working papers for 
these discussions and describe the basis of 
the decision underlying the assignment. 
Once the auditor has completed his/her 
examination of the cost information, a re­
port using the format in 10-300, Audit Re­
ports on Price Proposals, or 10-1000, Re­
ports on Application of Agreed-Upon
Procedures – Other Than Forward Pricing 
Proposals, will be used. 

9-208 Determining Adequacy of
Information Other than Cost or Pricing
Data 

a. Review the proposal to determine the 
adequacy of the information other than cost 
or pricing data for examination purposes. 
Inadequacies in the information other than 
cost or pricing data can occur when (1) the 
offeror does not submit the information 
required by the contracting officer (re­
quirements described in the solicitation) or 
(2) the contracting officer has not required 
the offeror to submit a level of information 
other than cost or pricing data sufficient 
upon which to base an unqualified opinion 
as to the acceptability of the proposal or 
part(s) of the proposal in negotiating a fair 
and reasonable price. 
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b. Inadequacies when the offeror does 
not comply with the contracting officer’s 
requirements. Advise the contracting offi­
cer if the offeror has not, in the auditor’s 
opinion, met its obligation to submit the 
level of information other than cost or pric­
ing data required by the contracting officer. 
Typically the contracting officer makes this 
specification in the solicitation. Generally, 
criteria in FAR Subpart 15.4, while not 
specifically applicable, provides a guide­
line to the auditor in reaching an opinion as 
to the adequacy of the cost information. 
There are no public laws or regulations that 
describe in detail how much data is enough 
data. Use professional judgement in deter­
mining whether the offeror has complied 
with the contracting officer’s requirements. 

c. Inadequacies when the contracting
officer has not required the offeror to sub­
mit sufficient information upon which to 
base an unqualified opinion. DoD’s pricing 
policy in FAR 15.402 requires that the 
contracting officer not obtain more infor­
mation than is necessary to determine 
whether the price is fair and reasonable.
Therefore, offerors will have additional 
information to support the proposal, but 
will not be under an obligation to submit 
that information to the Government. Audi­
tor determinations of adequacy must relate 
to the services requested by the customer, 
i.e., examination of the proposal in total or 
examination of part of the proposal. If the 
contracting officer only requests an exami­
nation of part of a proposal, then the audi­
tor is only examining the cost information 
to support that part of the proposal and
rendering an opinion on that part of the 
proposal. If there are inadequacies in the 
information other than cost or pricing data, 
the auditor should recommend that the 
contracting officer obtain enough informa­
tion to protect the Government’s interest. 
The contracting officer will make his/her 
decision to request additional information 
based on information in his/her possession, 
such as market data or prior prices paid to 
other contractors. As discussed in 9-207e., 
the auditor should clarify with the contract­
ing officer that an examination is needed 
before the start of fieldwork, given the 
level of information that the contracting 
officer has required. Once fieldwork has
begun, if no additional information is 

DCAA Contract Audit Manual 



928 
9-209 

forthcoming, then the auditor must decide 
whether the proposal or part of the pro­
posal being examined can be used as a 
basis for negotiation of a fair and reason­
able price, or whether the impact of inade­
quate data is such that the contracting offi­
cer should be advised that the proposal or 
part of the proposal being examined should 
not be used as a basis for negotiation with­
out additional supporting cost information 
other than cost or pricing data, i.e., issue an 
adverse or qualified opinion. 

9-209 Application of Agreed-Upon
Procedures – Price Proposals 

a. A request may call for only the appli­
cation of agreed-upon procedures (see 9-
102.1.b and 9-108). When an evaluation of 
this type is conducted, the report should, as 
part of the scope section, enumerate the 
procedures applied, indicate the intended 
distribution of the report, and comment on 
any known significant estimating system 
deficiencies. 

b. For applications of agreed-upon
procedures performed on cost or pricing 
data, the report should disclaim an opin­
ion with respect to the cost element(s) of 
the contractor’s proposal (see 9-212.4). 
The auditor did not examine or review the 
contractor’s proposal, therefore, a dis­
claimer of opinion is appropriate. Quali­
fied opinions are not to be used in appli­
cation of agreed-upon procedure reports 
(see 9-212.2). These opinions state “ex­
cept for” the effects of the matter to 
which the qualification relates, the cost or 
pricing data submitted and the proposal 
are considered acceptable for negotiation 
of a price. This would be issuing an opin­
ion on the other areas of the proposal. 

c. If the application of agreed-upon
procedures is applied to information other 
than cost or pricing data, the report should 
disclaim an opinion with regard to the
information submitted by the contractor. 
The auditor did not examine or review the 
information other than cost or pricing 
data, therefore, a disclaimer of opinion is 
appropriate. In these cases, cost or pricing 
data is not submitted, so make sure there 
is no use of the term cost or pricing data 
in the report or working papers. 
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9-210 Audit of Parts of a Proposal 

A price proposal audit request may call 
for an examination limited to those steps 
necessary to establish the adequacy of cost 
or pricing data or cost information other 
than cost or pricing data related to specified
cost element(s) or parts of cost elements (9-
102.1b., 9-108). When this type of exami­
nation is conducted, the audit report will
clearly describe, as part of the purpose and 
scope section, what parts of the proposal 
were examined and comment on any
known significant estimating system, inter­
nal control or accounting system deficien­
cies. The opinion and report exhibits will 
address only the part(s) of the proposal 
examined. An opinion will be disclaimed 
for the proposal taken as a whole. The 
auditor is not performing procedures to 
gather sufficient, competent evidence on 
the proposal as a whole, therefore, the 
opinion is disclaimed for those parts of the 
proposal not examined. As described be­
low, the report opinion may be unqualified 
or qualified (9-212.1 and 9-212.2) when
the cost or pricing data/cost information 
other than cost or pricing data are adequate 
and the examination discloses no signifi­
cant noncompliances with FAR and/or 
CAS; or adverse (9-212.3) when the ex­
amination discloses significant inadequate 
cost or pricing data/cost information other 
than cost or pricing data and/or significant 
noncompliances with FAR and/or CAS.  

9-211 Reporting Results of Evaluations
of Pricing Proposals with Cost or Pricing 
Data or Information Other than Cost or 
Pricing Data 

Once the auditor has completed his/her 
evaluation of the cost or pricing data or
information other than cost or pricing data 
related to a proposal (or to the parts of a 
proposal requested), a report using the for­
mat included in 10-300 will be issued. This 
report will include a summary and neces­
sary supporting details for a clear under­
standing of the results. Any noted inade­
quacies in the cost or pricing data or 
information other than cost or pricing data 
usually result in questioned, unsupported or 
unresolved costs, as discussed in 10-304. 
To the extent that fraud, other unlawful 
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activity, or improper practices are found, 
(see Fig. 4-7-3 for examples of potential 
indicators), the procedures of 4-702.4 
should be followed. 

9-212 Types of Audit Opinions in Price
Proposal Audit Reports 

a. In addition to reporting the results of 
the examination of the cost or pricing
data/cost information other than cost or 
pricing data, the reporting standard on
opinions (10-210.5) requires that the report 
shall contain either an expression of the 
auditor's opinion regarding the cost repre­
sentations or an assertion that an opinion 
cannot be expressed, i.e., a disclaimer. The 
opinion is composed of three parts. An 
opinion is given on the adequacy of the 
cost or pricing data/cost information other 
than cost or pricing data submitted in sup­
port of the proposed cost examined . In 
addition, the opinion will address the com­
pliance of the cost or pricing
data/information other than cost or pricing 
data with CAS or FAR Part 31, as applica­
ble. The concluding part of the opinion will 
address whether the proposal or part(s) of 
the proposal examined should be consid­
ered acceptable as a basis for negotiation of 
a fair and reasonable price. (See 10-304.6) 
The standard allows for three types of 
opinions: unqualified, qualified and ad­
verse. The following subsections discuss
each type of opinion. 

b. When the auditor examines the entire 
proposal, the opinion will be on the cost 
representations taken as a whole. Examples 
of the standard opinion paragraphs used in
price proposal reports on examinations of 
cost or pricing data/cost information other 
than cost or pricing data are included at 10­
304. 

c. When the auditor examines only
part(s) of a proposal, the opinion will be on
the cost representations related to the 
part(s) of the proposal examined and a dis­
claimer of opinion will be issued for the 
proposal as a whole. The disclaimer on the 
proposal taken as whole is rendered be­
cause the auditor does not gather evidence 
to support the proposal as a whole (see 10-
305.4b.). Evidence is only gathered on the 
part(s) of the proposal examined. The opin­
ion on part(s) of a proposal is prepared 
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using the standard opinion paragraph in 10­
304, tailored for the part(s) of the proposal 
examined. An example of an opinion para­
graph on a part of a proposal is included in 
10-305.4. 

d. An application of agreed-upon pro­
cedures is a performance of procedures 
agreed upon with the contracting officer, 
not performance of procedures that the 
auditor believes are necessary to support 
the basis of an unqualified opinion. It is 
performed in accordance with generally
accepted government auditing standards. 
Therefore, the report should disclaim an 
opinion (10-1000). 

9-212.1 Unqualified Opinion 

This type of opinion results when the 
submitted cost or pricing data/cost informa­
tion other than cost or pricing data are con­
sidered by the auditor to be adequate, ac­
ceptable and in compliance with applicable 
FAR/DFARS and CAS provisions. In this 
type of opinion, the auditor considers the 
examined cost or pricing data/cost informa­
tion other than cost or pricing data ade­
quate and compliant and the proposal or the 
part(s) of a proposal examined to be ac­
ceptable as a basis for negotiation of a fair 
and reasonable price. 

9-212.2 Qualified Opinion 

An unqualified opinion cannot be is­
sued when there are inadequacies with the 
cost or pricing data/cost information other 
than cost or pricing data, noncompliances 
with FAR/DFARS or CAS, or other prob­
lems not related to contractor actions or 
inactions (9-212.4a.(2) and (3)). When the 
entire proposal is being examined, a 
qualified opinion states that the effects of
the matter to which the qualification re­
lates have a significant but limited impact 
on the proposal taken as a whole; there­
fore, the cost or pricing data/cost informa­
tion other than cost or pricing data sub­
mitted or identified are considered 
adequate and the proposal acceptable for
negotiation of a price. When only part(s) 
of a proposal is being examined, a quali­
fied opinion states that the effects of the 
matter to which the qualification relates 
have a significant but limited impact on 
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the part(s) of the proposal examined, 
therefore, the cost or pricing data/cost 
information other than cost or pricing data 
is an acceptable basis for negotiation of a 
fair and reasonable price for the part of 
the proposal examined. In determining 
whether a qualified opinion is appropriate 
in the circumstances, the auditor must 
consider the impact of ques-
tioned/unsupported costs on the negotia­
tion of a fair and reasonable price and the 
extent of the corrective action the contrac­
tor should be required to undertake. See 
also 10-210.4 for factors to consider in 
deciding whether to qualify or disclaim 
the audit report opinion. 

9-212.3 Adverse Opinion 

a. An adverse opinion shall be rendered
when there is denial of access to re-
cords/data having a significant effect on the 
examination, or when significant inadequa­
cies or significant noncompliances requir­
ing corrective action by the contractor prior 
to negotiation are noted. When the entire 
proposal is being examined, an adverse 
opinion presents the auditor's judgment that 
when taken as a whole: 

(1) the submitted cost or pricing
data/cost information other than cost or 
pricing data are not adequate, or

(2) the proposal was not prepared in
accordance with applicable acquisition
regulations and Cost Accounting Stan­
dards, and 

(3) the proposal is, therefore, not ac­
ceptable as a basis for negotiation of a fair 
and reasonable price.
When only part(s) of a proposal is being 
examined, the adverse opinion is only re­
lated to the examined part(s) of the pro­
posal. When an adverse opinion is ex­
pressed, the opinion should include a direct 
reference to another paragraph/section that 
explains the item(s) causing the adverse
opinion. This other paragraph/section in the 
report must explain specifically, fully, and 
clearly the reason or reasons for the ad­
verse opinion as well as the specific correc­
tive action necessary to resolve the situa­
tion. 

b. An adverse opinion is generally the 
consequence of a contractor’s action or 
inaction. Situations where an adverse opin-
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ion may be justified include, but are not 
limited to the following:  

(1) Significant amounts of questioned 
or unsupported costs which render the cost 
or pricing data/cost information other than 
cost or pricing data inadequate as a basis 
for negotiation.

(2) Significant deficiencies in the pric­
ing, sales or cost information submitted. 

(3) Accounting system deficiencies or 
estimating system deficiencies which have 
a significant impact on the proposal and 
preclude an effective examination. 

(4) Noncompliances with CAS or 
FAR/DFARS which have a significant 
impact on the proposed costs. 

(5) Denial of access to records, budget­
ary data, or performance data which are 
considered necessary to evaluate the pro­
posal.

(6) Significant amounts are classified as 
unresolved costs because the subcontractor 
has either: 

(a) denied access to records, budgetary
data, or performance data which are con­
sidered necessary to evaluate the subcon­
tract proposal or

(b) not maintained its books and records 
in a condition which would allow for the 
examination within reasonable time con­
straints. 

(7) Nonreceipt of technical evaluation
reports when the results of such reviews are 
considered necessary and are so significant 
that they may have a material impact on the 
proposed costs, if the contractor has denied 
access to the technical specialists (see
D-301 and D-302). 

c. An adverse opinion based on the 
contractor's action or inaction will nor­
mally result in a specific statement that the 
cost or pricing data or information other 
than cost or pricing data are not considered 
acceptable as a basis for negotiations. 

9-212.4 Disclaimer of Opinion 

a. A disclaimer of opinion states that the 
auditor does not express an opinion on the 
cost or pricing data or information audited. 
It is appropriate when the auditor has not
performed an audit sufficient in scope to 
enable him or her to form an overall opin­
ion on the submission or information being 
audited. See 10-210.4 for factors to con-
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sider in deciding whether to qualify or dis­
claim the audit report opinion. A disclaimer 
of opinion may be used when: 

(1) Procurement imposed time con­
straints allow only a portion of the cost or 
pricing data/cost information other than 
cost or pricing data to be examined, but do 
not allow sufficient time for obtaining
competent evidential matter on which to 
base an opinion on the proposal as a whole 
or in requests to audit part(s) of a proposal 
for the specific elements to be examined, 
and the procurement office will not or can­
not grant an extension of the due date.

(2) There are significant amounts of 
unresolved costs due to the nonreceipt of 
assist reports covering the proposed sub­
contract costs, if nonreceipt of the assist 
audit is not due to the (sub)contractor’s 
action or inaction. 

(3) There is nonreceipt of technical 
evaluation reports when the results of such 
reviews are considered necessary and are 
so significant that they may have a material 
impact on the proposed costs, and the non­
receipt is not due to a contractor’s action or 
inaction (see D-301 and D-302).

(4) The prime contractor’s proposal is 
evaluated through application of agreed­
upon procedures, including cost realism 
analyses (see 10-1000). If one or more 
lower-tier proposals are evaluated using 
agreed-upon procedures, but the higher-tier 
proposal is examined, the higher tier report 
will be qualified with respect to those assist 
evaluations. 

(5) The contracting officer requests that 
only part(s) of a proposal is to be exam­
ined. The opinion will be rendered on only
that part of the proposal examined. An 
opinion will be disclaimed for the proposal 
taken as a whole. The auditor is not per­
forming procedures to gather sufficient 
competent evidence on the proposal as a 
whole, therefore, the opinion is disclaimed 
for those parts of the proposal not exam­
ined. (See 10-305.4b.) 
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b. When disclaiming an opinion, the 
auditor should state that the scope of audit 
was not sufficient to warrant the expression 
of an opinion. See report language for dis­
claimer of opinions on examinations in 10­
200 and on agreed-upon procedures in 10­
1009. 

9-213 Reporting the Audit Opinion in
Price Proposal Audit Reports 

a. The cost or pricing data provided
with the proposal (or for the limited ele-
ments/areas audited) may be completely
acceptable (unqualified opinion), generally
acceptable except for or subject to some 
specific minor deficiency (qualified opin­
ion), or unacceptable (adverse opinion). As
with 9-205c above there is no set formula 
on when each type of opinion must be 
used. It depends on the auditor's judgment 
as to the significance of the problems 
noted. In other words, the auditor must 
consider the magnitude of the deficiencies 
found relating to the submitted cost or pric­
ing data. If no deficiencies (i.e., inadequa­
cies or noncompliances) are found, then 
normally an unqualified opinion would be 
appropriate. Minor deficiencies normally
result in a qualified opinion. An adverse
opinion would usually be warranted when 
the deficiencies are so significant as to 
render the proposal as a whole unaccept­
able as the basis for negotiation of a fair
and reasonable price.

b. Whichever of the three audit opinions 
is given (9-212), it should be reported as 
part of the summary portion (i.e., the "Re­
sults of Audit" section of 10-304) of the 
report. Necessary comments explaining the 
inadequacies in the cost or pricing data and 
how they influence the audit opinion are 
usually part of the "Scope of Audit" portion 
of the report. (This usually means these 
two sections closely complement and 
cross-reference each other.) 
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9-300 Section 3 --- General Evaluation Procedures for Cost Estimates 

9-301 Introduction 

a. This section presents general guidance 
on evaluation of contractors' estimates includ­
ing preliminary survey procedures and over­
all audit policies. Guidance related to specific 
cost areas is included in the remaining sec­
tions of this chapter (e.g., material cost is in 
Section 4 and labor cost is in Section 5).

b. This section is also intended to provide
a general framework for the discussion on 
performing contractor estimating system 
surveys included in 5-1200. 

9-302 Adequacy of Cost Accounting
System for Preparation of Price
Proposals 

a. When the contract price is to be ne­
gotiated based on cost or pricing data, the 
contractor is required to certify that the 
data in support of the proposal are accurate, 
complete, and current (see 9-202b and FAR 
15.403-4). The contractor's cost accounting
system usually is a major data source used 
in preparing the proposal. In evaluating 
cost accounting system adequacy, the re­
sults of prior audits of materials, labor, 
indirect costs, budgeting function, etc., 
should assist in determining whether valid, 
reliable, and current costs are readily avail­
able (see 5-1207.3). When applicable, the 
contractor is also required to file a CAS 
Board Disclosure Statement certifying that 
the practices are complete and accurate as 
of the day of submission. The contractor is 
also certifying that the practices used in 
estimating costs in the proposal are consis­
tent with the cost accounting practices dis­
closed in the statement. In evaluating the 
cost accounting system, determine that the 
actual estimating practices comply with 
CAS and the disclosure statement (see 
Chapter 8).

b. To provide data required for cost 
estimating purposes, the contractor's cost 
accounting system must contain sufficient 
refinements to provide, where applicable, 
cost segregation for

(1) preproduction work and special
tooling;

(2) prototypes, static test models, or 
mock-ups; 

(3) production by individual production 
centers, departments, or operations---as 
well as by components, lots, batches, runs 
or time periods; 

(4) engineering by major task; 
(5) each contract item to be separately 

priced;
(6) scrap, rework, spoilage, excess ma­

terial, and obsolete items resulting from 
engineering changes;

(7) packaging and crating when sub­
stantial; and 

(8) other nonrecurring or other direct 
cost items requiring separate treatment. 
(See also 5-1207.3 and 5-1209.) 

c. Accounting data used in developing 
estimated costs must be valid and reliable. 
For example, in an accounting system 
which provides for lot costing, inadequate
controls over job lot cutoffs may result in 
inaccurate lot cost data. This type of error 
could produce inequitable results when lot 
cost trends are used in developing or evalu­
ating costs for follow-on procurement. For 
this reason, an audit of internal controls is 
important. 

9-303 Contractor Estimating Methods
and Procedures-Cost Estimates 

a. A contractor's estimating method is 
influenced by the type of accounting sys­
tem maintained and the statistical data 
available. Data supporting individual cost 
estimates may include:  

(1) directly applicable experience for
an entire product, such as a follow-on 
procurement for a product already in pro­
duction; 

(2) directly applicable experience for
certain tasks comprising a new procure­
ment similar to those accomplished under 
previous contracts; and

(3) general or indirectly applicable 
experience represented by various ratios 
and percentage factors applicable to a 
common base.  
When experience ratios or percentage
factors are used by contractors to derive 
related estimates for a current estimate, 
determine whether adjustments were 
made to reflect differences in complexity, 
production rate, contract performance 

DCAA Contract Audit Manual 



July 2004 

period, and other factors which influence 
the validity of the current estimate. 

b. Contractors may employ uniform 
procedures to prepare prospective price 
proposals or may justifiably use a variety 
of methods and procedures. Special prob­
lems may require a deviation from estab­
lished procedures. It may be desirable in 
certain instances, from both the cost and 
time standpoints, to use overall or broad 
estimating procedures, rather than more 
precise, detailed methods; or it may be 
necessary to rely on the judgment of quali­
fied personnel in design, production, and 
other fields. Variations in estimating pro­
cedures employed may be attributable to 
such factors as: 

(1) the relative dollar amount of each 
estimate,  

(2) the contractor's competitive posi­
tion, 

(3) the degree of firmness of specifica­
tions related to a new item, and  

(4) the available cost data applicable to
the same or related products/services pre­
viously furnished. 

c. Regardless of whether the contractor 
has based an estimate directly on past in­
curred costs, ensure that cost estimates for 
future work are based on correction of any
past or current inefficient or uneconomical 
contractor practices. For example, if the 
proposed engineering or manufacturing 
productivity is less than that reasonably 
achievable by the contractor in performing 
the proposed contract, the cost difference 
between the proposed productivity and the 
more likely achievable productivity should 
be questioned in the audit. Also question 
the impact of any cost avoidance recom­
mendations using the criteria in 9-308. (See 
also 5-1209.)

d. There are various methods of prepar­
ing cost estimates. The most frequently
used are the detailed, comparison, and 
roundtable methods or a combination of the 
three. 

(1) The detailed method requires the 
accumulation of detailed information to 
arrive at estimated costs and typically uses 
cost data derived from the accounting sys­
tem, adjunct statistical records, and other 
sources. The information often includes 
specifications; drawings; bills of material; 
statements of production quantities and 

933 
9-304 

rates; machine and work-station workloads; 
manufacturing processes, including the 
analysis of labor efficiency, setup and re­
work, and material scrap, waste, and spoil­
age; data determining plant layout require­
ments; analysis of tooling and capital 
equipment, labor, raw material and pur­
chased parts; special tools and dies; and 
composition of the indirect cost pools. 

(2) The comparison method is used 
when specifications for the item being es­
timated are similar to other items already 
produced or currently in production and for 
which actual cost experience is available. 
Under this method, requirements for the 
new item are compared with those for a 
past or current item, the differences are 
isolated, and cost elements applicable to 
the differences are deleted from or added to 
experienced costs. Adjustments are also 
made for possible upward or downward 
cost trends. 

(3) The roundtable method is used to 
estimate the cost of a new item when there 
is no cost experience or detailed informa­
tion regarding specifications, drawings, or 
bills of material. Under this method, repre­
sentatives of the engineering, manufactur­
ing, purchasing, and accounting depart­
ments (among others) develop the cost 
estimates by exchanging views and making 
judgments based on knowledge and experi­
ence. This method has the advantage of 
speed of application and is relatively inex­
pensive, but may not produce readily sup­
portable or reliable cost estimates. When 
this method is used, technical assistance 
may be required to evaluate the resultant 
cost estimates. 

9-304 Price Proposals Format and
Support 

a. Contractor price proposals required 
by FAR 15.403 /DFARS 215.403-1 to be 
submitted with cost or pricing data must 
also be submitted with the first page of the 
proposal including the details specified by
FAR 15.408, Table 15-2, if Table 15-2 is 
being used. Departments which contribute 
data to the proposal may include, among 
others, accounting, cost control, budgeting, 
estimating, planning, purchasing, produc­
tion control, engineering, drafting, publica­
tions, and sales. In addition to the cost in-
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formation contained in the accounting sys­
tem, adjunct statistical records and data 
may be maintained and used in preparing 
cost estimates. The data may include bills 
of material, vendor quotations and catalogs, 
blueprints, value analysis reports, labor 
efficiency reports, sales budgets, and indi­
rect cost budgets. Contractors may also 
prepare time series charts, scatter charts, 
learning curves, and other forms of graphic 
analysis in developing cost estimates. 

b. To expedite the audit process, the
Agency has developed criteria which can 
be used to evaluate the adequacy of the 
basic supporting data and information 
submitted with the proposal. This form is 
available on the DCAA Intranet and the 
APPS (file name ADEQUACY). 

c. When coordinating with the respon­
sible Government procurement and techni­
cal representatives, solicit the contractor's 
cooperation in reaching an informal agree­
ment on types of data and information to be 
submitted with a proposal or to be made 
available at the beginning of the audit. 

9-305 Coordination with Contracting 
Officers 

a. The organizational relationship of 
auditors with contracting officers and their
representatives is discussed in 1-400. A
close working relationship is essential for 
complete and meaningful evaluations of 
contractors' cost estimates. 

b. Contracting officers, through proper 
coordination and utilization of members of 
the procurement team (including engineers, 
lawyers, price analysts, and contract audi­
tors), must ensure that contractors' price 
proposals have been prepared on a sound 
basis and are evaluated in sufficient depth
to support an informed opinion regarding 
reasonableness. The contracting officer is 
responsible for requiring the timely sub­
mission of needed data. Each member of 
the team is responsible for making recom­
mendations in his or her respective area. 

c. The auditor will perform financial 
evaluations and analyses requiring access 
to the contractor's records. These analyses 
will cover both the adequacy of statements 
of current costs and the adequacy and rea­
sonableness of projections to the extent 
information relevant to such projections 
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can be obtained from the contractor's re­
cords. These evaluations, for example, 
might cover material prices and quantities; 
labor hours and rates; and the elements of 
the various indirect cost pools and their 
distribution. As used in this paragraph,
"records" include, among other things, 
historical cost records, cost ledgers, pur­
chase orders, subcontractor and vendor 
quotations, budgets, forecasts, learning
curve computations, and similar cost and 
forecasting data.

d. Administrative procedures to coordi­
nate: 

(1) a PCO request for audit or technical 
review of a prime contractor price proposal 
or 

(2) an ACO, PCO, or auditor request for 
audit or technical review of a lower-tier 
contractor price proposal are described in
9-103, 9-104, 9-108, and Appendix D. 

e. The manner in which information 
furnished by the auditor is used in negotia­
tion is the responsibility of the contracting 
officer. Where the contracting officer fails 
to accept an audit recommendation and the 
auditor believes that this action has a sig­
nificant or continuing impact on the rea­
sonableness of the price or on administra­
tion of the contract, and in addition, feels 
that there is an opportunity for useful cor­
rective action, the auditor should report the 
situation to his or her supervisor (see 4-803 
and 15-600).

f. The type of contract to be awarded 
and the contract provisions are the respon­
sibility of the contracting officer. When an 
evaluation of the contractor's operation
indicates that the contemplated contract 
type would not be in the Government's best 
interest because of the contractor's type of 
business, accounting system, production of 
similar items for commercial purposes, or 
other reasons, recommend that the contract­
ing officer consider a different type of con­
tract. Also advise the contracting officer 
when proposed contract provisions appear 
inappropriate or undesirable (see 3-200). 

9-306 Use of Specialist Assistance in
Price Proposal Technical Evaluations 

a. An important aspect of a proposal 
evaluation is determining the reasonable­
ness of material and labor estimates. Audit 
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tests of these estimates may require the 
assistance of technical specialists.

b. Specialist assistance is usually ob­
tained when the contractor's support for 
the cost being audited is not based on
accounting or financial data and the audi­
tor cannot efficiently or effectively de­
termine the reasonableness of the costs 
through alternative means. However, the 
decision to use specialists should be
reached only after considering the type of 
risk factors described in 9-402.2 and 9­
501. These risk factors and others may 
indicate that specialist assistance is not 
necessary. 

c. Detailed procedural guidance is
presented in Appendix D to assist in:

(1) deciding whether technical special­
ist assistance is needed, 

(2) identifying what type of assistance 
is needed, 

(3) requesting the assistance,
(4) achieving good communications 

with technical specialists, and
(5) reporting on the use of technical 

specialists or the impact of their nonavail­
ability. 

d. Statement on Auditing Standards 
(SAS) No. 73, "Using the Work of a Spe­
cialist," requires auditors to exercise pro­
fessional judgment when the work of a 
specialist is required, including a deter­
mination of the type of technical expertise 
needed, and provides guidance on using 
the specialist's findings. It notes that 
while the appropriateness and reasonable­
ness of methods or assumptions used and 
their application are the responsibility of 
the specialist, the auditor should obtain an
understanding of these matters to deter­
mine whether the findings are suitable for 
corroborating the cost representations. 

9-307 Incorporating Technical
Evaluations into the Audit Report 

The contracting officer has the overall 
responsibility for determining how the 
information and opinions furnished are 
applied to the contractor's estimate. How­
ever, the auditor also has a responsibility 
for examining the report on any requested 
technical evaluation to ensure a reason­
able understanding of the work per­
formed, the accounting data relied on, and 
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the impact of the results on proposed
costs. Documentation requirements are in 
4-1000. The work of a specialist should 
be incorporated into the report unless the
findings are obviously unrealistic, or pro­
cedures used appear inadequate. In these
situations, attempt to reconcile differences 
with the specialist or, if necessary, the 
responsible supervisory official. Obtain 
the assistance of the ACO in facilitating a 
resolution. Discussion of procedures and 
technical aspects of the evaluation is usu­
ally sufficient to eliminate concerns. If 
the auditor is unable to resolve differ­
ences, the technical evaluation should not 
be relied on in the audit opinion or the 
development of questioned costs. The
audit report should enclose the technical 
report and explain why it was not used 
(see Appendix D). 

9-308 Incorporating Cost Avoidance
Recommendations into Audits of Price 
Proposals 

a. In evaluating the reasonableness of 
proposed cost elements (including direct 
labor and material quantities and prices, 
other direct costs, and indirect costs),
consider what it should cost to supply the 
proposed items assuming the offeror op­
erates with reasonable economy and effi­
ciency. Auditors use contract audit proce­
dures where applicable to assist the
procuring contracting officer in meeting 
his or her obligation (FAR 15.404-
1(c)(2)(ii)) to ensure that the effects of 
any inefficient or uneconomical contrac­
tor practices are not projected into future 
contract prices. Useful tutorial material on 
this concept is contained in the Air Force 
Institute of Technology (AFIT) and the 
Federal Acquisition Institute (FAI) Con­
tract Pricing Resource Guides, specifi­
cally volume III. The internet address is 
http://www.gsa.gov/fai.

b. Operations audits performed as dis­
cussed in 14-500 provide one key source 
of information about inefficient or uneco­
nomical contractor practices which should 
be considered in each proposal audit. The 
audit program for each price proposal 
evaluation will provide for assessing each 
cost avoidance recommendation from 
operations audits at the contractor, to de-
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termine if there is a significant impact on 
the proposal. As circumstances develop 
(for example, the contractor implements a 
recommended cost avoidance or a cost 
avoidance proves not applicable to a cer­
tain product line), the proposal impacts 
can be expected to vary. Therefore, a re­
assessment should be made in each pro­
posal evaluation. 

c. Any significant impact of cost avoid­
ance recommendations will be reflected as 
questioned costs in the audit of price pro­
posals when all of these criteria are met: 

(1) The findings and recommendations 
have been discussed with the contractor as 
provided by 4-304.5. It is not necessary to 
have issued the operations audit report, or 
have received the contractor's reaction to 
the findings and recommendations. How­
ever, the proposal impacts should be ad­
justed as these events occur, if they result 
in adjustment of the recommended cost 
avoidance. 

(2) The proposal audit has established 
that the recommended cost avoidance is 
applicable to the proposed contract per­
formance and is not reflected in the con-
tractor's estimated costs for the proposal. 
Note that a cost reduction may not be re­
flected in the proposal even though the
contractor has agreed to make the needed 
improvements, or even if the recommenda­
tion has been implemented. Take care not 
to question costs:

(a) for a time period before the contrac­
tor could reasonably achieve the recom­
mended economy or efficiency improve­
ment,  

(b) for work areas where the recom­
mendation does not apply, or 

(c) for proposal elements that ade­
quately anticipate the expected cost reduc­
tion. 
Technical assistance (see 9-103 and 9-306) 
may be needed on these points, especially
where the proposed costs are based on as­
sumed future conditions or performance 
methods that would differ from those in 
effect when the cost avoidance recommen­
dation was developed.

(3) The impact calculated for the spe­
cific proposal reasonably reflects the con­
tractor direct and indirect start-up costs and 
investment amortization necessary to 
achieve the recommended cost avoidance, 
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allocated using the contractor's established 
cost accounting practices. 

9-309 Evaluation of Methods and 
Procedures-Cost Estimates 

a. Evaluation of a contractor's estimat­
ing methods and procedures may be di­
vided into two broad areas: first, an 
evaluation and understanding of the con-
tractor's prescribed methods and proce­
dures; and second, an evaluation and un­
derstanding of the methods and 
procedures actually used in preparing the 
cost estimate. Work in these two areas 
may be performed concurrently or sepa­
rately using, as a reference point, past or 
current cost estimates prepared by the 
contractor. In either case, consider the 
findings in both of these broad areas when 
planning and developing the audit pro­
gram (see 5-1200). 

b. The auditor's objective in these two 
areas is to examine the available data to the 
extent necessary to: 

(1) form a sound opinion on the validity 
of the methods and procedures used to de­
velop the cost estimates, and  

(2) make sound judgments on the extent 
and nature of testing to be done in areas 
requiring further examination.  
Also determine whether the results of 
recent estimating system survey work (5­
1200) indicate that the estimating system 
is reliable enough to allow reduced audit 
effort on individual price proposals. 

c. The extent of the auditor's evaluation 
may be influenced by the:  

(1) experience gained in comparing 
earlier estimates with applicable actual 
costs, 

(2) degree to which the contractor's 
estimating procedures agree with the ac­
counting procedures,

(3) timeliness and depth of evaluation 
given contractors' estimating methods and 
procedures by other Government represen­
tatives, and 

(4) results of operations audits that af­
fect future costs. 

d. Recommend changes in estimating 
methods and procedures when the evalua­
tion indicates existing procedures are in­
adequate or improper. 
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9-310 Deficiencies in Specific Cost
Estimates 

a. This section deals with deficiencies 
in specific cost estimates versus deficien­
cies in overall cost or pricing data covered 
in 9-205. When any of the following defi­
ciencies are encountered and are signifi­
cant, the auditor should immediately notify 
both the ACO and the PCO in accordance 
with the guidance contained in 9-205.

b. Deficiencies in cost estimates may 
result from: 

(1) the use of incorrect, incomplete, or 
noncurrent data; 

(2) the use of inappropriate estimating 
techniques;

(3) the failure to consider or use all 
applicable factors or necessary techniques; 

(4) the improper use of an estimating 
technique;

(5) an apparent deliberate concealment 
or misrepresentation of the data supporting 
the estimate either in the historical data 
from prior contracts or in the supporting 
documents prepared specifically for the 
proposal (see 4-700); or

(6) the failure to estimate in a manner 
consistent with the disclosed or established 
accounting procedures as required by CAS 
401 (see Chapter 8). 

c. Upon discovering a significant esti­
mating deficiency during a proposal
evaluation, immediately prepare a draft 
estimating system flash report and submit it 
to the contractor for comment. The auditor 
should prepare the draft report and coordi­
nate it with the contractor at the time the 
estimating deficiency is found, rather than 
waiting until the proposal audit is com­
pleted. This procedure will provide for 
issuing the flash report at the same time or 
shortly after the proposal audit report is 
issued. Give the contractor a reasonable 
amount of time to comment on the draft 
report, usually 1 to 2 weeks would be suf­
ficient. Upon timely receipt of the contrac-
tor's response, a separate audit report enti­
tled "Estimating System Deficiency
Disclosed During Evaluation of Proposal
No. XXX" (flash report) should be issued
to the ACO addressing both the contractor's 
comments and additional auditor com­
ments. If the contractor does not respond 
within the timeframe requested, the auditor 

937 
9-310 

should issue the estimating system flash 
report without the benefit of the contrac-
tor's response and explain in the report that 
the contractor was provided an opportunity
to respond but did not do so within the
available time. This flash report should 
address each deficiency disclosed in the 
proposal audit that is either significant in
dollar impact to total proposed costs or to 
specific cost elements. 

d. Flash reports are not required if the 
estimating deficiency has been reported
previously and the contractor's corrective 
action is currently being monitored by the 
Government. Such deficiencies are listed in 
the Contractor’s Organization and Systems 
section of proposal reports, as described in 
10-308, until they are resolved (DFARS 
215.407-5(g)(1). In addition, the explana­
tory notes of the price proposal audit report 
should describe the cost impact of any out­
standing significant deficiency which af­
fects the proposal. 

e. Items that would normally be identi­
fied in an estimating system flash report 
when encountered include but are not lim­
ited to the following (also see 5-1200 and
10-400):

(1) The lack of clearly documented 
policies, standard procedures, and methods 
covering the contractor's estimating system. 
(Use judgment on the level of detail needed 
by small contractors with less than $50 
million per year in Government sales.) 

(2) Nonexistent, out-of-date, or inade­
quate support for factors used in the pro­
posal (such as raw material, attrition, or 
normal production allowance). 

(3) Failure to perform an adequate 
evaluation of proposed subcontracts prior 
to submission of the proposal. 

(4) The lack of budgetary data beyond 
the current contractor fiscal year. 

(5) Contractor policies requiring that all 
production effort remain within the com­
pany, regardless of the comparative cost of 
the effort. 

(6) Proposing material on a stand-alone 
basis without considering other known 
requirements (spares, related programs, 
other production lots) that might be ordered 
at the same time. 

(7) Proposing costs based on vendor 
quotes without considering historical data 
indicating that prices ultimately negotiated 
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with vendors are lower than the prices 
quoted.

(8) Not considering or selectively using 
historical cost experience for similar pro­
grams. 

(9) Not considering residual invento­
ries. 

(10) Applying escalation to firm vendor 
quotes.

f. This flash reporting policy does not 
negate the requirement for in-depth analysis 
of estimating procedures and practices. Peri­
odic estimating system audits (5-1200) are 
still required. The frequency of these peri­
odic audits may vary dependent upon the 
items identified in the flash reports. 

g. When an estimating system defi­
ciency is identified, consider whether the 
condition is likely to constitute defective 
pricing if not revised prior to negotiation 
and agreement on a contract price. If the 
auditor concludes the cost estimate is not 
current, accurate, or complete, take the 
following actions:

(1) Inform the contractor and request it 
take the necessary corrective action. Seek 
contracting officer assistance where appli­
cable. 

(2) When the contractor refuses to re­
vise the cost estimate, attempt to obtain or 
develop the information through audit 
means. 

(3) If the contractor is unwilling to cor­
rect potentially defective cost or pricing 
data and time or resource constraints make 
it impractical to sufficiently develop a rec­
ommended audit position, the audit report 
should advise the contracting officer of the 
inadequacies in the contractor's proposal 
(also see 9-205).

(4) For all proposals or other audits 
subject to U.S.C. 2306a, complete a Defec­
tive Pricing Lead Sheet (DCAAF 7640­
22b) to rate the proposal for defective pric­
ing potential. After completion of both 
parts, the original will be placed in the 
permanent file with a copy remaining in the 
audit working papers. 

9-311 Evaluation of Individual Cost 
Estimates and Cost Realism 

a. As appropriate, procedures should
include: 

July 2004 

(1) a review of operations audit findings
and recommendations, including cost 
avoidance recommendations that have an 
impact on proposed costs (9-308);  

(2) an analysis of reports of noncompli­
ance with CAS and FAR Part 31 for possi­
ble application of the findings to proposal 
evaluations; 

(3) reviews of available written estimat­
ing procedures;

(4) discussions with contractor person­
nel; 

(5) examination of the methods and 
procedures actually followed;  

(6) consideration of the data developed
and the manner in which they were used;  

(7) comparisons of past cost estimates 
with incurred costs; and 

(8) analysis of cost trends. 
b. Obtain information related to the 

following areas:
(1) The contractor's organization with 

emphasis on the various segments partici­
pating in cost estimating. 

(2) The estimating methods and tech­
niques actually used and the nature of the 
underlying data and judgments supporting 
each cost element. 

(3) The attention given to special terms 
either contained in the request for proposal 
or to be imposed by the contract. 

(4) The availability and use made of 
accounting, statistical, budgetary, and other 
data. 

(5) The extent company-wide forward 
pricing factors are developed and used
when preparing the cost estimates and 
whether these pricing factors are current
(see 9-1200).

(6) The graphic analysis (such as time 
series and correlation charts) used in pre­
paring the estimate. 

(7) The degree of consistency between 
cost classifications used for cost accounting 
purposes (direct and indirect costs) and 
those used for cost estimating purposes, 
and the reasons for significant differences, 
especially on proposals submitted for like 
or similar items. 

(8) The types of products manufactured 
and the manufacturing processes involved. 
This includes information from continuous 
monitoring of the manufacturing process 
for the effects of changes and/or moderni­
zation (see 14-800). 
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(9) The reliability of prior cost esti­
mates, including an evaluation of cost areas 
where significant differences exist between 
estimated and actual costs and the reasons 
for these differences. 

(10) The contractor's managerial con­
trols and review procedures (to ascertain 
whether cost estimates were prepared using 
established company practices). 

(11) The relationship of the contractor's
technical proposal to the cost estimate. The 
technical proposal may contain information 
such as descriptions of the items to be pro­
duced, production schedules, cost estimating 
plans, adequacy of tooling on hand, and the 
specific instructions furnished each depart­
ment responsible for preparing cost elements 
contained in the proposal. 

9-311.1 Evaluation of Indirect Versus 
Direct Cost Classification 

a. Evaluate the contractor's cost classi­
fication for consistent treatment of cost 
elements to determine whether the treat­
ment given direct and indirect costs in es­
timating parallels the accounting treatment 
of incurred costs as required by CAS 401 
and 402. Inconsistencies should be ana­
lyzed and the reasons for different treat­
ment explained. A violation should be re­
ported as a CAS noncompliance. 

b. Compare the pattern of direct and 
indirect cost treatment of the proposal be­
ing audited with the current CAS Disclo­
sure Statement and with other proposals 
recently submitted, particularly when the 
end items involve similar work. When the 
estimating basis is different, the difference 
should be thoroughly explored. 

c. Differing direct versus indirect crite­
ria among competitors and the exercise of 
special allocation provisions of certain Cost 
Accounting Standards requires that consid­
erable attention be directed to consistency. 
Although differences are natural conse­
quences of varying circumstances, be care­
ful to avoid perceptions that inconsistent 
audit applications are causing or contribut­
ing to the accounting differences. Price 
proposal audit reports should clearly iden­
tify unusual cost accounting practices hav­
ing a significant impact, particularly those 
requiring the use of any special allocation 
provisions. 
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9-311.2 Evaluation of Consistency in
Estimating and Accounting 

CAS 401 requires that the methods 
used for estimating costs should be con­
sistent with the methods used for re­
cording or accounting for costs. However, 
examination might disclose, for example, 
that while actual costs are used in estimat­
ing costs, standard costs are used in re­
cording costs. Under these circumstances, 
compare the amounts shown for a selected 
number of items extended at suppliers'
actual prices with the amounts for the 
items obtained by applying established 
standards and related variances. This 
comparison should allow the auditor to 
evaluate the propriety of the cost estimate 
and to identify possible inequities result­
ing from using an estimating method 
which differs from the method used in 
accounting for costs. Similar comparisons 
could be made in other cost areas. 

9-311.3 Comparison of Estimated and
Actual Costs 

When applicable, compare prior cost 
estimates with costs incurred. The informa­
tion gained will not constitute conclusive 
evidence of the reliability of the contrac-
tor's cost estimating methods and proce­
dures, but may disclose significant differ­
ences between estimated and actual costs. 
Reasons for the differences should be as­
certained and considered in evaluating the 
reliability of the estimating meth-
ods/procedures and in determining the ex­
tent of selective tests in areas requiring
further analysis. 

9-311.4 Cost Realism Analyses 

a. Cost realism analysis means an 
evaluation of the overall costs in an of-
feror's proposal to determine if costs: are 
realistic for the work to be performed, 
reflect a clear understanding of the re­
quirements, and are consistent with the 
various elements of the offeror's technical 
proposal. The goal of a cost realism 
analysis is to ensure that the proposed 
costs are not significantly understated. 
FAR 15.404-1(d) requires that cost real-
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ism analyses be done on cost­
reimbursement contracts. Cost realism 
analyses may also be performed on com­
petitive fixed-price incentive contracts or, 
in exceptional cases, on other competitive 
fixed-price type contracts when:  

(1) the solicitation contains new re­
quirements that may not be fully under­
stood by competing offerors,  

(2) there are quality concerns, or  
(3) past experience indicates that con­

tractors' proposed costs have resulted in 
quality or service shortfalls.  
Generally, cost realism analyses are con­
ducted on competitive cost-reimbursement 
contracts; however, cost realism analyses 
may be performed on other acquisitions as 
well, at the discretion of the contracting 
officer. Depending upon the type of con­
tract, the purpose of the evaluation differs. 
On cost reimbursement contracts, the pur­
pose is to prevent offerors from gaining an 
advantage over competitors by proposing 
an unrealistically low estimated cost. In 
contrast, on fixed price contracts, the goal 
is to protect the Government from encoun­
tering problems in performance based on 
an unrealistically low price. 

b. Cost realism analyses differ from 
traditional forward pricing audits. When a 
complete examination of the contractor's 
proposal is requested, the auditor is re­
sponsible for rendering an informed opin­
ion as to the adequacy of the cost or pric­
ing data for negotiation of a price. In 
contrast, cost realism analyses are gener­
ally performed on competitive cost­
reimbursement procurements when ade­
quate price competition is anticipated. 
FAR 15.403-1 and DFARS 215.404-1(d)
prohibit the contracting officer from re­
questing cost or pricing data on competi­
tive procurements and limit data requests 
to information that is necessary. The con­
tracting officer is not required to conduct
an in-depth cost analysis or to verify each 
and every item proposed. Rather, the 
evaluation of the competing proposals 
requires the exercise of informed judg­
ment by the contracting officer. This 
means that the procuring agency's evalua­
tion of the competing proposals was rea­
sonably based and not arbitrary. 

c. Auditor assistance may not be re­
quired on some cost realism analyses; 
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therefore, the amount of auditor support 
requested will vary from agency to agency. 
Since contracting officers are not required
to verify all items proposed, usually the 
auditor is requested to apply agreed-upon 
procedures for selected elements of cost. 
Often, we are requested to verify that: 
(1)	 the rates are the offeror’s most current 

rates, 
(2)	 the proposal has been prepared consis­

tent with the offeror’s established 
practices, and

(3)	 there are no outstanding deficiencies 
that would significantly impact the 
proposal.

In some cases, the contracting officer may 
choose not to enter into communications or 
negotiations with the contractor. If the 
auditor is prohibited from discussing the 
proposal with the contractor, this prohibi­
tion will most likely have to be docu­
mented in the report’s Results of Applica­
tion of Agreed-Upon Procedures section,
and needs to be communicated up front to 
the contracting officer.

d. A competitive procurement is con­
sidered low risk. The auditor should coor­
dinate closely with the requestor to deter­
mine how to efficiently meet the objectives 
of the cost realism analysis. The evaluation 
should be performed as a desk review 
whenever possible. Every attempt should 
be made to do the cost realism analysis of 
the costs based upon information available 
in the audit files. Requests for other infor­
mation (e.g., status of the estimating sys­
tem, or uncompensated overtime practices) 
should also be addressed based upon in­
formation available in the FAO files. If 
known deficiencies exist, these deficiencies 
should be identified. Negative assurance 
should not be provided regarding the con-
tractor’s systems. 

e. Generally, technical assistance should 
not be requested on cost realism analyses. 
A technical evaluation of proposals re­
ceived is an integral part of a contracting 
officer's source selection procedures. The
technical evaluation, together with the cost 
realism analysis, is used to make a "best 
value" determination and an ultimate award 
of the contract. Therefore, unless otherwise 
instructed in the request for services, the 
auditor should not request technical assis­
tance. In addition, there is no need to qual-
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ify the report for lack of receipt of techni­
cal review, because we disclaim an opin­
ion. 

f. When reporting the results of a cost 
realism analysis or other application of 
agreed-upon procedures, the auditor should 
follow the reporting requirements in 10­
1009, Results of Application of Agreed-
Upon Procedures (see 10-1009c. for addi­
tional requirements on cost realism). The 
report should clearly indicate that the con-
tractor's proposed costs were specifically 
evaluated for realism and possible under­
statement. Since a cost realism analysis is an 
application of agreed-upon procedures, the 
report should include a disclaimer of opin­
ion. Since FAR 15.403-1 instructs contract­
ing officers not to obtain cost or pricing data 
when conducting a cost realism analysis on a 
competitive procurement, there should not 
be any reference to the adequacy of the 
cost or pricing data. Auditors should not 
use the opinion matrix in 10-304.6c.  

9-312 Pre-Established Forward Pricing 
Rates and Factors 

Formal or informal agreements between 
contractors and the Government may exist 
which establish certain cost factors for use 
in forward pricing actions during specified
time periods (such as forward pricing rate 
agreements and formula pricing agree-
ments---a systematic method of pricing a 
large volume of small acquisitions). These 
factors may include indirect cost rates, 
labor hour rates, material and labor vari­
ances, material handling rates, and allow­
ances for scrap and obsolescence. See 9­
1200, FAR 15.407-3 and 42.17 for detailed 
guidance on the audit of forward pricing 
rate and formula pricing agreements. Peri­
odically determine whether present condi­
tions or intervening occurrences negate 
current applicability of these types of pre­
established cost factors. Circumstances 
which may adversely affect their continued 
applicability are changes in business vol­
ume, changes in market conditions affect­
ing material or labor costs, savings accru­
ing from cost reduction programs, changes 
in manufacturing processes used to make 
products, and changes in the accounting 
treatment of direct and indirect costs. 
Board of Directors minutes may document 
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major decisions that affect the above areas 
(see 5-109.2 and 14-605a.). 

9-313 Evaluation of Cost Estimates After 
Costs Have Been Incurred 

Under certain circumstances, a contrac-
tor's submission is evaluated after all or a 
portion of the costs have been incurred, such 
as in the case of pricing proposals, contract 
status reports, termination claims, and delay 
claims. In these cases, the audit of the sub­
mission should not be limited merely to a 
comparison with the actual costs. Refer to 
the appropriate section of CAM for pertinent 
guidance relative to the specific audit being 
performed. 

9-314 Cost Estimates Based on Standard 
Costs 

Guidelines for evaluating the validity of 
historical costs derived by using standard 
costs and related variances are contained in 
Chapter 6. The same guidelines apply when 
standard costs and related variances are used 
in preparing cost estimates. The basic prin­
ciple underlying the use of standard costs in 
estimating is that the standard cost plus the 
estimated variance must reasonably ap­
proximate the expected actual cost. 

9-314.1 Estimates Based on Revised 
Standards 

A contractor may revise direct mate­
rial and direct labor standard costs, ad­
justed by estimated variances, to develop 
direct material and direct labor cost fore­
casts. Review the basis for revising the 
standards and decide whether the esti­
mated variances have been properly ad­
justed to reflect the changes made in the 
standards. When revised standards reflect 
only certain historical cost changes, the 
related variances must be adjusted so that 
the two combined will approximate the 
anticipated actual cost. 

9-314.2 Variance Analysis 

a. Direct material and direct labor cost 
variances may be segregated by contributing 
causes (such as price and rate variances, use 
and efficiency variances, and variances 
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caused by make or buy decisions) and by 
product lines (with homogeneous products) 
to produce reasonably accurate prime prod­
uct costs. When variances are segregated, 
make comparative studies of historical costs 
and cost trends. For this analysis, consider 
employing techniques such as 

(1) time series charts, plotting the per­
centage relationship of a major direct 
variance element (material or labor) to 
related standard costs within the product
line, and 

(2) improvement curves, plotting the 
unit or cumulative average direct material 
or direct labor costs (standards and related 
variances) for successive quantities of end 
products produced.

b. Measure the effect of anticipated 
changes so that historical costs may be 
adjusted to a basis comparable to that 
underlying the forecasts. Adjustments 
may be necessary when the following
conditions exist: 

(1) The planned production within a
product line may be of a continuing na­
ture, whereas, in prior periods, a number 
of related products were initially put into 
production causing high start-up prime 
costs. 

(2) The planned sales and production
volume within a product line may be sub­
stantially higher or lower than previous 
periods. Changes in volume have an impact 
on quantity discounts on direct material 
purchases, direct labor efficiency, and 
other factors which contribute to variances 
from standard costs. 

(3) The planned reduction in inventories 
on hand may lead to unusual rework effort 
and result in high nonrecurring variance 
cost. 

(4) The planned changes in make or buy 
policies for specific components and in the 
product mix within a product line may have 
an impact on direct material and direct 
labor variances previously caused by a 
volume change. 

9-314.3 Variances by Product Line 

When standard costs and the related 
experienced variances are used by a con­
tractor in estimating prime costs, establish­
ing the reasonableness of the estimates will 
be difficult unless the contractor's account­

ing system provides for segregation of 
variances by product lines. Analyze re­
corded product line data to determine 
whether the contractor's estimate reasona­
bly approximates expected actual costs. 
Available statistical analyses of the vari­
ances may provide more appropriate costs 
for specific products than recorded overall 
variances. Statistical data of this type may 
be used to appraise direct material or labor 
cost estimates based on applying overall 
variances to standard costs. 

9-314.4 Consistency in Using Standards 

When a contractor employs standard 
costs and submits multiple proposals, the 
direct material and direct labor standard 
costs should be consistent for pricing all 
procurements. Verify that standards are cur­
rent before they are compared with cost es­
timates. However, these standard costs are 
generally not applicable for pricing items:  
• not in continuous production, 
• being phased out of production, or 
•	 being produced under special produc­

tion runs. 

9-315 Evaluation of Statement of Income 
and Expense 

a. In some circumstances, the contrac-
tor's Statement of Income and Expense
should be evaluated for each organiza­
tional element comprising a profit center 
with its own cost estimating and proposal 
responsibility. Consider for further study 
and operations audits areas of favorable 
or unfavorable results of operation. Com­
parisons should also be made to the con-
tractor's budgets as discussed in 5-500. In 
considering what areas might warrant 
further study, attempt to identify those 
factors which influenced operating results
without reflecting on the soundness of the 
contractor's estimating procedures. Exam­
ples of these factors are unusually high 
profit rates compared with the estimated 
rates because of the introduction of more 
efficient production and management 
techniques, or unusually low rates of 
profit (or losses) resulting from deliberate 
low bids because of competition. 

b. When a detailed study is to be made, 
obtain any further segregations of the in-
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come and expense statement that are avail­
able. This includes segregation by:  
• commercial business;  
• Government business; or  
•	 major categories of Government busi­

ness by product, contract, and type of 
contract. 

The analysis should compare the segre­
gated data with the corresponding data 
shown in sales forecasts, company budgets, 
and cost estimates used by management in 
the conduct of the business. 

c. Be alert to situations where the profit 
rates, based on an analysis of financial 
statements or other summary information, 
appear to be out of line (e.g., significantly
higher than would be anticipated based on
the profit rates negotiated). In these cases, 
determine the reason(s) for the high profits. 
Consider the results of this evaluation dur­
ing future proposal, estimating system, and 
defective pricing audits. 

9-316 Evaluation of Contractor Cost 
Controls 

a. The adequacy and effectiveness of 
the contractor's system for controlling costs 
should be evaluated. This is done to decide 
whether the projected costs are being con­
sidered when preparing cost estimates. In 
other words, are there controls on the cost 
level used to control operational costs over 
a selected time period (budgets) and to do 
they achieve specific cost reductions (effi­
ciency studies)? The evaluation of the cost 
controls should include the following:

(1) an analysis of the contractor's 
budget system---preparation of the budgets, 
operations covered, its use in controlling 
costs, relationships of the various segments 
contained in the overall budget, and com­
parisons of past estimates with costs actu­
ally incurred; and 

(2) an analysis of past, current, and 
planned cost reduction programs with 
emphasis on the nature of the programs, the 
cost savings achieved, and cost savings 
goals established for future periods. 

b. Many major Government contracts 
contain clauses requiring an approved
Earned Value Management System 
(EVMS) for performance measurement on 
selected acquisitions (11-200). On propos­
als expected to result in contracts covered 
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by DFARS clause 252.234-7001, EVMS, 
or DFARS clause 252.242-7005, 
Cost/Schedule Status Report, when a con­
tractor has proposed to use a previously
accepted EVMS, the auditor should pro­
vide comments on any deficiencies that are 
affecting the EVMS on other contracts.
These comments should include the impact 
of other contractor system deficiencies 
(such as those disclosed during audits of 
material management and accounting sys­
tems, labor, other accounting systems, 
budgets, and billing systems) that are being 
reported EVMS surveillance reports (11­
209). Provide the comments in the applica­
ble note or an appendix to the proposal 
audit report (see 10-306 and 10-308). 

9-317 Evaluation of Cost Reduction 
Programs 

a. Cost reduction programs include: 
(1) value engineering,
(2) work simplification,  
(3) design review,
(4) time and motion studies,  
(5) organizational structure reviews, 

and 
(6) suggestion and energy conservation 

programs.  
These programs provide for greater econ­
omy and efficiency and may also indicate 
the effectiveness of a contractor's opera­
tions. Except for "value engineering," the 
general nature of these programs is ade­
quately described in the titles. According to 
FAR 48.101, value engineering is a "formal 
technique by which contractors may: 

(1) voluntarily suggest methods for 
performing more economically and share in 
any resulting savings or 

(2) be required to establish a program to 
identify and submit to the Government 
methods for performing more economi­
cally.  
Value engineering attempts to eliminate, 
without impairing essential functions or 
characteristics, anything that increases ac­
quisition, operation, or support costs."

b. In evaluating cost estimates, deter­
mine whether the contractor has considered 
specific cost reductions anticipated result­
ing from cost reduction programs other 
than value engineering. FAR Part 48 con­
tains a discussion of the contract provisions 
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that cover value engineering incentives and 
value engineering program requirements 
and their impact on pricing. 

9-318 Evaluation of Plans for Plant and 
Facility Improvements 

Some contractors are accomplishing 
substantial technological advancements on 
the factory floor. Improvements in the con-
tractor's plant and facilities frequently gen­
erate substantial reductions in labor and 
material requirements. Evaluate the con-
tractor's plans and budgets for improve­
ment of plant and facilities (see 14-600) 
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during the proposed contract period and 
ascertain whether applicable production 
cost reductions are reflected in the cost 
estimates. Evaluate the data submitted by 
the contractor to justify any new or addi­
tional Government-furnished equipment or 
other facilities scheduled to be provided 
and the timetable for implementation of 
new equipment and manufacturing proc­
esses. The contractor's justification for 
these items normally will provide a good 
basis for determining whether applicable 
cost reductions are reflected in new work 
cost estimates.  
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9-400 Section 4 --- Evaluating Direct Material Cost Estimates 

9-401 Introduction 

a. This section presents guidelines for 
evaluation of direct material cost estimates. 

b. Direct material costs may include 
estimates for raw materials, purchased 
parts, subcontracted parts, packaging,
freight, interdivisional transfers, vendor 
tooling, and other material directly identi­
fied with the engineering effort or the 
manufacture of a product. If the costs of 
scrap, spoilage, rework, process loss, obso­
lescence, and similar items can be reasona­
bly estimated through the development of 
forward pricing factors or other means, 
then these should also be charged direct. It 
is important, however, to ensure that the 
method of estimating and costing these 
items complies with the applicable Cost 
Accounting Standards (see Chapter 8). 

c. When direct material cost estimates 
are evaluated, the auditor should consider 
both the validity of the estimated prices and 
the quantitative and qualitative material 
requirements. Appendix D and 9-306 pro­
vides detailed guidance on the technical 
review aspects of material cost estimates 
and the procedures for requesting assis­
tance. 

9-402 Direct Materials Estimating
Methods 

a. The method of estimating direct ma­
terial cost depends on the type of account­
ing and statistical data available to the con­
tractor and the bases for this data. The 
available data may be based on directly
applicable experience for:

(1) an entire product, as in the case of
follow-on procurement, or  

(2) certain parts and components com­
prising a product, as in the case of an esti­
mate for an item substantially similar to or 
related to an item previously produced. 
The data may also be based on general
production standards or on previous pro­
duction experience. Examples include fac­
tors like direct material cost per pound of 
product and ratios of direct material to 
direct labor for similar products. 

b. The four basic procedures for esti­
mating direct material are:  

(1) estimate quantity requirements;  
(2) determine raw material require­

ments, convert measurements as necessary, 
and estimate actual yields; 

(3) estimate current prices; and  
(4) adjust estimated prices for cost 

trends and quantities and project total cost. 
Note that prior to applying these proce­
dures, the auditor should analyze individual 
material estimates from a qualitative per­
spective to ensure that the proposed mate­
rial effectively satisfies the Government's 
requirements. 

9-402.1 Source of Material Cost Esti­
mates 

Information on which to base direct 
material cost estimates usually may be ob­
tained from one or a combination of the 
sources listed below: 

(1) Cost records, appropriately adjusted, 
for the last completed contract. 

(2) Cost records for the last lot or a 
selected number of lots for the last com­
pleted contract.

(3) Experienced direct material costs, 
plotted on an improvement curve, for the 
same or similar product or components. 

(4) Priced bills of material. 
(5) Appropriately adjusted, priced bills 

of material for a related product. 
(6) Direct material costs incurred for a 

pilot run of a prototype model. 
(7) A prior cost estimate adjusted to 

reflect current needs. 
(8) A budget prepared for the period

during which the same or similar item was 
produced.

(9) Experience factors and ratios estab­
lished for related or unrelated products of
similar size and complexity. 

(10) Operations time sheets. 
(11) Engineering drawings. 

9-402.2 Extent of Auditor's Evaluation 

a. Direct material cost estimates 
should be evaluated based on the validity 
of the estimated prices and the quantita­
tive and qualitative material requirements. 
Factors which influence the scope of audit 
include: 
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(1) the materiality of the proposed di­
rect material costs,  

(2) the adequacy of the contractor's 
material related cost or pricing data (see 5­
1200),

(3) the adequacy of the contractor's 
estimating procedures for determining ma­
terial requirements (see 5-1204.1),  

(4) the extent to which actual estimating 
and material requirements practices follow 
established procedures,

(5) the contribution of other Govern­
ment representatives in evaluating the
quantitative and qualitative requirements 
for a specific proposal, and

(6) the results of operations audits of 
material related functions.  
The contractor's classifications of direct 
materials in cost estimates must be consis­
tent with classifications in the accounting 
system, as required by Cost Accounting 
Standard 401. Inconsistencies should be 
brought to the contractor and the contract­
ing officer's attention so that appropriate 
action can be taken. 

b. Whenever the auditor needs the assis­
tance of a specialist to form an opinion on 
the measurement of costs, such assistance 
should be obtained. The auditor should: 

(1) identify the specific type of assis­
tance needed, 

(2) communicate with the technical 
specialist, and

(3) assess the impact of technical spe­
cialist findings in formulating the audit 
opinion (see 9-306 and Appendix D). 

9-403 Price Proposals Bill of Material
Evaluations 

a. A properly prepared bill of material 
(BOM) generally will provide a sound ba­
sis for estimating direct material costs. The 
BOM will usually contain a detailed listing 
of the types and quantities required for raw 
material and for each component and part. 
It may also include allowances for ex­
pected losses; defects; spoilage during
processing; scrap generated; common sup­
ply items such as welding rods, nuts, bolts, 
and washers; or other additives to the basic 
material requirements. When it contains only 
the basic material requirements, loading
factors stated as a percentage of material 
costs may be applied to provide for expected 
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costs of material losses and common supply 
items. The auditor needs to ensure, however, 
that the estimated costs supporting these loss 
allowances or loading factors are not also 
included in the contractor's indirect cost 
estimates in noncompliance with CAS 401 
or 402 (see 8-401 and 8-402).

b. At some contractor locations there 
may be both an engineering and manufac­
turing BOM. The engineering BOM will 
list all parts required to produce the end 
products. However, engineering may be 
unable to estimate certain quantity re­
quirements such as length of wire. In such 
a case, manufacturing will develop detailed 
material requirements in the form of a 
BOM that will be used as a manufacturing 
aid. The auditor can use this to further de­
fine the material requirements of the engi­
neering BOM. 

c. Bills of material at large contractors 
are usually loaded into computer data bases 
which provide the capability to request 
information in many formats. Additional 
information such as description, where­
used, item number, and dollar value may 
also be available in the data base. 

d. A BOM can usually be provided for 
an end product or any subassembly. The 
most common sorts are: 

(1) Part Number Ascending Order. This 
bill of material is sorted by ascending part 
number showing total quantity required for 
each part of an end item. A detailed report 
may give further information including 
where the part is used (see D-408.3).

(2) Assembly/Subassembly (Christmas 
Tree). This BOM is hierarchical and lists 
major assemblies followed by the various 
levels relating to subassemblies. It is often 
referred to as a "Christmas Tree" because 
of its pyramidal or Christmas tree shape 
(see D-408.3). 

9-403.1 Evaluating Quantity Estimates 

a. When the estimate relates to a fol-
low-on procurement and prior experience 
exists, the audit should include, but not be 
limited to, the following procedures: 

(1) Obtain the engineering BOM that
supports the contractor's proposal. An en­
gineering BOM is preferable to a manufac­
turing BOM because of its correspondence 
to engineering drawings. If the auditor 

DCAA Contract Audit Manual 



July 2004 

intends to select a manual sample of parts, 
an ascending/descending BOM with prices 
is usually necessary. Higher assembly in­
formation must be part of this BOM, or 
available in a supplemental document to 
ensure that the lower level parts are identi­
fied and verified to their appropriate higher 
assemblies. For a computer based bill of 
material, the part numbers may be in as-
cending/descending order or assem-
bly/subassembly order. The preferred
method for sample selection is to use one 
of several available software tools includ­
ing DATATRAK III.

(2) Determine that the bill of material is 
current and that, based upon the applicable 
specifications, it reflects all anticipated
changes in the unit quantitative require­
ments. 

(3) Prepare a sampling plan. Select for 
evaluation either a random stratified sam­
ple or dollar unit sample of parts. Guidance 
on performing a sample is contained in 
Appendix B. Although the sample should 
be designed to validate bills of material 
quantities to engineering drawings, the 
sample should also be used to validate pric­
ing to the extent that this is practical.

(4) Obtain detailed engineering draw­
ings for the sampled parts. Separate engi­
neering drawings may not be available for 
purchased parts, but may be available as 
part of the next higher assembly drawing. 
Also, an initial BOM may be incomplete 
and contain undefined parts which do not 
have engineering drawings. A large num­
ber of undefined parts usually indicates a 
need for technical specialist assistance.

(5) Compare sample part quantities and 
specifications (dimensions, tolerances, etc.) 
on engineering drawings to the BOM and 
note any discrepancies. 

(6) Identify how the contractor calcu­
lated part quantities and the number of 
parts to be produced from raw material. 
Pay special attention to the contractor's use 
of "rounding" when calculating raw mate­
rial factors. Verify the accuracy of the con-
tractor's calculations by working through 
several part estimates and note any dis­
crepancies.

b. When the estimate relates to a com­
pletely new product, the contractor may 
have only rough sketches or design prints 
for a prototype. The types and quantities of 
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required materials may have been devel­
oped primarily based on the personal ex­
periences and judgments of contractor per­
sonnel. Such estimates should be given 
close scrutiny because errors that duplicate 
material items are often found. Estimates 
for completely new products often require 
the use of technical specialists (see 9-
402.2b). 

9-403.2 Using Operations Time Sheets 

An operation time sheet (see D-408.4) 
usually includes a description of the dis­
crete manufacturing operations and associ­
ated times necessary to build the part, and 
may disclose material quantity, tools, fix­
tures and labor standards. They are a main 
source of labor information as discussed in 
9-504.4. However, they may also be used 
as a substitute for a BOM for cost estimat­
ing purposes. Care should be taken when 
operations time sheets are used in conjunc­
tion with bills of material to ensure that 
costs are not duplicated. 

9-403.3 Using Engineering Drawings 

Material requirements are normally 
determined from engineering drawings.
These drawings illustrate and provide es­
sential information needed to design and 
manufacture a product. This includes:  

(1) physical characteristics,  
(2) dimensional and tolerance data, 
(3) critical assembly sequences,  
(4) performance ratings,  
(5) material identification details,  
(6) inspection tests,
(7) evaluation criteria, 
(8) calibration information, and  
(9) quality control data. 

9-404 Evaluating Contractor's Direct
Materials Pricing Procedures 

9-404.1 Sources for Pricing 

Sources for pricing components in­
clude: 

(1) standard costs, 
(2) previous purchase order prices ad­

justed for quantity differences, 
(3) current vendor quotations, and 
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(4) current order placement prices. In 
evaluating the contractor's pricing proce­
dure, consider the following: 

a. The sources of arriving at the prices
used for each element comprising the total 
direct material estimate or the priced 
BOM. 

(1) When the source is standard costs, 
determine whether the variance factor ap­
plied is realistic compared to past and cur­
rent experience, and probable future trends.

(2) When prices are developed from
previous purchases, identify the source of 
the prices (stock record cards or purchase 
orders) and ascertain if the prices used are 
current and appropriate for the estimated 
quantity required. 

(3) When prices are developed from 
current vendor quotations, determine the 
extent of bid solicitations and the reason­
ableness of prices submitted. 

(4) Contractors generally maintain 
inventories of parts and components 
which are incorporated into regularly
manufactured products. Inquiries should 
be made to ascertain the extent that avail­
able inventory has been considered in 
deciding the source of proposed material. 
When parts included in the inventory are 
to be used in the fabrication or production 
of items included in a proposal, verify the 
unit costs applicable to the inventory. 
Procedures for verifying inventory costs 
are included in 6-300. 

(5) Regardless of the source used,
compare the prices in the proposal with: 

(a) those quoted by competing suppli­
ers for comparable quantities,  

(b) recent quotations for the same or 
similar items,  

(c) costs incurred by the contractor for 
the same or similar items and  

(d) the cost of any available inventory 
not specifically identified to other con­
tractual requirements. 

b. The type of subcontract or purchase 
order to be awarded. When conditions 
warrant the use of a cost-type or fixed­
price redeterminable subcontract or pur­
chase order, evaluate the price which the 
contractor has included in the estimate. 
Assistance of the auditor at the subcon­
tractor location may be needed in making 
this evaluation (see 9-104). 
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c. The consistency with which the 
material pricing sources are used. When a 
variety of material pricing sources are 
used in costing the BOM, consistency in 
estimating procedures is not possible un­
less there are guidelines which closely
define the governing factors. This be­
comes apparent when the contractor has a 
recurring, substantial dollar proposal vol­
ume. Closely scrutinize the propriety and 
reasonableness of material price estimates 
when there are inconsistencies in estimat­
ing procedures. Be alert for violations of 
the applicable Cost Accounting Stan­
dards. 

9-404.2 Effect of Purchasing Procedures
on Prices Paid 

Economical buying practices generally 
result in obtaining the lowest prices for 
maximum quantities consistent with need, 
required quality, and delivery schedules. 
The contractor's purchasing practices (see 
5-1302) should be tested for reasonable­
ness of quantities, quality, and the prices 
of direct materials, not only for parts in 
inventory, but also for parts required to be 
purchased under the proposed procure­
ment. When current vendor quotations are 
used to support the contractor's direct 
material cost estimate, determine the ex­
tent to which the contractor followed eco­
nomical buying practices. Vendor quota­
tions should be examined to determine 
whether they were submitted in response 
to the procurement under consideration, 
and whether prices are appropriate in light
of required quantities and specifications. 
When effective competition does not ex­
ist, as in the case of sole source vendors, 
the contractor's source for estimating ma­
terial prices should be given close analy­
sis. 

9-404.3 Using Previous Purchase Order
Prices 

The contractor may use prices paid for 
the same items in previous purchases to 
estimate the material cost of follow-on 
procurements when current vendor bids 
have not been obtained. Determine the 
extent to which; 
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(1) recent purchase orders were selected 
to obtain applicable prices and adjusted, 
where necessary, to reflect price trends,  

(2) purchase order prices selected are 
for comparable quantities required for the 
follow-on procurement,  

(3) quantity discounts were given when 
increased quantities are to be purchased, 
and 

(4) consideration has been given to 
eliminating high start-up costs. 

9-404.4 Pricing of Company-Produced
Components

 Under certain circumstances, 
contractors may propose materials and 
supplies based on price rather than cost 
when they are sold or transferred between 
any division, subsidiary or affiliate of the 
contractor under common control. In these 
cases, ascertain whether the specific
circumstances meet the criteria described in 
6-313. If the audit discloses items that are 
improperly based on price rather than cost, 
appropriate adjustments should be made to 
eliminate the intracompany profit (plus any 
inapplicable indirect costs). 

9-404.5 Pyramiding of Costs and Profit
on Material Purchases 

a. Most major programs require the use 
of subcontractors, not only to obtain facili­
ties and skills which may not be available 
within the upper-tier contractor, but to
broaden the procurement base and to meet 
requirements for utilizing small business. 
However, the auditor should be alert to 
instances where a proposal may be exces­
sive because of unreasonable pyramiding 
of costs and profits. This may occur be­
tween divisions, plants, or subsidiaries of a 
company or between subcontractors and 
upper-tier contractors. The contractor's 
procurement program should be reviewed 
to determine whether the planned subcon­
tracting pattern is reasonable. The auditor 
should not limit his or her considerations to 
first-tier subcontracts, but should coordi­
nate with auditors at subcontractor loca­
tions to disclose unreasonable pyramiding 
of costs or profits at any of the levels of the 
procurement chain where significant costs 
are involved. 

949 
9-404 

b. Situations likely to result in excessive 
or unreasonable pyramiding of costs in­
clude the following (where questionable 
practices seem to exist, consult with Gov­
ernment technical and procurement person­
nel as appropriate):

(1) Intracompany transactions through 
which items are charged to the contract at a 
list price (see 9-404.4) or at a cost plus un­
necessary or unreasonable handling charges. 

(2) Purchases from a subcontractor who 
acts merely as an intermediary/agent rather 
than as a manufacturer. Items may be drop­
shipped direct to the upper-tier contractor's
plant or they may pass through the subcon­
tract plant for minor additions, changes, or 
testing which could be done more economi­
cally and as well at a lower or an upper-tier 
contractor's plant.

(3) Purchases by an upper-tier contrac­
tor of items which are identical with or 
similar to items being purchased by the 
Government and which could more eco­
nomically be supplied as Government­
furnished property. 

c. When proposed material costs in­
clude loadings added by the prime con­
tractor and upper-tier subcontractors, and 
the added amounts appear to be dispro­
portionate compared to their planned 
work contribution, the audit report should 
comment on the increased costs and profit 
attributable to the pyramiding. The report 
should state: 

(1) the estimated savings which will 
result by eliminating the intermediary and 
shortening the procurement chain,  

(2) the considerations underlying the 
treatment of the direct procurement as 
Government-furnished items, and  

(3) the degree to which the component 
or item involved can be treated independ­
ently from the system for which it is to be 
procured. 

9-404.6 Subcontract Decrements 

a. Vendor quotations and contract prices
are frequently subject to change. These 
changes occur when:

(1) vendors agree to make voluntary 
price adjustments and refunds in the event 
purchases exceed a predetermined level, 

(2) vendors agree to reduce a competi­
tive quote, or 
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(3) profits become excessive.  
If significant amounts of these changes 
are attributable to inefficient prime con­
tractor purchasing practices, the auditor 
should recommend corrective measures be 
taken including:

(1) improving the prime or upper tier 
subcontractor's purchasing practices and

(2) recognizing the impact of the 
changes in cost proposals.
The auditor at the prime or upper tier sub­
contractor level should also advise the 
auditor at the (lower) subcontractor level
to reappraise the subcontractor's estimat­
ing procedures.

b. Information concerning patterns of 
reductions from quotes to actual prices 
paid may be useful in evaluating a cost 
estimate. Information about historical 
reductions is cost or pricing data and
should be disclosed to the Government. In 
addition, DFARS 215.407-5-70(d)(2)(ix) 
requires contractors to use historical ex­
perience when appropriate. Contractors 
should, therefore, analyze the pattern of 
historical reductions, determine its appli­
cability to the subject procurement, dis­
close the analysis, and reduce proposed 
cost, if appropriate. None of these steps,
however, relieves the contractor of its 
responsibility for performing cost or price 
analyses as required by FAR. 

c. If there is a pattern of price reduc­
tions, review the prime contractor's or 
upper tier subcontractor's analyses of 
quotes and subcontract prices. Determine 
whether the contractor considered the 
pattern in estimating material and subcon­
tract costs. Evaluate the method used to 
analyze the price reductions. The contrac­
tor may apply a decrement to cost esti­
mates based on patterns that are company­
wide, program-wide, contract specific, or 
vendor specific. Ascertain what cost data 
were used to develop the decrement factor 
and confirm that the factor is properly and 
consistently applied to vendor-quoted
base costs. For example, if the decrement 
factor was developed using both competi­
tive and noncompetitive quotes, the factor 
should be applied to both competitive and 
noncompetitive quotes. The data used to 
develop the decrement should be accurate, 
current, and representative. If the contrac­
tor has failed to use experience ade-
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quately in estimating costs, it may be nec­
essary to develop a decrement for use in 
evaluating material estimates. 

9-404.7 Using Trade Information 

Regularly published trade information 
may be useful when evaluating the rea­
sonableness of estimated prices. Informa­
tion on industry-wide cost trends may also 
be useful, especially when contractors' 
estimates for follow-on procurement in­
clude increases in direct material prices 
based primarily on unsupported percent­
ages. Information published in financial 
and industry papers usually reflects prices 
of basic commodities, trends and forecasts 
of wage increases by industry, and opin­
ions by experts on economic trends. Trade 
publications can be of assistance in evalu­
ating the contractor's material price esti­
mates for aluminum and steel, especially 
when purchase orders are "future" com­
mitments based on prices for the delivery 
date. Follow-on orders for large quantities 
may result in prices lower than are indi­
cated by general market conditions dis­
cussed in trade publications because of 
quantity discounts or improved vendor 
efficiency. 

9-404.8 Use of Consolidated Material 
Requirements 

a. DoD Instruction 4245.12 (entitled, 
Spares Acquisition Integrated with Pro­
duction --- SAIP) specifies that when 
required in accordance with the Instruc­
tion, spare part orders are to be combined 
with prime contract orders for production 
components to achieve lower bill of mate­
rial component unit prices. Furthermore, a 
review of previous direct material pur­
chases (see 9-404.3) may disclose that bill 
of material components are required for 
two or more contractor programs. When 
appropriate, proposed bill of material 
component unit prices should be based on 
the total production schedule quantity
requirements (i.e., for both production
and spares).

b. When SAIP requirements are im­
posed by the contracting officer, the audi­
tor will be requested to, as part of his/her 
overall proposal audit, ascertain if the 

DCAA Contract Audit Manual 



July 2004 

contractor or subcontractor has complied 
with the SAIP agreement. An evaluation, 
as determined by the auditor, will be con­
ducted to ensure that prices for spares and 
identical items used in the production of 
end items reflect savings as a result of 
combined ordering. 

9-405 Make or Buy Decisions – Direct 
Material Cost Estimates 

A contractor must decide whether to 
make or buy parts and components. Re­
sponsibility for this decision is usually
delegated to key personnel from the pro­
duction, tooling, engineering, accounting, 
production planning, and purchasing de­
partments. Factors considered in arriving 
at a make or buy decision include:  

(1) previous experience,
(2) future requirements, 
(3) relative costs, 
(4) market conditions,  
(5) delivery schedules,  
(6) available capacity,  
(7) finances,  
(8) staffing,  
(9) subcontractors' capabilities, and
(10) availability of materials.  

Review the guidance in 14-600 as part of 
the evaluation of the contractor's proposed 
make or buy decisions. 

9-405.1 General Considerations 

A contractor's make or buy decisions 
may have a significant impact on direct 
material cost estimates. In determining the 
scope and extent of the proposal audit, 
evaluate the adequacy of the contractor's 
make or buy policies and procedures. This 
should include determining whether:  

(1) the factors listed in the preceding 
paragraph have been considered,

(2) the contractor was effective in 
communicating with its estimators to en­
sure that the estimate properly reflects the 
make or buy decisions,  

(3) past make or buy decisions re­
flected in prior estimates were followed, 
and 

(4) the results of operations audits of 
the various manufacturing functions in­
volved in a make decision indicates any 
weaknesses. 
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9-405.2 Special Considerations in Make 
or Buy 

Be alert to special factors involved in 
make or buy decisions. These include: 

(1) intracompany procurement,  
(2) changes in make or buy,  
(3) simultaneous actions involving both 

the making and the buying of the same 
parts, and

(4) an extensive time lapse between the 
proposal submission date and the actual 
contract date. 
These factors are discussed below. 

a. Purchases by a contractor from one 
of its divisions, affiliates, or subsidiaries 
may be classified as either "make" or "buy" 
depending on circumstances. When the 
reimbursement to the subsidiary is on a 
cost basis, the purchase would be consid­
ered a decision to make the item. When the 
reimbursement is based upon a competitive 
price, the purchase would be considered as 
a decision to buy the item. Evaluate make 
items involving significant direct material 
estimates of the contractor and its subsidi­
aries, affiliates, and divisions. The cost 
estimates for make items should not in­
clude charges by both the affiliate and the 
contractor in areas such as engineering,
field service, and product warranty. 
Evaluation techniques for buy items are 
similar to those used for competitive out­
side vendors. Special attention, however,
must be given to determining whether con­
tractor practices permit affiliates to obtain 
business by meeting the lowest bid submit­
ted by outside vendors. This practice may 
not result in fair pricing and may reduce 
and tend to eliminate competition on future 
procurements. The audit report should in­
clude comments on any intracompany pro­
curement practices which do not result in 
fair prices.

b. It is not unusual for a contractor to 
change make or buy decisions. When a 
contractor's plant facilities or those of its 
affiliates are not operating at full capacity
there may be an incentive for the contrac­
tor to change from a decision to buy to a 
decision to make. A change from buy to 
make may require additional engineering, 
tooling, and starting load costs; additional 
labor operations with related indirect 
costs; and the elimination of the vendor 
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price for the component. Conversely, a 
change from make to buy will result in the 
addition of a vendor price for the compo­
nent and the elimination of direct labor 
and related overhead. In evaluating the 
estimated cost, determine whether the 
contractor has properly reflected the off­
setting effect of changes in past make and 
buy patterns on all related cost elements 
in the proposal. If a proposed change in 
make or buy policy results in a significant 
increase in cost to the Government, 
evaluate the contractor's justification for 
making the change. The auditor may as­
certain the extent to which make or buy 
policies are changed, by comparing ratios 
of direct material to direct labor on cur­
rent and prior procurements for the same 
or similar products. Discussions with con­
tractor personnel responsible for make or 
buy decisions should provide the auditor 
with useful information. This information 
should also be noted for follow-up in sub­
sequent operations audits of the area. 

c. When an evaluation discloses that a 
contractor makes and also buys the same 
part or component, determine the reasons 
for this practice and the propriety of the 
cost basis used for the material included in 
the proposal.

d. An extensive period may elapse be­
tween the proposal submission date and the 
negotiation date. Whenever feasible, de­
termine through reexamination of data re­
lating to make or buy programs whether 
significant changes have occurred in make 
or buy decisions during the interim period 
and whether these changes will affect esti­
mated costs. 

9-406 Evaluating Major Subcontract
Proposal Cost Estimates 

When the decision is to buy instead of 
make, subcontract costs will be reflected in 
the direct material portion of the contrac-
tor's cost estimate. In evaluating subcon­
tract estimates, consider the contractor's 
procurement procedures, including controls 
exercised over subcontractors' costs and the 
type of subcontract or purchase order to be 
issued by the prime contractor. The prime 
contract auditor will specifically evaluate 
each pricing submission and available data 
to determine the need for any subcontrac-
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tor/intracompany assist audits as discussed 
in 9-104 and 9-105. 

9-406.1 Contractor's Procurement Pro­
cedures 

a. Procedures employed by a contractor 
for evaluating subcontractor estimates may 
include using engineering departments to 
prepare independent estimates for compari­
son with subcontractors' price quotations
and field audits of subcontractors' quota­
tions by company audit personnel or inde­
pendent public accountants. The auditor 
must determine if the contractor's procure­
ment procedures are adequate when plan­
ning the extent of his/her testing and 
evaluation (see 5-1302).

b. The auditor must also consider the 
result of operations audits of any related 
areas in making this appraisal. The contrac­
tor is usually concerned with obtaining the 
best subcontract prices available so that its 
proposed price will be competitive. How­
ever, if the prime contract is noncompetitive, 
give special attention to determining the 
adequacy of the contractor's procurement 
procedures. 

c. The contractor is required to include 
the results of subcontract reviews and 
evaluations with its own cost or pricing data. 
Because of time constraints, however, the 
contractor might not complete the analyses 
of subcontracts prior to submitting its own 
proposal. In that case, ensure that reasonable
schedules are planned to accomplish them 
and evaluate other actions by the contractor 
to assess the prices that its vendors have
proposed. In an appendix to the audit re­
port, list all subcontracts for which the 
contractor has not completed FAR-required 
cost analyses (see 9-104.1 and 10-308). If 
the contractor neither performs cost or 
price analyses nor takes alternative meas­
ures, an estimating system deficiency ex­
ists. 

d. When a contractor's basic proce­
dures are deficient, actual procedures do 
not conform with prescribed procedures, 
or when current data is not sufficient to 
provide a satisfactory basis for evaluating 
the reasonableness of the subcontract es­
timate, further testing of major subcon­
tracts may be necessary. This may be 
done by reviewing the available data at 
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the contractor's plant or by arranging for 
an assist audit of the subcontractor's sub­
mission (see 9-104.2). 

e. When there is history on similar 
subcontracted components, the contractor 
should analyze its experience, determine 
the applicability of its experience to the 
subject procurement, disclose the analy­
sis, and reduce its proposal, if appropri­
ate. Failure to adequately use experience 
should be reported as an estimating sys­
tem deficiency. If this occurs, review the 
purchasing department's files of previ­
ously negotiated subcontract prices or the 
results of prior assist audits and use pre­
vious exceptions or negotiation reductions 
in evaluating proposed subcontracts. The 
fact that reductions are not definite does 
not excuse the contractor from preparing 
an analysis or submitting such informa­
tion as cost or pricing data. 

9-406.2 Significance of Type of Subcon­
tract or Purchase Order 

The type of subcontract to be awarded 
should conform with the provisions of FAR 
Part 16 as they apply to prime contracts. 
The type of subcontract should influence 
the direction and scope of the audit work to 
be performed. For example, if a redeter­
minable or incentive type subcontract is 
contemplated, ascertain if the prime con­
tractor has included anticipated subcontract
ceiling prices or target prices in the pro­
posed direct material cost. Subcontract 
ceiling prices do not constitute valid esti­
mates due to the possibility that a lower 
price may ultimately be negotiated. 

9-407 Direct Materials Requiring Special
Consideration 

9-407.1 Government-Furnished Material 
and Reusable Containers 

a. Become familiar with the types and 
amounts of material which will be Gov-
ernment-furnished and verify that the con­
tractor has not included cost estimates for 
such material in the proposal. 

b. Review the estimated costs of pack­
aging and shipping and segregate the
costs included for containers. When the 
costs are significant, ascertain if reusable 
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Government-owned containers are avail­
able. This is an area where considerable 
savings can accrue. For example, the 
auditor, in cooperation with the technical 
inspector, might determine that the cost to 
modify available Government-owned 
containers would be considerably less 
than the estimated cost of new containers 
or that used containers of the type needed 
will be available at the scheduled ship­
ment date. 

9-407.2 Residual Inventories 

When pricing a follow-on contract, 
consideration should be given to the own­
ership and value of materials which are 
residual from a preceding Government 
contract and usable on the proposed con­
tract. 

a. Where the preceding contract is a 
closed cost-type contract, the residual ma­
terials normally will be Government­
owned and, if its use is contemplated, 
should be included in the proposal at no 
cost. However, the contractor should pro­
pose residual material from an open cost­
type contract at actual cost. In these cases, 
the contractor should have internal controls 
to ensure that materials are transferred at 
cost if the new contract is awarded. Internal 
controls should be designed to protect the 
Government from being billed more than 
once for the same material. 

b. Where the preceding contract was 
fixed-price subject to price adjustment, 
terms of the settlement should be evaluated 
to determine ownership. If Government­
owned, the materials should be included in 
the proposal at no cost. If contractor­
owned, it should be included at the lower 
of actual costs or current market price. 

c. Title to materials residual from a 
firm-fixed-price contract normally will rest 
in the contractor and the materials may be 
included in a follow-on contract, priced at 
the lower of actual cost or current market 
price. However, if there is a substantial
amount of such inventory, it may be appro­
priate to comment on the amount of this 
inventory when reporting on a proposed 
follow-on contract. 

d. The "Title" provision of the Progress 
Payments clause provides that those con­
tract terms referring to or defining liability 
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for Government-furnished property shall 
not apply to property to which the Gov­
ernment shall have acquired title solely by 
virtue of the provisions of the progress 
payment clause. Upon contract completion, 
title to all property which has not been 
either delivered to and accepted by the 
Government shall vest in the contractor 
under this clause. Special provisions of the 
contract or negotiation settlement may pro­
vide for other final disposition of any re­
sidual inventory. 

9-407.3 Scrap, Spoilage, and Rework 

a. The estimated cost of scrap and 
spoilage may be included by contractors 
in proposals as a direct cost, as a percent­
age factor applied to some other base cost, 
or as a part of indirect cost. Determine 
whether the contractor's accounting pro­
cedures give proper recognition to sal­
vageable material generated under Gov­
ernment contracts and whether the method 
of estimating scrap and spoilage cost is 
consistent with the accounting method for 
the proposed contract and complies with 
the applicable Cost Accounting Stan­
dards. Also, consider the economy and 
efficiency of the contractor's operations in 
the area. When the experienced scrap, 
spoilage, and rework costs on previous 
procurements for the same or related 
products are available, utilize this data in 
evaluating the reasonableness of the cur­
rent estimate. Graphic analysis may be 
very useful for this purpose (Appendix E). 
A time series chart may be used to plot 
the movement of these costs or the per­
centage relationship to a volume base 
(such as direct material cost), on a 
monthly or less frequent interval. A scat­
ter chart may likewise be groups of units 
produced. As a general rule, scrap, spoil­
age, and rework costs are higher during 
the early stages of a contract and reduce 
progressively as production techniques 
improve. In evaluating chart data, high­
light those plot points that indicate ab­
normally high scrap, spoilage, and rework 
costs. The reasons for high costs should 
be analyzed and an appraisal made of the 
probability of their recurrence. Informa­
tion of this type can usually be obtained 

July 2004 

from scrap committee reports or depart­
mental efficiency reports. 

b. Special attention should also be
given to the contractor purchasing parts 
from surplus or salvage dealers, especially
where the contractor has declared parts 
surplus and then repurchases similar parts 
at a later date. This may indicate poor 
procurement practices and/or a condition 
reportable under 4-700 or 4-800. (In this
connection, if the auditor encounters a 
situation where a surplus or salvage
dealer proposes to furnish parts on Gov­
ernment contracts using surplus parts that 
they acquired through normal Govern­
ment channels, report this situation to 
Headquarters, ATTN: OAL, in accor­
dance with 4-803.) 

9-407.4 Process Loss 

Process loss is the difference between 
the amount of material required at the be­
ginning of a process and the amount used 
for the finished part. Scrap loss is defective 
material while process loss is the material 
lost during the manufacturing process. 
Process loss may be estimated using an 
overall factor, or separate factors for major 
subelements (such as trim loss, chip loss, 
and excess casting material). Bill of mate­
rial quantities for items manufactured from 
raw material (such as sheet metal, bar stock 
and composite) frequently are adjusted to 
include process loss factors. As with scrap, 
determine whether: 

(1) the contractor's accounting proce­
dures give proper recognition to process 
loss material generated under Government 
contracts, and if the loss is potentially sig­
nificant; and 

(2) the method of estimating process 
loss is consistent with the accounting
method for the proposed contract and 
complies with Cost Accounting Stan­
dards. 
When historical data on process loss is 
available, utilize this data in evaluating the 
current estimate. Graphic analysis as dis­
cussed in 9-407.3 may be useful. As a gen­
eral rule, process loss rates should not vary 
significantly from previous contracts unless 
a new process or different material is intro­
duced. 
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9-407.5 Obsolescence and Inventory Ad­
justments 

a. Treatment in Estimates. Obsoles­
cence and inventory adjustments may be 
included in cost estimates as percentage 
factors applied to a cost base or as a part of 
indirect cost. In determining the reason­
ableness of the contractor's costs for obso­
lescence and inventory adjustments, con­
sider the following:

(1) The treatment of those costs for 
accounting and estimating purposes com­
plies with applicable Cost Accounting
Standards. This includes determining 
whether the estimates are valid for the 
method employed, and whether the treat­
ment given the costs will result in an over­
recovery by the contractor. 

(2) The percentage factors derived
from past experience as a basis for esti­
mating costs of obsolescence and inven­
tory adjustments. Ascertain the period 
used as the base and whether the contrac­
tor considered (i) the exclusion of nonre­
curring and abnormal write-offs and (ii) 
transfers-back of obsolete material to pro­
ductive inventory. 

(3) The factors which may have 
caused obsolescence. Ascertain, distin­
guish, and evaluate the reasons for obso­
lete material. Obsolescence may result 
from engineering changes or from mate­
rial purchases in unreasonable quantities 
because of inadequate purchasing or re-
cord-keeping procedures.

b. Evaluation Guidance. Determine the 
reasonableness of the obsolescence factor 
contained in the cost proposal. Faulty 
procurement practices, inadequate re­
cords, inefficient store---keeping, or lack 
of standardization may result in unreason­
able obsolescence estimates. When the 
charge for obsolescence appears unrea­
sonable, recommend elimination of the 
unreasonable portion from the estimated 
costs. If the evaluation indicates faulty 
procurement practices, recommend cor­
rective action to improve the contractor's 
procurement practices and procedures.
The condition should be noted for follow­
up in a subsequent operations audit of the 
procurement function. When obsoles­
cence is due to engineering changes,
evaluate the loading factors based on cur­
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rent conditions. For example, when firm 
specifications have not been developed 
and the item to be made is in the devel­
opment stage, the contractor's cost esti­
mate may contain a relatively high obso­
lescence factor; on the other hand, the 
contractor's proposal should not include 
an obsolescence factor if the contem­
plated procurement is for an end item for 
which specifications are firm and no fur­
ther change is contemplated. When cir­
cumstances justify the inclusion of a load­
ing factor for obsolescence because of 
engineering changes, determine that over­
recovery will not result because of incon­
sistencies in procedures followed in esti­
mating and accounting. For example, 
over-recovery may occur if the contractor 
includes in his estimate a loading factor 
for obsolescence due to engineering
changes and also includes the cost of the 
obsolete materials in his claim or proposal 
for an engineering change when materials 
are made obsolete by the change (see D-
408.6e). 

9-408 Using Direct Materials Cost Trend
Data 

9-408.1 Material Cost Scatter Chart 

A graphic analysis and study of the 
trend of direct material costs per unit ex­
perienced in the manufacture of the same 
or a comparable product will assist in 
evaluating the costs included in estimates. 
Data plotted on time series charts may 
have only limited value when developing 
and studying trends of direct material 
costs, because there is generally little or 
no direct relationship between material 
cost and the time element. However, plot­
ting the relationship on a scatter chart 
may reveal definite trends/patterns which 
can be helpful in evaluating direct mate­
rial cost for additional units to be manu­
factured. When historical data include the 
direct material cost of the pilot run of a 
prototype, this cost should not be ac­
cepted as representative of the probable
cost of succeeding production runs. Pilot 
runs may take place on the regular pro­
duction line or in a model shop and may 
be aimed at simulating actual factory con­
ditions; however, various production 
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methods are often tested which contribute 
to abnormally high direct material costs 
per unit. High costs of pilot runs are gen­
erally the result of excessive scrap and 
spoilage, changes in material specifica­
tions to better adapt the product to large
scale production, and initial purchases of 
small quantities (see E-100). 

9-408.2 Material Cost Improvement
Curve 

Using an improvement curve is gener­
ally associated with evaluating direct labor 
hour estimates, but may also be used in 
evaluating the estimated prices of direct 
material parts and components. Factors 
which may contribute to improvement in 
the direct material cost per unit include: 

(1) job familiarization, which reduces 
the amount of scrap and rework loss,  

(2) lower prices as purchase volume 
increases, and 

(3) introduction of new sources and 
new aspects of material quality after the 
initial stages of test and experimentation.  
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Consider the use of improvement curves 
for plotting vendors' prices for parts and 
components which are repetitively pur­
chased. The plotting of quantities (unit or 
cumulative) versus billing prices may de­
velop patterns which can be useful in arriv­
ing at reasonable prices to be paid for fol-
low-on purchases. In evaluating the direct 
material cost portion of a prime contractor's 
proposal, the auditor may also plot prior 
related total material cost experience on 
log-log paper to ascertain if a measurable 
rate of improvement in the material cost 
per unit has occurred. Ascertain if the con-
tractor's material cost estimate falls within 
a reasonable range of the cost indicated 
based on a possible or probable continua­
tion of the experienced improvement rate. 
When the contractor's total direct material 
cost forecast or forecasts of costs of se­
lected components are significantly higher 
than what the probable costs would be
(based on a continuation of the related ex­
perienced material cost patterns), ascertain 
the reasons for the excess (see Appendix 
F). 
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9-500 Section 5 --- Evaluating Direct Labor Cost Estimates 

9-501 Introduction 

a. This section states procedures to be
followed in evaluating direct labor cost
estimates. Factors which influence the 
scope of audit include:

(1) the materiality of the labor cost,  
(2) the adequacy of the labor related 

cost or pricing data (see 9-200),
(3) the adequacy of the contractor's 

estimating procedures for determining la­
bor requirements (see 5-1200),  

(4) the degree of the contractor's com­
pliance with its estimating procedures,  

(5) participation by other Government 
representatives in evaluating labor costs,

(6) results of prior operations audits,
(7) audits of Disclosure Statements,  
(8) compliance with applicable cost 

accounting standards, particularly with 
regard to consistency between estimating 
and accumulating costs (CAS 401), and  

(9) use of standard time methods. 
b. If the risk factors described in 9-501a 

indicate problems or uncertainties about the 
way labor costs were proposed, it may be 
necessary to obtain assistance in reviewing 
technical aspects of the proposal. If so,
refer to Appendix D which provides de­
tailed guidance on the technical review
aspects of labor cost estimates and the pro­
cedures for requesting assistance. Key ele­
ments of this guidance have been summa­
rized and incorporated below. 

9-502 Methods of Estimating-Direct
Labor Costs 

9-502.1 Basis for the Estimate 

a. Direct labor cost estimates can usu­
ally be grouped according to one of two 
methods used in developing the cost esti­
mates. There are those estimates devel­
oped primarily from historical direct labor 
costs (see 9-503) and those developed 
primarily from the application of techni­
cal data (see 9-504). The method used in 
arriving at an estimate will depend on the 
nature of the procurement and the extent 
of the contractor's experience with the
labor requirements of the proposed con­
tract. When the contractor is proposing on 

a follow-on contract, the labor estimate 
should be based on prior labor experience, 
adjusted for expected changes for future 
work. When the contractor is proposing 
on a research and development contract or 
a production contract for which the con­
tractor has no prior cost experience, the 
auditor should expect the labor estimate to 
be based on technical data. 

b. Although there is little uniformity in 
the way contractors categorize labor for the 
purpose of estimating costs, direct labor 
can generally be grouped into three major 
categories:

(1) manufacturing,  
(2) engineering, and
(3) support.

For estimating labor requirements and 
costs within these categories there are
many techniques which may be used. Se­
lection of the most appropriate estimating 
technique and use of high quality estimat­
ing data are necessary to produce reason­
able and accurate labor estimates. Seven 
of the most common techniques listed in 
order of increasing estimating accuracy 
are: 

(1) judgment and conference,  
(2) comparison,  
(3) unit method,  
(4) factor method,  
(5) probability approaches, 
(6) cost and time estimating relation­

ships, and  
(7) standard time method (see D-

407.2). 
c. Labor cost estimates based on histori­

cal data are generally developed through one 
of the following methods: 

(1) comparison,  
(2) unit method, 
(3) factor, and 
(4) cost and time estimating relation­

ships.
Labor cost estimates based on technical 
data generally use: 

(1) the judgment and conference 
method,  

(2) probability approaches and  
(3) standard time methods. 
d. The most common type of data used 

in preparing labor cost estimates are:  
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(1) actuals for the same or similar item 
or activity; 

(2) labor standards with adjusted his­
torical efficiency factors;  

(3) standard cost with forecast adjust­
ment factors; and  

(4) tentative, judgmental, or rough es­
timated hours. 

9-502.2 Classification of Labor 

When labor cost estimates are extrapo­
lated from the recorded labor costs, the 
labor classification in the estimate will 
follow quite closely that used in recording 
labor costs. When labor cost estimates are 
developed from technical data, all labor 
attributable to furthering the prime re­
quirement under the prospective contract 
may be considered direct labor; while labor 
engaged in support of the contract activities 
may be considered indirect labor. Either 
basis of labor classification may be present 
in any specific case. The auditor must 
evaluate and report on the direct labor cost
estimates within the classification frame­
work used by the contractor but should be 
alert for possible over or under recovery of 
costs because of deviations from applicable 
cost accounting standards, inconsistencies
in the classification and treatment of labor 
costs, and in the development of labor rates 
applicable to individual cost estimates. 
Inconsistencies are likely to occur in the 
treatment of nonrecurring, contingent, or 
special labor cost items. Deviations, when 
combined with weaknesses in the internal 
cost estimating controls, can result in du­
plication of labor costs within the estimate 
by inclusion in both the direct and indirect 
labor categories. 

9-503 Direct Labor-Cost Estimates 
Based on Historical Cost 

When historical cost data are available, 
the estimated direct labor cost will proba­
bly be a projection of that data. Such a 
direct labor cost projection should not be 
accepted merely on the assumption that the 
cost pattern or trend will continue un­
changed during the period of the proposed 
contract. It is necessary to consider other 
related factors, some of which are dis­
cussed below. 
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9-503.1 Current Nature of the Labor 
Cost Data 

a. Factors which affect the productivity 
of labor normally will not be the same to­
day as they were last week or last month. It 
is not sufficient to use labor costs accumu­
lated in the past, adjusted only for changes 
in the labor rate, or to use the labor cost for 
the last job lots produced; the last job lots 
may well include labor cost incurred over 
an extended period of time. The cost data 
used in the estimate should be based on 
current experience, adjusted for anticipated 
reductions, modernization of manufactur­
ing processes and practices (14-800), or 
other variations, and developed in accor­
dance with the applicable cost accounting 
standards. 

b. The objective in evaluating the base 
used by the contractor for the projection 
of a direct labor cost is to arrive at an 
amount which would represent today's 
cost for performing each direct labor task. 
In the case of standard costs, this occurs 
when the current normal variance, rather 
than the average variance over an ex­
tended period, is used as the base. Plant
and personnel records should be reviewed 
for changes in labor efficiency or pay
rates that would not be reflected in cur­
rent cost data. A relatively simple check 
would be to compare the most recent cost 
for individual labor operations with that 
used by the contractor in developing its 
estimate. 

9-503.2 Guidance for Evaluating Esti­
mates Based on Historical Data 

The first step in evaluating labor esti­
mates is to determine and assess the basis 
which the contractor used to estimate costs. 
The contractor's proposal should identify
the sources of data, the estimating methods, 
and underlying rationale used. The contrac­
tor should analyze and use historical ex­
perience where appropriate. If the labor 
estimating technique applied makes use of 
historical data, the following steps should 
generally be performed: 

a. Identify the historical data used to 
develop the labor cost estimate. 
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b. Ascertain the reliability and accuracy 
of the data. Audits of timekeeping and labor 
charging practices previously performed by 
the office may provide the needed level of 
understanding and confidence. 

c. Evaluate the content of the data to 
assure that it is representative and contains 
all costs that are purported to be there. 
Compare supporting data to other sources 
of historical information such as opera­
tional staffing. Inconsistencies may indi­
cate exclusions of pertinent historical data. 
Determine whether valid reasons exist for 
excluding data.

d. Test for consistency of data over a 
given period. Look for accounting system 
changes, reclassification of costs from direct 
to indirect and vice versa, and consider the 
results of previous cost accounting standard
(CAS) audits. If the data is inconsistent (ei­
ther historically or prospectively), the audi­
tor should request the contractor to make 
appropriate adjustments. 

e. Assure that nonrecurring costs are 
removed from historical data. Pay special 
attention to manufacturing setup costs 
which are lot quantity sensitive. Other 
nonrecurring costs may be in the histori­
cal period, but are not expected to occur 
in the forecast period. These costs should 
not be used to estimate future costs. 

f. Assure that other non-representative 
data are excluded. For example, some 
historical inefficiencies may not be ex­
pected to recur. Likewise, some historical 
events are unique and should not be used 
as a basis for predicting future costs. 

g. Make sure the data is current. Data 
which is too old may not reflect expected 
conditions (e.g., facilities, equipment, 
management, organization, modernization 
of manufacturing practices and processes, 
and staffing). Several years of historical 
data may be useful in identifying impor­
tant trends. 

h. Assure that historical data is ob­
tained from the same facility where the 
proposed end-item or product will be
manufactured. If the data was obtained 
from a different facility, determine its 
acceptability for estimating purposes. 

i. Examine the relationship between lot 
costs and equivalent units produced. If the 
relationship is not consistent, it may indi­
cate either changes in production (e.g., 
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engineering design changes, make vs. buy 
changes) or inaccurate measurement of 
equivalent units in beginning and ending 
inventories. 

j. Draw a conclusion regarding the 
suitability of historical data for making 
estimates. 

9-503.3 Labor Cost Trends 

When evaluating the direct labor cost 
estimate, ascertain whether the contractor, 
in arriving at the labor cost projection, 
considered seasonal, "learning," and other 
factors that cause trend fluctuations and 
analyze the historical labor data covering 
a sufficient period of time and in suffi­
cient detail (by departments, production 
centers, or processes) to disclose seasonal
trends. One of the more common reasons 
for fluctuations in labor costs is the peri­
odic overloading and underloading of 
plant facilities. Whether fluctuations in 
historical labor costs should be reflected 
in the projection and, if so, whether they 
should be averaged or treated individu­
ally, can be determined only by analysis 
of the contractor's direct labor and associ­
ated experience and proposed plans which 
might affect labor costs. It should not be 
assumed that past trends will continue, 
rather, the auditor should judge whether 
the conditions that produced the current
trend are likely to continue and, if so, how 
such conditions will affect future costs. 
The use of any reasonable correlation of 
facts will assist in determining the pres­
ence of a labor cost trend and evaluate its 
causes, as a condition for projecting that 
trend. Correlation analysis and similar 
techniques (see Appendix E and Appen­
dix F), when applied to cost centers or 
production areas, usually will disclose 
significant trends in labor costs or in the 
relationships between labor costs and 
changes in labor efficiency. 

9-503.4 Proposed Nonrecurring Costs
of Labor 

Nonrecurring costs usually are not 
disclosed by a routine audit of labor costs. 
Nonrecurring costs; e.g., the temporary 
production of a part normally purchased, 
are frequently obscured because they are 
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usually treated and charged as direct labor 
costs without further identification or 
segregation. Review of labor costs for 
selected tasks, jobs, or cost centers not 
associated with a normal job or process 
and a review of job lot records for un­
usual jobs may reveal nonrecurring costs. 
When the current estimate provides for 
nonrecurring costs, the auditor should 
weigh the probability that the costs will 
materialize. If it is considered likely that 
the cost will be incurred, the auditor 
should evaluate the reasonableness and 
allocability of the costs. If it appears un­
likely that the costs will be incurred, they
should be questioned. 

9-503.5 Proposed Engineering Changes
Costs 

Cost reductions resulting from prior 
engineering changes and included in re­
corded costs should be evaluated in esti­
mating costs of follow-on procurement. 
The auditor should determine that the cost 
of expected engineering changes which 
will be priced as contract changes are not 
provided for in the current proposal. A 
review of the language in the invitation 
for proposal and related correspondence
may indicate that the production require­
ments are less than definitive, and that 
modifications will be necessary in the 
future. 

9-503.6 Setup Time Cost 

a. The auditor should ascertain the 
types of labor that the contractor normally 
classifies as setup time costs and review 
the method of accounting for such costs 
before evaluating the estimates of direct 
labor for setup time. Setup time costs are 
the costs required for changing over a
machine or method of production from 
one job to another, and include the time 
for tearing down the previous setup and 
preparing the machine or process for the 
new operation. Setup may also include the 
time for the production and inspection of 
the first acceptable piece or test group of 
pieces. The time required to clean up the 
work area during or at the end of a pro­
duction period is not included as setup
time, except when it is necessary to make 
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regular readjustments of a setup during 
the production cycle. The readjustment 
time may be charged either as production 
or setup time, depending on the contrac-
tor's accounting policy and the extent of 
the readjustment. When the setup for a 
process job is recorded as the first opera­
tion on an operation sheet, the time and 
cost may be similarly charged. The possi­
bility of overlapping and duplication in 
the estimates of setup, tear down, han­
dling, cleanup, and other setup cost ele­
ments which may or may not be charged 
as direct labor should be considered in 
each audit. 

b. Adequate segregation of setup costs 
by categories such as departments, jobs, 
product lines, components, and operations 
will enable the auditor to make 
comparisons between the estimated setup 
time and costs for new procurements, and 
the actual time and costs for previously 
produced products of the same or similar 
type; and between a specific estimate and 
the actual setup time costs. Results of the 
comparisons should assist in evaluating the 
overall acceptability of the contractor's 
direct labor estimates for setup time and 
costs. The auditor should have a general 
knowledge of the caliber of labor required 
to perform the setup work in order to 
appraise setup costs. There is little 
comparison; for example, between the 
setup requirements for a tape controlled 
milling machine and those for a simple drill 
press. Knowledge of such factors will 
enable the auditor to more accurately
appraise the efficiency and cost 
effectiveness of the estimated setup time. 
This is particularly important when the 
contractor uses a single setup cost rate as a 
rule-of-thumb method for computing setup 
time. 

c. In evaluating the estimate for setup 
cost, the auditor should determine 
whether an approximate optimum number 
of items is scheduled for each production 
run and whether the estimated number of 
setups is reasonable. He or she should 
also consider factors affecting the size 
and frequency of production runs. These 
include the length of time over which 
delivery is to be made, the number of 
production lines, the number of produc­
tion shifts, production scheduling, ma-
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chine utilization, production capacity, 
tooling requirements and the tools avail­
able, and competing demands for the use 
of production facilities.

d. The contractor's procedures for 
planning setups in determining the effi­
ciency and reasonableness of setup time 
costs should be evaluated. Estimates for 
setup costs should take into account the 
disruption in production or time lost for 
the use of facilities for other purposes
during prior setup operations. Comparison 
of predetermined efficiency setup targets 
with actual costs for each setup provides a 
means for measuring setup efficiency and 
cost effectiveness. 

9-503.7 Applicability of the Labor Cost
Data 

Cost data used should be directly ap­
plicable to the proposed contract. When 
the estimate is for the continued produc­
tion of a product currently or recently
produced, the applicability of the cost 
data can be determined by examination of 
operation sheets and production schedules 
and plans. The auditor should examine, on 
a selective basis and in cooperation with 
Government technicians, blueprints,
product specifications, and contemplated 
production methods for the new product. 
When appropriate, contractor personnel 
should be interviewed to ascertain prob­
able significant changes in engineering 
production methods and the effect those 
changes might have on current cost data. 
When an evaluation indicates that signifi­
cant technological changes have occurred 
since the cost data was accumulated, ad­
justment of experienced costs is necessary
before projecting the experience cost pat­
tern. Adjustment of the direct labor cost 
experience is especially important when 
the estimate applies to a product that is 
relatively new or has been materially 
modified from that produced in the past. 
The auditor should be alert to features of 
the contemplated production that might 
indicate a significant deviation from the 
normal labor pattern and its effect on the 
cost data. 
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9-503.8 Variances-Direct Labor Cost Es­
timates 

Variances between estimated and actual 
cost are generally a consequence of either 
human error or changed circumstances. 
They can result from: 

(1) careless accumulation of supporting 
data, 

(2) incorrect design information,  
(3) unexpected delays causing premi­

ums to be paid for overtime,  
(4) unexpected processing problems 

requiring deviation from the manufacturing 
plan,

(5) failure to rework preliminary esti­
mates to produce an accurate finished esti­
mate, 

(6) reliance upon estimators who are not 
familiar with job processes,  

(7) making a "guesstimate" and then 
"padding" it to protect against unantici­
pated costs,

(8) failure to consider all quantities
being built, and

(9) inappropriate use of learning curves
or other techniques. 

9-504 Direct Labor Hours Based on 
Technical Data 

9-504.1 Coordination with Technical 
Representatives 

a. Under appropriate circumstances, 
the auditor may make an adequate ap­
praisal of a direct labor cost estimate 
through the use of labor cost data. How­
ever, because of the relationship of cost 
data with technical data, the appraisal 
should not be confined to labor cost data 
alone, but should include an evaluation of 
the technical aspects of a proposal by 
examination of production data, plans and 
related engineering data. When resorting 
to the use of technical data, the auditor 
should coordinate his or her efforts with 
technical personnel.

b. Whenever the auditor needs the 
assistance of a specialist to form an opin­
ion on an element of the measurement of 
costs which is not an accounting or re­
lated financial subject, such assistance 
should be obtained. The auditor should: 
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(1) identify what type of technical 
specialist is needed,

(2) decide upon the best source for the 
technical specialist assistance,

(3) achieve good communications with 
the technical specialists,

(4) assess the independence of the 
technical specialist in accordance with 
Appendix D.

(5) assess the impact of technical spe­
cialist findings upon the audit opinion, 
and 

(6) report on the uses of technical spe­
cialists or the impact of their nonavail­
ability. (See 9-306 and Appendix D.) 

9-504.2 Guidance for Evaluating Esti­
mates Based on Technical Data 

Specific areas in which the auditor 
may make inquiry, either in anticipation 
of coordinating with the technical repre­
sentative or conducting the audit inde­
pendently, include a review of: 

(1) the labor hour estimate,  
(2) operation time and shop methods, 
(3) operation time standards, and  
(4) the contractor's labor productivity. 

Further guidance on each of these four 
areas is provided in subsections 9-504.3 
to 9-504.7. 

9-504.3 Direct Labor Hour Estimates 

Conditions influencing the contractor's 
use of technical data to estimate labor 
hours include: 

(1) the elimination of supplementary 
assembly lines originally established to 
accommodate temporarily accelerated pro­
duction schedules or other emergency 
measures;  

(2) the introduction of more efficient and 
cost-effective material issuing and handling 
procedures to eliminate or prevent bottle­
necks and reduce work stoppage;

(3) improved techniques in the training 
of employees; 

(4) more efficient transfers of employees 
between assembly lines, work areas, depart­
ments, shifts, and jobs; 

(5) modernization of manufacturing 
processes; 

(6) the introduction of new manufactur­
ing machines; and  
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(7) the introduction of special tooling. To 
determine whether labor hour estimates re­
flect recently improved conditions, the audi­
tor should compare current labor operation 
sheets with those in prior periods and with 
those reflecting advance production sched­
ules. 

9-504.4 Evaluation of Operation Time
Sheets and Shop Methods 

When the contractor is unable to support 
its estimate with experience data, the auditor 
should seek other justification from the con­
tractor, such as technical determinations, to 
assist in appraising the reasonableness of the 
data and bases underlying the cost estimate. 
An evaluation of operation time sheets or 
similar documents which reflect the esti­
mated time required to perform each produc­
tion operation generally will in the aggregate 
provide a basis for evaluating the estimated 
direct labor hours included in a contractor's 
cost estimate. Appraisal of the data con­
tained in the operation sheets, requires fa­
miliarity with the contractor's products, plant 
organization and processes, manufacturing 
operations, tooling, machines, and the manu­
facturing complexities of the product. Op­
eration time sheets should reflect current 
shop methods, production planning data and 
the most current time studies. The auditor 
should determine that the operation time 
sheets do not include as direct labor, opera­
tion which will be recorded as indirect labor 
and whether provisions for contingencies
have been included in the estimate, espe­
cially in costing a new product. These and 
similar inclusions, if not justified, will result 
in an overstatement of the estimated direct 
labor hours and violate CAS 401 and 402. 
Documents supporting operation time sheets 
and production control records should be 
examined and discussed with Government 
technical personnel. 

9-504.5 Operation Time Standards 

a. Operation time standards (i.e., the 
predetermined estimates of the time re­
quired to perform each operation) are usu­
ally reflected in operation sheets. These 
standards may or may not represent the 
same time factors used to develop the ac­
counting standard direct labor costs or the 
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actual labor costs as recorded in the con-
tractor's cost accounting records. To per­
form a more meaningful evaluation, the 
auditor should determine the relationship 
between operation time standards and di­
rect labor standards established for ac­
counting purposes.

b. The basis for establishing operation 
time standards may vary depending upon 
company policy. Contractors may base 
standards on the number of units which 
can reasonably be produced by an em­
ployee under normal or average operating 
conditions; or may establish ideal opera­
tion time standards (i.e., standards based 
on nearly ideal conditions-as a means of 
encouraging maximum productivity). The 
auditor should analyze the contractor's 
time study methods and other bases used 
to establish time standards for each op­
eration and should also analyze factors 
other than operation time, such as provi­
sions for rework, setup, and other non­
operational time which may have been 
included in the standards. Information of 
this type can be of value in appraising the 
reasonableness of cost data, such as the 
efficiency factors used to modify the 
operation time standards in arriving at the 
estimated number of direct labor hours 
for a specific proposal. 

c. To illustrate: a contractor employing 
operation time standards based on attain­
able conditions, may compile monthly 
efficiency reports which indicated a 90 
percent departmental efficiency factor. 
This productivity experience may be con­
sidered reasonable and in keeping with 
management expectations. On the other 
hand, where ideal operation time stan­
dards are established, a 60 percent de­
partmental efficiency factor may be rea­
sonable. 

d. The auditor will find that operation
sheets may or may not reflect a lower cost 
per unit for successive production lots. 
The auditor should determine whether a 
downward trend is present or is likely to 
develop and, if so, whether it has been 
reflected in the cost estimate. Time series 
diagrams and correlation studies of de­
partmental efficiency rates which disclose 
short or long range trends will assist in 
the evaluation of the labor estimates. 
When labor cost standards-as used in the 
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contractor's cost accounting system-are 
based upon data reflected in operation
sheets, a time series analysis of monthly 
product labor efficiency variances will 
assist in determining the existence of a 
trend. 

9-504.6 Labor Productivity 

a. Within limits, the productivity of 
direct labor, as measured by the quantity of 
product produced by a specified volume of 
labor, normally increases as production
continues. The improvement may be due to 
the adoption of improved methods and 
tools or the increased efficiency of the in­
dividual worker. The amount of improve­
ment per unit of product generally is high 
during the early part of the production cy­
cle and decreases as production is stabi­
lized, processes are refined and additional
experience is gained. After production has 
stabilized, the rate of improvement may not 
be measurable except over a substantial 
period of time. When semiautomatic or 
automatic machines are used, production 
may become completely stabilized and the 
rate of improvement will approximate zero 
until a change is made in the product or in 
the production method. As production ta­
pers off near the close of a period of stabi­
lized production, labor productivity tends 
to decline toward a negative improvement 
rate. Reduction in production effort may be 
due to the wearing out of jigs and tools, the 
transfer of the more skilled workers to new 
jobs, or a slackening of effort by the re­
maining workers. 

b. The auditor's primary interest in labor 
productivity is in measuring current pro­
ductivity and past trends, and determining 
the causes of past trends so that the likeli­
hood of continuance during the contem­
plated production period may be assessed. 
Causes and effects can be separately meas­
ured, provided the change is sufficiently 
pronounced and not obscured by other fac­
tors. A change in tools or the introduction
of a highly improved production process 
might be related to a specific reduction in 
the required labor hours; or a change in
design might be related to an increase in 
labor hours. Factors which affect produc­
tivity operate interdependently, and it is 
difficult to evaluate separately the effect of 
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any one factor. However, an overall meas­
urement of productivity may be made by 
correlating labor hour requirements with 
related successive quantities of output. One 
method of measuring the overall change in 
productivity is by the use of the improve­
ment or learning curve. This technique and 
its application to direct labor hour esti­
mates are discussed in Appendix F. 

9-505 Evaluation of Estimated Direct 
Labor Rates 

a. Direct labor rates used to estimate 
direct labor costs may be at expected indi­
vidual or expected average rates. The latter 
rates may be either separately estimated for 
each proposal or pre-established for pricing 
many proposals submitted over a given 
period of time. There is wide variation in 
the methods and extent to which contrac­
tors combine the various direct labor 
grades and functions and associated pay 
rates for the purpose of cost estimating. 
Variations arise because of differences in 
the type, size, and importance of labor op­
erations; in the type and arrangement of 
production facilities; in the manner and 
extent of departmentalization; and in the 
type and dollar values of Government and 
commercial contracts and products. 

b. In the evaluation of direct labor rates, 
both individual rates and average rates,
consideration should be given to hours
worked in excess of 8 hours per day or 40 
hours per week by salaried employees, 
particularly in the evaluation of fixed price 
proposals. Estimated labor rates may be 
based on the number of hours available 
during a year using an 8 hour day and a 40 
hour week. However, evaluations of actual 
labor hours incurred may have determined 
that salaried employees generally work in 
excess of 8 hours per day and 40 hours per 
week. The estimated direct labor rates used 
should therefore reflect the total hours the 
employee is expected to work during the 
year. See 6-410. 

c. FAR 37.115, Uncompensated Over­
time, does not encourage the use of un­
compensated overtime. Its associated so­
licitation provision, FAR 52.237-10, is to 
be inserted in all solicitations valued over the 
simplified acquisition threshold, for profes­
sional or technical services to be acquired on 

the basis of the number of hours to be pro­
vided. FAR 52.237-10 defines "uncompen­
sated overtime" as "hours worked in excess 
of an average of 40 hours per week by direct 
charge employees who are exempt from the 
Fair Labor Standards Act (FLSA)." Service 
contracts are usually awarded on the basis of 
the tasks to be performed rather than the 
number of hours to be provided. However, if 
a service contract is awarded on the basis of 
the number of hours to be provided and the 
contractor proposes "uncompensated over­
time" hours, then this solicitation provision 
requires the contractor to identify in its pro­
posal the "uncompensated overtime" hours 
and rates. This includes "uncompensated 
overtime" hours that are in indirect pools for 
personnel whose regular hours are normally 
charged directly. This FAR provision also 
requires that:

(1) the contractor's accounting practice 
for estimating "uncompensated overtime" 
be consistent with the accounting practice 
for accumulating and reporting these 
hours, 

(2) the contractor include a copy of its 
policy on "uncompensated overtime" with its 
proposal, and

(3) the contracting officer conduct a risk 
assessment and evaluate any proposals re­
ceived that reflect such factors as unrealisti­
cally low labor rates that may result in qual­
ity or service shortfalls and unbalanced 
distribution of uncompensated overtime 
among skill levels and its use in key techni­
cal positions.

d. Auditors should notify contracting 
officers of any apparent noncompliance with 
the FAR requirements, specifically, if the 
contractor proposes uncompensated over­
time hours but fails to identify the number of 
such hours and corresponding hourly rates. 
Auditors should also notify contracting offi­
cers if the contractor fails to submit a copy 
of its policy addressing uncompensated 
overtime with its proposal. 

9-505.1 Individual Employee Labor
Rates 

a. Individual rates may be used when 
the persons who will perform the work 
under the proposed contract are known. A 
determining factor in the award of a con­
tract may be the "know-how" of specific 
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individuals, and their agreement to per­
form the work under the contract. In other 
cases, individual rates may be used when 
the procurement being audited requires a 
caliber of employees whose pay rates are 
not representative of the average rates 
paid within their labor classifications.

b. While the use of individual rates in 
cost estimating will produce precise re­
sults, average rates within labor classifi­
cations are generally developed and em­
ployed for practical purposes. Either 
approach may result in reasonable esti­
mates provided a consistent practice is 
followed and deviations will not affect 
proper recovery of anticipated costs. 

9-505.2 Average Labor Rates 

a. The development of average labor 
rates by contractors may include a single 
plant-wide average or a separate average rate 
for a function, grade, class of labor, cost
center, department, or production process. 

b. The use of average rates is generally 
warranted because within each unit of an 
operating plant there is usually a labor 
norm and cost pattern for each production 
situation and associated group of workers. 
Average rates, properly computed and ap­
plied, will express the labor norm and 
equalize the effect of the indeterminable 
factors usually associated with other meth­
ods. The use of average rates is preferable,
for example, when the contractor is unable 
to project with any degree of reliance the: 

(1) identity of those who will perform 
each operation and correspondingly the 
individual rates of pay; 

(2) exact production processes to be
used, particularly when the contractor has 
no applicable experience; and

(3) precise labor requirements. 
c. The inclusion of inapplicable types 

or quantities of labor in the computation 
of an average rate is not in itself reason 
for not accepting the rate. The auditor 
should determine whether the inclusion 
significantly distorts the average from the 
probable norm for the contemplated pro­
duction. 

d. It would be improper for a single 
average to combine equal quantities of 
high- and low-cost labor if they were not to 
be used equally in production, or to com­
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pute an average group of pay rates without 
weighting; that is, without regard to the 
number of employees receiving each wage. 
The use of weighted averages is necessary
to give proper effect to all factors. 

e. There are a number of methods for 
computing weighted averages. A generally
accepted method is to obtain weighted av­
erages from the total projected payroll for 
each production unit for the contract per­
formance period adjusted for any abnormal 
labor cost conditions. 

f. In summary, factors which the auditor 
should consider in evaluating proposed
average labor rates include:

(1) the reasonableness and acceptability
of the labor classification; 

(2) the probability that relatively the 
same grades of labor will be used in per­
forming the contract as were used in devel­
oping the estimate, and the probable effect 
of any material deviations; 

(3) the accuracy and propriety of the 
method used in computing the averages;  

(4) the impact on the average rates of 
projected increases or decreases in the gen­
eral level of labor costs; and 

(5) the significance of any deviation 
from past practices in developing the rates, 
in their application, or in the normal and 
proposed methods of distributing costs 
when incurred. 

9-505.3 Pre-established Labor Rates 

a. Value of Pre-established Labor Rates. 
Contractors may estimate labor rates for 
use in computing the estimated direct labor 
cost portion of all proposals to be submit­
ted during a specified period of time. The 
contractor may estimate the production
labor hours for a contract and compute a 
cost estimate by applying an average labor 
rate for each manufacturing department, 
production function, or type of labor. This 
procedure is inexpensive and is a workable 
procedure because it:

(1) recognizes a continuing uniformity 
in the manufacturing process within a 
plant, which has considerable validity, 
especially when separate rates are used for 
each production function and

(2) promotes consistency in estimating 
methods and compliance with applicable 
cost accounting standards. (See 9-1200 for 
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general guidance on forward pricing rate 
agreements.) 

b. Limitations on Pre-established La­
bor Rates. Labor rates are not applicable 
to all businesses or to all labor conditions 
or manufacturing processes within a busi­
ness. The customary use of labor rates by
a contractor in developing direct labor 
cost estimates does not make their appli­
cability automatic. There are definite 
limitations on the use of such rates. Their 
use is based on the assumption that the 
manufacturing process is relatively stable 
and prior labor usage patterns are not 
expected to change significantly in the 
future. The use of labor rates must be 
examined in each case to determine 
whether the contemplated production
methods and requirements parallel the 
conditions as to labor usage presupposed 
in the development of the rates, or 
whether conditions are present which 
indicate that the rates should be modified 
or rejected. This appraisal must be made 
even though the rates have been approved 
on an overall basis by Government pro­
curement activities. The audit report
should contain appropriate comments 
whenever the evaluation of labor rates 
discloses that the rates are unreasonable 
or not properly applicable to the work to 
be performed. 

9-505.4 Rate Impact of Contractor's
Labor Usage 

The auditor usually can expect, in the 
absence of indications to the contrary, 
that production labor norms will be appli­
cable insofar as factors such as the pay
differentials for unskilled labor, longev­
ity, efficiency, piece work premium, and 
shift premium are concerned. The same 
assumptions cannot be made for factors 
such as the pay differentials for skilled 
workers, specialists, technicians, engi­
neers, and others. Usage patterns vary and 
variations are often due to the nature of 
the production involved. The auditor 
therefore must consider both current us­
age and future labor plans. The proposed 
and probable labor patterns for production 
under the contract must be considered. 
The auditor must also think about the 
consistency of those patterns with other 
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plans for the prospective production pe­
riod; the availability of the various classes 
of labor; and the normal methods of us­
ing, assigning, recording, and charging 
the labor costs to commercial and Gov­
ernment products and contracts. Signifi­
cant deviations from the normal pattern 
should be supported by adequate justifica­
tion for the auditor's consideration in 
evaluating the estimates. 

9-505.5 Use of Permanent Audit Files 

The effect of pay differentials and us­
age factors may be evident from a review 
of the proposal, the supporting papers, and 
production plans. The operation and effect 
of other factors may require an examina­
tion of past proposals and experience on 
corresponding contracts; sales forecasts; 
long- and short-range budget plans; facility 
usage plans; and labor, hiring, assigning, 
and training programs. A current record of 
findings should be kept to reduce the 
amount of audit work and to facilitate the 
coordination and integration of the audi-
tor's examination of each proposal with the 
contractor's over-all operations and plans. 
This is particularly helpful when the audi­
tor evaluates a number of proposals submit­
ted by one contractor or performs a number 
of audits of one contractor's records over a 
period of time. For example: examination 
of the permanent files may indicate that a 
current proposal contemplates a higher than 
normal labor-hour cost based on the inten­
tion to use only top grades of engineers for 
a part of the proposed production. The 
permanent file records for other contracts 
and pricing proposals for the same period 
may show that costs were based on average 
rates which also included the wages of the
same top grades of engineers for the same 
periods of time. Identification of inconsis­
tencies, such as shown in this example, 
requires close integration of current and 
past examinations and is essential in the 
evaluation of labor cost estimates. 

9-505.6 Trends of Labor Rate Experi­
ence 

a. The current average hourly rates paid 
for each labor classification may be used by 
contractors as a starting point for computing 
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future rates. These should be verified by
examining current payroll records. 

b. The average rates should be adjusted 
for any planned or expected changes in the 
wage scale and any trends that may be pre­
sent in the historical pattern or that can be
expected to carry forward into the contem­
plated production period. This will require 
an analysis of the historical labor and payroll 
data for a period of time sufficient to dis­
close any trend that may be present. The 
analysis should be in sufficient detail by 
intermediate periods to disclose significant 
deviations from the trend as well as the pat­
tern of any periodic deviations that have a 
material effect on the trend. 

c. The period to be covered by the analy­
sis cannot be predetermined. Seasonal and 
longer term fluctuations generally require 
that experience factors be examined for a 
minimum of two business years. A longer 
period of time may be necessary in special 
circumstances. However, the use of a longer 
period will not necessarily increase the va­
lidity of the trend data developed because 
changes in organizational structure, size or
composition of the labor forces, general
economic conditions, and other factors af­
fecting the rates may be encountered over a 
long period; these factors may not be appro­
priate for consideration when estimating 
rates for future periods. 

9-505.7 Factors Influencing Validity of
Average Labor Rates 

a. Personnel Policies and Actions. The 
auditor should evaluate the effect of pro­
posed personnel actions on the estimated 
average hourly labor rates and determine 
whether actions which have a material effect 
on these rates are in accord with the normal 
personnel policy, and whether resulting rates 
are reasonable. 

(1) Wage Agreements. The auditor 
should determine whether consideration 
has been given to the terms of all current 
wage agreements and prospective
changes. In evaluating agreements which 
provide for changes based on cost-of-
living indices, the auditor should analyze 
current and past trends and determine 
their future significance. Information con­
tained in the labor rate reports published 
by the Bureau of Labor Statistics, De­

967 
9-505 

partment of Labor, Washington D C, and 
by state and local agencies may furnish 
data for this type of analysis. 

(2) Other Personnel Actions. It is not 
practicable for the auditor to isolate and 
measure the precise effect of every person­
nel action on average hourly rates. Merit 
increases, promotions, and changes in size 
and composition of the labor force occur 
continually, are interrelated, and have a 
cumulative effect on average hourly rates. 
The auditor should determine the compos­
ite effect of the personnel actions and de­
termine whether any over-all current aver­
age hourly rate trends exist which will 
continue during the contemplated produc­
tion period or whether there are indications 
that new trends are likely to develop. The 
major factors should be analyzed and the 
trend indicated by each type of action de­
termined even though the effect of each 
action on the average labor hourly rate 
cannot be measured directly. The possible 
effect of personnel actions on average
hourly rates may be estimated by relating 
each major action with the over-all change 
in average hourly rates through the use of 
graphic techniques such as time series dia­
grams and correlation analyses. These tech­
niques and their application to average 
direct labor rate estimates are discussed in 
Appendix E.

b. Change in Labor Force. Changes in 
the size and character of the labor force 
affect average pay rates. These changes 
accompany increases or decreases in pro­
duction volume. A material increase in 
volume usually will result in a decrease in 
the average rate because of new hiring at 
lower entrance level or at rates below the 
average. The opposite result can be ex­
pected when production volume decreases. 
The first groups of employees to be sepa­
rated are generally in the lower pay levels 
of their respective labor classifications. The
possible effect on labor cost of a contrac-
tor's plans to increase or decrease the labor 
force because of changes in production
volume can be estimated by correlating 
past changes in the number of personnel 
and changes in the average pay rates for 
each plant unit or labor class. In evaluating 
planned changes in the number of person­
nel a further correlation might be made of 
the labor force or labor payroll with pro-
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duction volume, as measured by units, cost 
of sales, or other means. 

c. Multishift and Overtime Operations. 
When evaluating average labor rates the 
auditor must consider multishift and over­
time operations. Premium payments for 
multishift and overtime may have a direct 
effect on the average direct labor hourly 
rates, depending on the method used in 
classifying and distributing costs. When 

premium payments are recorded as over­
head, they should not be reflected in the 
average direct labor hourly rate. When 
treated as part of the direct labor charge, 
premium payments should be segregated 
from average direct labor hourly rates. If 
not segregated, fluctuations in the amount 
of premium pay will tend to distort any
trend or other data developed in analyzing 
changes in the regular pay rates.  
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9-600 Section 6 --- Evaluating Estimated Other Direct Costs (ODC) 

9-601 Introduction 

This section provides guidance for evalua­
tion of estimates of the various types of costs 
usually referred to as "other direct costs." 

9-602 Definition of Other Direct Costs 

a. An other direct cost (ODC) is one 
which by its nature may be considered 
indirect but which, under some circum­
stances, can be identified specifically with 
a particular cost objective (i.e., a product, 
service, program, function, or project). 
ODCs may properly include, in varying 
degrees, the three basic elements of cost: 
labor, material, and indirect cost. It is quite 
common, however, to find items included 
as ODCs that should be classified as one of 
the three basic elements. Therefore, it is 
important to scrutinize all items in this area 
for compliance with disclosed accounting 
practices and Cost Accounting Standards 
(CAS).

b. Costs classified by contractors as 
ODCs vary in treatment, but may often 
include among others: 

(1) engineering,
(2) special tooling,
(3) packaging,
(4) travel and subsistence, and 
(5) field service. 

9-603 Objectives and Scope 

a. The audit objectives when auditing 
ODCs are to determine whether: 

(1) the contractor's classification is 
proper,

(2) the underlying data in support of 
the estimates is valid, current, and appli­
cable, 

(3) the costs as reflected in the esti­
mates are reasonable, 

(4) the costs are estimated using accept­
able procedures applicable in the circum­
stances, and 

(5) the contractor has properly consid­
ered all factors which might have a bearing 
on the validity of the estimated costs. 

b. The scope of the auditor's evalua­
tion of ODCs will depend upon:

(1) the significance of the amount, 

(2) the adequacy of the contractor's 
procedures for estimating costs,  

(3) the degree of uniformity in esti­
mating procedures, and  

(4) the consistency of estimating pro­
cedures with disclosed accounting proce­
dures and CAS. 
Some contractors consider ODCs as being 
directed wholly toward the production of 
complete end products and consequently
do not include these expenses in cost es­
timates for spare parts. Others contend 
that spare parts production has an impact 
on both the types and amounts of these 
expenses, and therefore provide for such 
estimates in spare parts proposals. Re­
gardless of which method is followed, 
determine the propriety of ODCs for ei­
ther end products or spare parts and verify 
that the method of treatment complies 
with disclosed practices and other CAS 
requirements. 

9-604 Other Direct Cost Evaluation 
Considerations and Techniques 

The contractor may include in ODCs, 
costs referred to as start-up, design and 
production, and continuous or maintenance 
engineering. To perform an effective 
evaluation, the auditor must have a know­
ledge of the contractor's practices, policies, 
definitions, concepts, accounting treatment, 
results of prior operations audits, and esti­
mating methods (see 5-1200) that effect 
ODCs. Guidance applicable to factors 
which should be considered in evaluating 
ODCs are contained in the following para­
graphs. 

9-604.1 Application of Percentage and
Conversion Factors 

a. Packaging, field service, and various 
types of engineering and tooling costs may 
be estimated by applying percentage to 
some other basic cost or conversion factors 
(e.g., number of staff-hours per month) to 
basic estimates of required staff-months of 
effort. 

b. In auditing conversion factors ap­
plicable to direct labor hours per staff­
month, for example, ascertain whether the 
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contractor considered excluding time for 
holidays, vacations, sick leave, idle time, 
and similar items of an indirect nature. 
Failure to make proper allowance for indi­
rect time in the conversion factors nor­
mally results in overpricing the contract 
and noncompliance with CAS 402 where 
applicable. 

c. Percentages and conversion factors
may be applied separately for each esti­
mate, or they may be submitted or pro­
posed periodically for incorporation in all 
proposals. In either instance, and notwith­
standing previous agreements, evaluate the 
propriety of percentage and conversion 
factors for applicability in the current pro­
posal. 

9-604.2 Government-Furnished Material 

In some cases, the Government will 
furnish materials or services to the contrac­
tor on a "no charge" basis. Government­
furnished materials may include special
tools, shipping containers, or other items 
which may be classified by the contractor 
as ODCs. In these cases, verify that esti­
mated costs for Government-furnished 
materials are not included in the proposal. 

9-604.3 Use of Accounting Data 

Contractors' accounting records which
provide reserve accounts for ODCs based 
on the quantity of end products produced 
or shipped, may be used in evaluating es­
timates. When reserve accounts are main­
tained, credit entries are based on estimated 
amounts per unit applied to the quantity of 
end products produced or shipped. Debit 
entries are made for the expense actually 
incurred. An analysis of these reserve ac­
counts should assist in determining the 
reliability of the contractor's prior esti­
mates. Large credit balances may indicate 
overestimating and large debit balances 
may indicate underestimating actual costs. 

9-604.4 Analytical Techniques 

a. Various analytical techniques can be 
used in evaluating the reasonableness of 
ODCs. Graphic analysis usually is an ap­
propriate evaluation tool for studying ex­
perienced cost patterns as they relate to 
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various types of ODCs. Time series charts 
are useful in depicting the experienced
movement of expenses or percentage fac­
tors related to some base cost over a time 
period. Scatter charts are used to show 
linear relationships of a specific other di­
rect cost to some other volume base to 
which it bears a close correlation. 

b. The comparative analysis technique 
may be applied using as reference points 
available engineering data, budgets, load­
ing charts, previous proposals for similar 
items, and industry standards and experi­
ence. 

c. When the contractor's proposal con­
tains significant engineering or tooling
staff-hour estimates, the estimates can be 
compared with related staff-hours specifi­
cally identified with the directly chargeable 
total plant engineering or tooling labor base 
used in the computation of the proposed 
engineering or tooling overhead rates.
When the use of analytical techniques dis­
closes significant differences, obtain fur­
ther information from the contractor in 
support of the estimate. When differences 
cannot be adequately justified, the audit 
report should contain appropriate com­
ments and recommendations. 

9-605 Specific ODC Evaluation
Considerations 

Expenses generally classified as other 
direct costs (ODCs) and audit considera­
tions related to them are discussed in the 
following paragraphs. 

9-605.1 Engineering 

Engineering costs included as ODCs 
generally fall into two categories--design 
and production. The type of engineering 
effort included in each of these categories 
depends on the individual contractor's prac­
tices. Because engineering effort required 
for a specific procurement of a complex 
product or for research and development 
involves technical determinations, assis­
tance from Government technical personnel 
should normally be solicited when evaluat­
ing proposed engineering staff-hour esti­
mates. An understanding of the various 
fields of engineering specialists is impor­
tant when fashioning requests for technical 
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specialist assistance. The major engineer­
ing fields (i.e., industrial, mechanical, elec­
trical, chemical, and civil) and several sub­
specialties are discussed in Appendix D. 

a. Design Engineering. Data accumu­
lated in the contractor's accounting system 
or adjunct statistical records which may be 
helpful in evaluating estimates for design 
engineering include:

(1) the total number of basic design 
hours expended on previous contracts of 
similar complexity,  

(2) the number of various types of 
drawings required, and the average number 
of hours expended per type of drawing for 
prior contracts of varying degrees of com­
plexity, 

(3) the percentage factors for support
engineering (the direct engineering effort 
other than that expended by detailed de­
signers working in the design department), 
and 

(4) percentage factors for engineering 
effort incidental to changes made during 
production which represent refinements of 
the product to attain improved perform­
ance. 

b. Production Engineering. Production 
engineering generally represents engineer­
ing effort expended during the life of a 
contract, beginning with the completion of 
the initial design. Initial design is usually 
segregated from other engineering effort in 
the contractor's accounting or statistical 
records. Design changes for which costs 
are not segregated may occur during the 
life of the contract. In evaluating the rea­
sonableness of production engineering
estimates, evaluate the contractor's methods 
and supporting data. Include an evaluation 
of similar type engineering hours expended 
on previously completed projects of like 
complexity. 

c. Analytical Techniques. The plotting 
of engineering hours of contracts of similar 
complexity, by month, will generally indi­
cate the extent of design and production 
engineering effort related to significant
points of contract performance. Graphic
analysis may also indicate definite patterns 
of engineering contract costs compared to 
deliveries. When the estimate involves a 
follow-on procurement, or the run-out por­
tion of an existing contract, using graphic 
analysis of prior experience is of particular 
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importance in evaluating proposed engi­
neering costs. The analysis should provide: 

(1) An appraisal of the reasonableness 
of the monthly production engineering 
hours estimated by the contractor. 

(2) A determination whether there is a 
marked reduction in engineering hours 
after the initial delivery. 

(3) An appraisal, at an interim point, of 
the reasonableness of the contractor's esti­
mated production engineering hours for the 
run-out portion of contracts subject to price 
redetermination or for setting successive 
targets under incentive type contracts. 

9-605.2 Special Tooling and Special Test
Equipment 

a. Special tooling is designed:
(1) to reduce the requirements for pro-

duction/manufacturing labor hours and 
costs, 

(2) to speed production, and
(3) to improve techniques, tolerances, 

and finished parts.
The term includes jigs, dies, fixtures, 
molds, patterns, special taps, special
gauges, and special test equipment used in 
the production of end items. The term does 
not include general-purpose tools, capital 
equipment, expendable tools, small hand 
tools, tools acquired prior to the contract, 
replacement tools, and items of tooling
which are usable for the production of 
items not required under the contract. The 
April 1984 clause referred to in paragraph 
c. below does not include as special tooling 
any item acquired by the contractor before 
the effective date of the contract, or re­
placement of such items. 

b. Special test equipment means either 
single or multipurpose integrated test 
units engineered, designed, fabricated, or 
modified to accomplish special-purpose 
testing in the performance of the contract. 
Testing units comprise electrical, elec­
tronic, hydraulic, pneumatic, mechanical, 
or other items or assemblies of equipment 
that are mechanically, electrically, or 
electronically interconnected to become a 
new functional entity. This causes the 
individual item or items to become inter­
dependent and essential in the perform­
ance of special-purpose testing in the de­
velopment or production of particular 
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supplies or services. The term special
testing equipment does not include:  

(1) material;  
(2) special tooling;
(3) buildings and nonseverable struc-

tures (except foundations and similar im­
provements necessary for the installation 
of special test equipment); and  

(4) plant equipment items used for 
general plant testing purposes. 

c. Contract clauses covering special
tooling and special test equipment are 
provided at FAR 52.245-17 and 52.245-
18 respectively. Since October 16, 1990, 
the Director of Defense Procurement 
(DDP) has approved one year class devia­
tions from the FAR 45.306-5 requirement 
to use the Special Tooling clause at FAR
52.245-17. The cumulative time period
for these class deviations is October 16, 
1990 through October 16, 1999 or until 
the FAR is changed, whichever occurs 
first. The DDP memoranda direct the use 
of the April 1984 edition of the Special 
Tooling clause in place of the current 
clause. The portion of the Government 
Property clause at FAR 52.245-2 that 
subjects special tooling to the title provi­
sions contained in the Special Tooling 
clause was also waived since the 1984 
edition of the Special Tooling clause does 
not contain title provisions. Generally
speaking, the April 1984 clause is less 
stringent than the current clause which 
includes specific requirements regarding 
title retention, risk of loss, warranty and 
modification of tooling. 

d. Audit Considerations 
(1) The contractor may support the 

total tooling cost estimate (including es­
timated tooling hour requirements) by a 
detailed listing of the type and quantity of 
each special tool required, with the related
estimated purchase or fabrication cost. To 
evaluate their reasonableness, compare 
the estimates for a selected group of these 
tools with actual costs or actual hours 
expended for similar tools in previous 
production, appropriately adjusted. Ad­
justments may be necessary to reflect 
differences in the number of tooling hours 
because of increased or decreased com­
plexity of the product or improvements in 
methods and techniques. Replacement and 
maintenance type tools recorded as indi-
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rect costs, and items of a capital nature 
which should be obtained under a facility 
contract, should be excluded from the list 
of special tools.

(2) For follow-on production orders, 
determine whether any of the production 
tools purchased or fabricated on prior 
contracts will be available for use on the 
proposed contract and whether the cost 
estimate has taken this into account. 

(3) The use of graphic analysis to re­
flect the relationship between tooling costs 
of projects of like complexity with related 
delivery schedules will assist in evaluating 
the reasonableness of tooling costs in the 
current estimate. This type of analysis 
should provide information similar to that 
discussed in 9-605.1c. 

(4) Determine whether expensive tools 
are justified and whether a sufficient num­
ber of employees with required skills are 
available to use the tools properly. 

(5) Establish whether proposed special 
test equipment is justified. It must meet the 
definition for such equipment, and current 
inventories of Government- or contractor­
owned special test equipment should be 
evaluated to determine whether the equip­
ment is available (see 7-200). 

(6) For guidance regarding the applica­
tion of cost of money to PST/PSTE costs, 
see 8-414e. 

e. Liaison with Government Engineer­
ing Personnel. Maintain liaison with avail­
able Government engineering personnel 
familiar with the requirements of the pro­
posed procurement and obtain information 
on: 

(1) the availability of Government­
owned tooling and special test equipment,  

(2) the propriety of the numbers and 
types of tooling and special test equipment 
provided for in the estimates in relation to 
the production requirements,  

(3) possible savings which may be ac­
complished through improved tooling, and  

(4) the overall reasonableness of the 
estimated costs for tooling and special test 
equipment proposed by the contractor (see 
Appendix D-200). 

9-605.3 Packaging 

a. Packaging specifications are usually 
included in the request for proposals. These 
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mainly depend on whether the item pack­
aged will be shipped to a point within the 
United States (domestic) or overseas. Do­
mestic packaging usually does not require 
special treatment provided it meets gener­
ally accepted end item packaging methods. 
The related cost may be classified as either 
an indirect cost or an ODC as long as it 
complies with the proposed accounting 
system to be used in costing the contract 
and all applicable Cost Accounting Stan­
dards. Packaging for overseas shipment 
requires special treatment, and the applica­
ble costs are generally classified as ODCs. 
The special treatment accorded overseas 
packaging, as prescribed by Government 
specifications, requires that crating materi­
als be of a better grade than those used for 
domestic crating; and the packages must 
pass a water and moisture proofing test. 
When packaging cost estimates are based 
on complex technical determinations and 
the dollar amount is significant, it usually
is appropriate to request the assistance of a
Government packaging specialist (see Ap­
pendix D-205).

b. The reasonableness of the contrac-
tor's packaging cost estimate may be 
evaluated by comparing it with costs in­
curred for similar types and kinds of 
packaging. Graphic analysis (e.g., time 
series or scatter charts) showing the unit 
packaging material and labor costs for 
related items or the relationship of pack­
aging cost to shop cost over an extended 
period, may be used to plot the experi­
enced costs for further analysis. Statistical 
data usually available in the packaging 
department can be used for this compari­
son. In addition, review information re­
garding instructions for packaging under 
various specifications, packaging standard 
hours arrived at by scientific means, and 
packaging bills of material if available. 
When experienced cost trends are plotted 
on charts for further study and analysis, 
ascertain whether: 

(1) all nonrecurring costs have been 
eliminated,  

(2) the packaging specifications of the 
current proposal are comparable to those 
which generated the experienced costs, 
and 

(3) the contractor has considered the 
possible impact to packaging material and 
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labor cost trends resulting from expected 
changed market conditions. 

9-605.4 Travel and Subsistence 

Travel and subsistence costs usually 
include the costs of transportation, lodg­
ing, meals, and incidental expenses in­
curred by personnel while in travel status. 
When included as ODCs, the estimate 
usually is based on the contemplated 
number of trips, places to be visited, 
length of stay, transportation costs, and 
estimated per diem allowance. Question­
able estimates for this cost may arise from 
such errors as the following: 

a. Per diem rates projected that exceed 
allowable per diem costs as specified in the 
Federal Travel Regulations (FTR) for the 48 
contiguous states, and the Joint Travel Regu­
lations (JTR) and Standardized Regulations 
for locations outside the 48 contiguous states 
and foreign areas (FAR 31.205-46(a) and 
P.L. 99-234) after they have been escalated 
for expected inflation. For example, to esti­
mate 1989 per diem rates, the latest estab­
lished FTR/JTR rates for meals and lodging 
should be increased/decreased by a factor 
that reflects the forecasted economic change 
from the current established rate expiration 
date to 1989. 

b. Transportation rates projected in 
excess of lowest customary standard, 
coach, or equivalent air fare offered during 
normal business hours. 

c. Projected transportation costs for 
personnel to be transferred computed by
using other than proper departure points.

d. Mileage allowances projected in ex­
cess of actual needs. 

e. Excessive projected trip costs to a 
Government activity or subcontractor loca­
tion for engineering coordination because 
the required number of trips and/or length 
of stay has been overstated. 

f. A comparison of the current estimate 
with experienced costs of prior procure­
ments of a similar nature indicates that the 
current estimate is unreasonable. 

9-605.5 Field Service 

Contracts may contain provisions re­
quiring contractor engineering personnel to 
service delivered equipment. The cost, 
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usually referred to as field service expense, 
may be included in the contractor's esti­
mate as a separately identifiable ODC, or 
as a part of indirect cost. Whichever 
method is used, it must comply with the 
accounting system to be used in costing the 
contract and all applicable cost accounting 
standards. The cost of installation, mainte­
nance and repair, and the development of 
operating instructions may be identified in 
the contractor's records as Field Service 
Expense, Guarantee Expense, Warranty 
Expense, or Reserve for Guarantee. Estab­
lish whether the procurement being audited 
provides for field service. An evaluation of 
the field service estimate should include: 

(1) evaluation of the data in support of
the estimate,  

(2) comparative cost analysis, includ­
ing the use of graphic analysis where ap­
propriate,

(3) discussions with other Government 
representatives regarding complex engi­
neering determinations, and  

(4) evaluation of the degree of con­
formity to the policy stated in FAR 
22.1006. 

9-605.6 Royalties 

The contractor's cost estimate may in­
clude provision for royalties as a separately 

identifiable ODC or as part of indirect cost.
Determine whether royalties are proper for 
inclusion in the price and whether the con­
tract will include royalty reporting re­
quirements and royalty escrow or recapture 
provisions (FAR 27.206-1). The nature of 
the contractor's cost support for this ele­
ment should be evaluated and addressed in 
the report. 

9-605.7 Preproduction and Start-up
Costs 

Contractor's proposals should identify
preproduction, start-up, and other nonre­
curring costs, including such elements as 
preproduction engineering, special tool­
ing, special plant rearrangement, training 
programs, initial rework or spoilage, and 
pilot runs. These costs may be susceptible 
to verification by a review of detailed 
documentation. In some instances, an 
analysis of experience on prior contracts 
by means described in Appendix E will 
help to establish the reasonableness of 
costs proposed. Ascertain the proposed
handling of such estimated costs. If the 
total costs are not to be charged to the 
contract being audited, determine whether 
the contractor intends to absorb the resid­
ual costs or recover them on subsequent 
orders. 
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9-700 Section 7 --- Evaluating Estimated Indirect Costs 

9-701 Introduction 

This section provides guidance in 
evaluating estimates of indirect costs. 
These include manufacturing expense, en­
gineering expense, tooling expense, mate­
rial handling expense, selling expense, and 
general and administrative expense. Guide­
lines are also provided for evaluating indi­
rect cost rates used in estimating indirect 
costs. 

9-702 Estimated Indirect Costs - General 

The evaluation of indirect costs and 
rates requires that the auditor have:

(1) an understanding of the applicable 
evaluation considerations and techniques,

(2) an insight as to what reasonably
may be expected to occur in future opera­
tions of the contractor and the probable 
influence on projected indirect costs and 
overhead rates, and 

(3) knowledge of the contractor's dis-
closed accounting policies particularly
those for distinguishing direct costs from 
indirect costs (see CAS 402) and the basis 
for allocating indirect costs to contracts. 
(See Chapter 8.) 

9-702.1 Evaluation Considerations and 
Techniques 

a. The audit considerations in evaluat­
ing estimated indirect costs are similar to 
those used in the audit of historical costs 
because many estimates are based on his­
torical costs. Audit guidance and proce­
dures applicable to the audit of indirect 
costs and the evaluation of contractor's 
policies, procedures, and internal controls 
which affect indirect costs are presented 
in 6-600. The effect of findings and rec­
ommendations developed through opera­
tions audits should be applied to estimated 
or proposed indirect costs and overhead 
rates (see 9-308b). Audit leads noted dur­
ing the course of the audit should be 
documented for follow-up in future opera­
tions audits of those indirect cost areas 
where it appears the contractor is not em­
ploying the most effective, efficient, or 
economical operations.  

b. The auditor should consider the use 
of graphic analyses and statistical tech­
niques in evaluating estimated indirect 
costs. Techniques of graphic analyses are 
discussed in Appendix E. These techniques 
alone do not provide a basis for firm fore­
casts of costs; however, in appropriate cir­
cumstances, they can provide a basis for 
ascertaining whether estimated costs are 
within a cost range of what can reasonably
be expected in the future. 

9-702.2 Anticipated Future Operations 

Evaluation of indirect cost estimates 
requires consideration of anticipated
future operations of a contractor (see 5­
500 on audit of budgets). To determine 
what may be reasonably expected to 
occur, the auditor should utilize analyses 
and projections of historical cost patterns 
and related data. When audits of historical 
costs are not reasonably current, and other 
methods of satisfying the audit objective 
are not available, the report should be
qualified using the guidance in 10-304. 
Other methods of satisfying the audit 
objectives include reliance on certified 
final contractor overhead submissions, the 
work of internal or independent auditors, 
or CAS compliance audits. It should not 
be assumed that historical cost patterns 
and the results of overhead audits for 
prior years will continue without change; 
the auditor must consider contemplated 
changes which may influence the 
projections. Examples of changes and 
possible effects are discussed in the 
following paragraphs: 

a. A change in the accounting policies
governing the treatment of certain indirect 
expenses. This may include reclassifica­
tions of expense from direct to indirect, and 
new methods of accumulating and allocat­
ing indirect cost. Changes of this nature 
may affect the estimates for indirect costs 
and the computation of indirect cost rates. 
The auditor should be alert for accounting 
changes which would require the contractor 
to revise its Disclosure Statement (see 8­
303).

b. A change in management objectives 
as a result of economic conditions and in-
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creased competition. For example, the 
management may have placed emphasis, in 
the past, on a program to increase sales, 
whereas it now emphasizes a program to 
reduce costs. The auditor should ascertain 
the programs that management is stressing 
and determine that possible results have 
been considered. 

c. A change in manufacturing processes 
and practices. Changing manufacturing 
operations can affect the flow of cost. 
Modernization changes may affect esti­
mates for indirect cost and the computation 
of indirect cost rates. For example, techno­
logical modernization can include acquisi­
tion of expensive new machinery which 
increases depreciation costs and the over­
head pool. This new machinery may re­
quire fewer labor hours and result in reduc­
tion of a direct labor base for allocating 
overhead. The auditor should be alert for 
changes to manufacturing processes and 
practices which can highlight accounting 
system weaknesses (see 14-800) and 
should consider whether: 

(1) The accounting system accurately 
assigns costs to products and equitably
allocates costs. 

(2) The accounting system allocates 
costs to develop future product technology
to existing products which receive no bene­
fit. 

(3) The accounting system reflects sav­
ings resulting from technological im­
provements. 

(4) The accounting system integrates
relevant data collected by newly imple­
mented information systems. 

9-702.3 Classification of Cost as Direct 
or Indirect 

The auditor must determine whether 
cost items are directly or indirectly alloc­
able to the proposed contract and that the 
estimated costs have been properly classi­
fied as direct or indirect. The auditor's 
evaluation of the allocability of cost items 
should disclose any deviations from the 
contractor's usual direct and indirect cost 
classification. When deviations are dis­
closed, the auditor should determine the 
reasons for the differing treatment. Devia­
tions may cause inequitable distribution of 
costs or they may be proper and warranted. 
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The principles underlying the accounting 
and estimating classification for direct and 
indirect costs should be sufficiently flexible 
to reflect changes in operations. CAS 402-
"Consistency in Allocating Costs Incurred 
for the Same Purpose" was established to 
insure that each type of cost is allocated 
only once and on only one basis to any 
contract or other cost objective (see 8-402). 

9-703 Evaluation of Indirect Costs 

9-703.1 General 

The scope and extent of the audit of 
estimated indirect costs will depend on 
individual circumstances. As a minimum, 
the auditor should determine: 

(1) the extent to which underlying data 
in support of the estimates are valid, cur­
rent, and applicable to the proposal being 
audited, 

(2) that the contractor has considered 
factors and conditions which have a bear­
ing on the propriety of the estimated costs 
and the related allocation bases, including
operations auditing recommendations for 
increased efficiency and economy, and  

(3) that the results are mathematically 
correct. 

9-703.2 Classification of Indirect Costs 

There are two general considerations in 
classifying indirect costs: 

a. A determination that the cost is as­
signed to the correct indirect cost pool; for 
example, manufacturing, engineering, ma­
terial handling, occupancy, or general and 
administrative. The auditor should evaluate 
the composition of indirect cost pools to 
determine whether the accounts included 
are properly classified and whether further 
refinement in cost categories is required, 
and 

b. A determination that indirect costs 
have been properly classified by character­
istics; that is, variable, semivariable, and 
nonvariable. Variable costs will vary di­
rectly and proportionately with its related 
volume base. Semivariable costs may vary 
directly but less than proportionately, with 
volume; further, the costs may remain rela­
tively fixed between certain production 
limits and advance by steps, an example of 
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this is supervisory wages. Nonvariable 
costs, on the other hand, will remain fairly 
constant, but the percentage relationship 
will vary inversely with an increase or de­
crease in the related volume base. 

9-703.3 Advance Agreements (Indirect
Cost) 

The auditor should determine whether 
the contractor has entered into advance 
agreements with the Government. Advance 
agreements may limit recovery of certain 
indirect costs such as independent research 
and development expense, bid and proposal 
expense, and recruiting expense. 

a. When advance agreements cover 
indirect costs included in the estimates, the 
auditor should determine that allocations to 
Government contracts are within the agreed 
limitations. 

b. FAR/DFARS 31.205-18 no longer
require advance agreements for IR&D and 
B&P costs for CFYs that began after Sep­
tember 30, 1992. However, for larger con­
tractors that incur substantial IR&D and 
B&P cost (see 7-1505 for threshold infor­
mation) certain ceiling limitations apply for 
the three CFYs beginning after September 
30, 1992. For CFYs 1996 and beyond, 
there is no requirement to calculate or ne­
gotiate a ceiling for IR&D and B&P costs 
(see 7-1507). 

c. Advance agreements covering for­
ward pricing indirect cost rates may be 
entered into between contractors and con­
tracting officers to reduce the time and 
effort required to evaluate the indirect 
cost rates used in each contract proposal.
(See 9-1200 on forward pricing rate 
agreements). Circumstances on which the 
rates were developed may be subject to 
change or the contemplated procurement 
in itself may invalidate the propriety of 
the agreed upon rates. The auditor should 
not accept the rates without determining 
that they are reasonable and appropriate 
for the procurement being evaluated (see 
9-312). 

9-703.4 Allocation Bases 

a. An equitable allocation of indirect
costs to jobs, departments, processes, or 
cost centers is dependent upon the bases 

used. Bases commonly used include direct 
labor dollars, direct labor hours, production 
costs, input costs, and cost of sales. With 
the advent of technologically advanced 
manufacturing machinery, bases such as 
machine hours, process time, and opera­
tional movements will become more 
widely used (see 6-606.3c., 6-610.2e., and 
9-702.2).

b. The evaluation of the bases used 
involves a determination of the accuracy of 
the data included in the base and equity of 
the resulting allocation. Because movement 
to an ACMS can encompass new types of 
allocation, the contractor may not be able 
to support the proposed base with accumu­
lated historical data. The contractor may 
have to support the proposed base with a 
combination of documentation, such as 
production projections, historical data, 
employee interviews, manufacturer ma­
chine capability, and specifications and 
engineering analysis. Auditors should be 
open to verifiable forms of documentation 
which may be generated by the new sys­
tem. 

c. The auditor should review the FAO 
audit of mandatory annual audit require­
ment No. 18 related to indirect allocation 
bases (see 6-606). In evaluating allocation 
bases, the auditor should determine that the 
base estimates reflect valid trends. Trends 
may be evaluated through analysis of ra­
tios, budgets, and sales and production 
volume forecasts. Anticipated changes,
such as proposed increases or decreases in
wage rates and material prices or imple­
mentation of modernized manufacturing 
processes and practices, should also be
considered when such factors will influ­
ence the base. Further discussion of matters 
to be considered by the auditor in evaluat­
ing the contractor's estimate of future busi­
ness is included in 5-507.2. 

9-703.5 Individual Indirect Costs 

The auditor should review selected ac­
counts included in the indirect cost pools to 
evaluate the reliability of specific esti­
mates. In evaluating projections, the audi­
tor must consider historical cost patterns 
and the probable effect of anticipated
changes. The auditor should review the 
FAO audit of mandatory annual audit re-
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quirements related to indirect cost compari­
son with prior years and budget (No.15), 
and indirect account analysis (No.16). In 
selecting accounts to be audited, the auditor 
should consider the following: 

a. Indirect costs questioned in prior 
periods, especially those expressly unal­
lowable, that are required to be eliminated 
by CAS 405, 

b. Indirect costs of a nonrecurring na­
ture, 

c. Indirect costs that are usually recov­
ered as direct charges or in separate loading 
factors, such as packaging or obsolescence,

d. Indirect costs which show significant 
differences between historical cost and 
estimated cost, 

e. Indirect costs of a semi-variable or 
variable nature which do not show signifi­
cant differences between historical cost and 
estimated cost despite a significant change 
in volume, and 

f. Indirect cost of a nonvariable nature 
which show significant variations between 
historical cost and the proposed estimated 
cost. 

9-703.6 Indirect Labor 

Indirect labor usually represents a 
substantial portion of indirect costs. The 
auditor should review the FAO audit of 
mandatory annual audit requirement re­
lated to changes in direct/indirect charg­
ing (No.7). In evaluating indirect labor, 
the auditor should analyze variable, semi­
variable, and nonvariable classifications 
of indirect labor in a current representa­
tive period. The ratios of each category
to direct labor should be computed and 
compared with similar ratios for esti­
mated cost. Projections of indirect labor 
requirements and the related costs can 
also be compared with manpower budg­
ets. Indirect labor wage rates may be 
verified by reviewing personnel or pay­
roll records. When projected costs in­
clude wage increases, the auditor should 
ascertain whether the proposed increases
have been approved by management and 
are in accordance with applicable agree­
ments. 
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9-703.7 Indirect Material 

It is desirable to differentiate the treat­
ment of the nonvariable, semi-variable, 
and variable components of indirect mate­
rial cost contained in the contractor's pro­
jection. Ratios of these expense classifica­
tions to appropriate bases should be 
computed only when practical. To further 
facilitate evaluation, similar ratios can be 
computed from historical cost data. Cate­
gorizing the recorded indirect materials 
into these classifications requires that the 
auditor exercise judgment in determining 
whether the additional evaluation effort 
needed for this type of analysis is war­
ranted. For instance, when the contem­
plated procurement is not large in dollar 
amount, it is probable that treatment of 
indirect material expense as variable with 
the level of production activity would be 
expedient. Comparisons may be made of 
estimated requirements with budget re­
quirements or estimated prices with cur­
rent prices. When the proposed contract is 
a fixed-price incentive type with succes­
sive targets, or a fixed-price contract with 
prospective price redetermination and the 
contractor expenses the cost of indirect
materials at the time of purchase, the 
auditor should recommend the establish­
ment and maintenance of indirect material 
inventories. Implementation of this rec­
ommendation would preclude the loading 
of indirect material costs during the ex­
perienced or retroactive portion of the 
contract. 

9-703.8 Payroll Costs - Estimated Taxes
and Fringe Benefits 

a. After establishing the estimated 
total direct and indirect labor require­
ments, the auditor should evaluate related 
payroll costs. The provisions of union 
wage agreements and the possible effect 
of anticipated wage negotiations should 
be evaluated to establish the validity of 
employee benefit costs included in the 
cost estimate. The auditor should be 
aware in evaluating the estimate for pay­
roll taxes that assessments cease upon
reaching the taxable pay ceiling. The ex­
tent of labor turnover will influence the 
projections for payroll tax estimates; 

DCAA Contract Audit Manual 



July 2004 

when turnover is low, the cost will be 
semi-variable in nature, when the turnover 
is high, the cost may be more variable in 
nature. The auditor should evaluate rates 
for unemployment insurance to determine 
if the estimate reflects possible adjust­
ments in the rate. 

b. Pension and retirement plan costs 
frequently are related to payroll costs. In 
evaluating the reasonableness of pension
and retirement costs, the auditor should 
perform the following steps: 

(1) Determine that the amount pro­
jected is in accordance with the company 
plan .

(2) Ascertain that the pension plan has 
been approved by the Internal Revenue 
Service, and by the Department of Defense, 
if required.

(3) Determine that proper adjustment 
has been made for any reversionary credits 
that may be due. 

(4) Determine that when rates are 
based upon actuarial data and have re­
cently been revised or are scheduled to be 
revised, the effect of the new rates has 
been considered. 

(5) Review the history of the contrac-
tor's estimating procedures to determine if 
forward pricing projections for prior years 
have exceeded actual pension costs for 
those periods. If the history indicates a 
pattern of excess pension projections 
caused by subsequent funding restrictions, 
then a recommendation for execution of a 
full-funding advance agreement should be 
considered. If the excess is attributable to 
substantial actuarial gains, then an analysis 
of the effect of the actuarial assumptions on 
the forward pricing projections should be 
performed. 

(6) Review the funding status of the 
plan to determine if there is a reasonable 
expectation that the plan may become fully 
funded during the period covered by the 
forward pricing rate proposal. If so, ensure 
that pension costs are excluded from for­
ward pricing projections for those periods 
in which it is expected that the plan will be 
fully funded. 

(7) If a CIPR review has been or is 
planned to be performed by the cognizant 
DCMD CIPR team, contact the ACO and 
obtain pertinent information on the plan's 
funding level including any technical 
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analysis that may impact forward pricing 
projections. 

(8) If no CIPR review is planned or has 
been performed within the past year, and 
pension costs have a material impact on 
forward pricing rates, request assistance 
from the DCMD Insurance/Pension Spe­
cialist in the review of estimated pension 
cost and/or pension funding level. 

9-703.9 Plant Rearrangement 

Plant rearrangement costs may result 
from the introduction of new products, 
consolidation or expansion of departments, 
changes in production requirements, or 
changes in manufacturing techniques. In 
evaluating the detail supporting the projec­
tion of plant re-arrangement cost, the audi­
tor should determine that like costs which 
will be reimbursable as direct costs under 
other contracts have been excluded from 
the estimate. Plant rearrangement costs 
applicable to a specific contract or project 
are normally not included in an indirect 
cost pool; plant rearrangement costs bene­
ficial to all production effort are generally 
included in indirect costs. The guidance in 
Chapter 8 on CAS 402 should be applied to 
insure that plant rearrangement costs in­
curred for the same purpose are allocated 
only once and only on one basis. The audi­
tor should review the plant rearrangement 
cost pattern in prior periods and compare 
actual costs incurred with previous esti­
mates in evaluating the reliability of the 
current estimate. The auditor should be 
alert to costs categorized by the contractor 
as plant rearrangement but where the cir­
cumstances would indicate that they should 
more properly be included under the classi­
fication of "Plant Reconversion Costs." The 
definition and treatment of this latter cate­
gory of costs are covered in FAR 31.205-
31. The advice of Government technical 
personnel should be solicited to establish 
the necessity and reasonableness of pro­
posed significant rearrangement costs. 

9-703.10 Depreciation 

The auditor should be familiar with cur­
rent Internal Revenue guidelines and CAS 
404 (Capitalization) and 409 (Depreciation).
The contractor's forecasts for depreciation 

DCAA Contract Audit Manual 



980 
9-703 

should be evaluated using Internal Revenue
guidelines as recognized by current DoD 
instructions and in such Cost Accounting 
Standards as CAS 404 and 409 where appli­
cable. The auditor should evaluate the neces­
sity for new acquisitions, review the contrac-
tor's capital replacement or acquisition
policy and ascertain whether: 

(1) acquisitions have been approved by
management,  

(2) actual commitments have been made, 
and 

(3) proper consideration has been given
to lead time, installation costs, and rear­
rangement expenses (see 7-400). 

9-703.11 Rent 

Estimated rentals of machinery and 
equipment should be compared with costs 
incurred for rentals. Rental agreements 
should be evaluated to ascertain expiration 
dates and renewal and purchase options. 
The auditor's attention is particularly di­
rected to FAR 31.205-36 for guidance in
determining the reasonableness and accept­
ability of rental costs (including the sale 
and leaseback of facilities). In this connec­
tion, special emphasis should be on evalu­
ating the contractor's policies and practices 
where significant portions of the plant and 
facilities are acquired by renting in lieu of 
purchase. 

9-703.12 Occupancy Cost 

The auditor should evaluate the reason­
ableness of costs associated with the use and 
occupancy of the contractor's facilities. 
These costs include insurance, taxes, heat, 
light, guard services, and maintenance ex­
pense. The evaluation should include a re­
view of insurance coverage, tax records,
assessment notice, utility bills, security re­
quirements, and a comparison of estimated 
costs with the historical pattern of expense. 

9-703.13 Excess Facilities 

The auditor should determine whether 
estimated expenses for depreciation, rent, 
and occupancy include costs generated by 
excess facilities. When it is determined that 
costs attributable to excess facilities are 
included in the estimate, the auditor should 
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be guided by FAR 31.205-17 and the pro­
visions of the proposed contract. The audi­
tor should consider any trends which might 
indicate the probability that excess facili­
ties will develop during the period of the 
contract. An analysis of the contractor's 
budgets should provide insight in this area 
(see 5-500). Factors which may create ex­
cess facilities include reduced workload, 
acquisition of additional facilities, and 
shutdown of existing facilities. When the 
auditor's evaluation indicates the probabil­
ity of a significant increase in costs of ex­
cess facilities which will be allocated to the 
proposed contract, the auditor should rec­
ommend that the contract contain appropri­
ate dollar limitations. 

9-703.14 Corporate or Home Office As­
sessments 

Indirect cost forecasts made by an oper­
ating division will usually include the an­
ticipated home office assessment to that 
division. The reasonableness of the assess­
ment should be evaluated on the basis of 
services to be rendered or available to the 
operating division. The bases of assessment 
should be evaluated to determine that all 
components of the company bear an equi­
table share. An accurate determination at 
the operating level may prove difficult and 
may include prorations of unallowable 
home office and corporate expenses. When 
the amounts involved are significant, an 
assist audit of the home office expenses 
should be requested. The auditor at the 
operating unit should furnish the assist 
auditor with sufficient data as to the con­
templated level of activity of the operating 
unit during the proposed contract period to 
enable the home office auditor to render an 
opinion as to the appropriate participation 
of the operating unit in the total allocable 
home office expense. When feasible, the 
home office auditor should arrange for the 
periodic audit of forward pricing home 
office rates applicable to operating divi­
sions which have significant amount of 
Government business. The results of the 
audits should be forwarded to the auditors 
at the operating units for their use in evalu­
ating proposals (see 6-804). 
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9-703.15 Miscellaneous Income and 
Credit Adjustments 

The auditor is concerned with credit 
adjustments to indirect accounts, credits to 
direct accounts which should have been 
credited to indirect accounts, and miscella­
neous income which has not been credited 
either to indirect or direct accounts. 

He or she must consider whether the 
amount is correct, whether the period in 
which the adjustment or income is credited 
is appropriate, and whether the accounting 
treatment is acceptable. 

a. As a minimum the audit should in­
clude a review of the contractor's financial 
statements, including the statements of cash 
flow, miscellaneous income accounts, and 
journal vouchers. The auditor should ana­
lyze the trends of the credit items in the 
periods covered by the estimate. 

b. The auditor may find that the indirect 
expense pools have not been reduced by 
the amount of income received from such 
sources as scrap sales and rentals. Cash 
discounts taken and trade discounts may 
have been credited to income accounts. 

c. Credit adjustments should be re­
flected in the indirect cost pools for
amounts chargeable directly to contracts 
and amounts chargeable directly to termi­
nation proposals. The auditor should re­
view the anticipated activity for contracts 
for technical services, overhaul, spare
parts, and facilities, the costs of which are 
wholly or partially recovered either directly
or on a fixed rate basis. 

d. Credit adjustments should be applied 
against the expense originally charged; how­
ever, when the application of the credit
would distort the expense projection, the 
credit should be shown separately as a re­
duction of the total indirect cost pool. Exam­
ples of such credit adjustment are worker's 
compensation insurance refunds, price ad­
justments on material purchases, and insur­
ance payments under casualty claims. 

9-703.16 Independent Research and De­
velopment and Bid and Proposal Costs 

FAR 31.205-18 sets forth certain rules 
and procedures for establishing the allow­
ability of IR&D and B&P costs. For CFYs 
beginning after September 30, 1992, the 
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ceiling limitations have been removed for 
most contractors (see 7-1506). However, as 
discussed in 7-1506, ceiling limitations are 
still in place for three full CFYs after Sep­
tember 30, 1992 for larger contractors with 
substantial amounts of IR&D and B&P 
costs. For CFYs 1996 and beyond, the ceil­
ing limitation is removed. IR&D and B&P 
costs forecast for these contractors should 
consider these limitations until they are re­
moved. For those contractors where ceiling 
limitations are no longer applicable, the fore­
casted IR&D and B&P costs still need to be 
allowable, allocable, and reasonable and be 
of potential interest to DoD (see 7-1500). 

9-704 Evaluation of Prospective Rates --
Indirect Costs 

9-704.1 Evaluation of Rate 

Indirect costs, while expressed as dollars, 
are calculated by the application of a rate to 
a selected cost base. To properly evaluate the 
acceptability and reasonableness of the con-
tractor's indirect cost rates, the auditor 
should review the period covered by the rate 
and the propriety of the rate structure by 
which indirect costs are allocated to cost 
objectives. 

9-704.2 Rate Period 

a. The auditor should determine whether 
the period used in developing an indirect 
cost rate is appropriate for the contemplated 
period of contract performance. For exam­
ple, if the rate used is based on projections 
covering a one year period and the period of 
contract performance is expected to cover 
two years, the rate may not be appropriate 
for the second year. When unable to support 
the use of such a single rate, the contractor
should be requested to submit rates for the 
subsequent periods involved. When the pe­
riod used by the contractor coincides with 
the period of contract performance, the audi­
tor should determine that consideration has 
been given to all work anticipated during the
forecast period which might influence the 
indirect cost rate. In evaluating the reason­
ableness of costs contained in long range
estimates, the auditor may be confronted 
with an unwillingness on the part of the con­
tractor to submit supporting data or an in-
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ability to submit reliable data. When there is 
reason to believe the contractor has data that 
relates to an estimate but is unwilling to 
submit it, the auditor should so notify the 
contracting officer and recommend that the 
contractor be required to make such data 
available (see also 1-500).

b. Long range projections may lack 
sufficient data on which to base a reliable 
estimate. When the estimates are not sus­
ceptible to a reasonable evaluation, the 
auditor should so inform the contracting 
officer and make appropriate recommenda­
tions. For example, the auditor might rec­
ommend that a proposed award be made on 
a flexible price basis in accordance with the 
provisions of FAR Part 16/DFARS Part 
216, particularly when uncertainties in the 
long term indirect cost forecasts are com­
bined with the possibility of contract 
changes and the indefinite nature of the 
particular Government program. 

c. CAS 406 "Cost Accounting Period"
was established to provide criteria for 
selecting time periods to be used as cost 
accounting periods for contract cost esti­
mating, accumulating, and reporting. The 
Standard will reduce effects of variations 
in the flow of costs within each cost ac­
counting period (see 8-406). 

9-704.3 Propriety of Rate Structure 

The equity of the allocation of indirect 
cost is dependent upon an evaluation of the 
rate structure. Contractors may compute 
separate indirect cost rates for indirect 
costs such as manufacturing expense or 
engineering expense, and the bases used in 
the computation of indirect cost rates may 
vary. Contractors modifying their cost ac­
counting systems to an advanced cost man­
agement system may adopt the use of mul­
tiple rates (see 6-606.2c. and 6-608.1c.). 
Contractors must use the same rate struc­
ture for estimating purposes as they do for 
historical costing purposes. When a con­
tractor employs a different rate structure 

July 2004 

for cost estimates, the auditor should in­
quire whether a change in its accounting
system is planned. If a change is planned, 
the contractor must submit a cost impact 
statement resulting from the change and 
agree to an adjustment as required by FAR 
52.230-6 of the CAS administration clause 
(see 8-500). The auditor should evaluate
the change to determine if the different 
method causes inequitable results and the 
validity of the cost impact statement. A 
change in method is not improper by itself. 
The auditor should recognize that the im­
pact of current procurement, changes in 
production mix, modernization of manufac­
turing processes and practices (see 14-800), 
and other factors may necessitate the revi­
sion of an existing rate structure to provide 
equitable cost allocations. The criteria used 
in determining the propriety of the number 
and types of indirect cost rates appropriate 
under varying conditions and the propriety 
of the related proration bases are discussed 
in 6-600. 

9-704.4 Ceiling Rates 

Indirect cost rates may be subject to 
sharp fluctuations. In periods of declining 
workloads, for example, indirect cost 
rates tend to increase because nonvariable 
costs are spread over a smaller allocation 
base. In the case of a corporate reorgani­
zation or a realignment of management 
functions, additional costs may be in­
curred which may result in an increase in 
indirect cost rates. When the auditor's 
evaluation indicates the possibility of a 
decline in workload, a change in man­
agement functions or any other factor 
which would result in significant fluctua­
tions in the rates, the auditor should de­
termine the effect on the rate computa­
tion. Where warranted, the auditor should 
recommend ceilings in the indirect cost 
rates to prevent the acceptance of an un­
reasonable amount of indirect costs in the 
negotiation of the contract price. 
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9-800 Section 8 --- Economic Price Adjustments 

9-801 Introduction 

This section provides guidance on the 
evaluation of economic costs. 

9-802 General 

There are essentially two ways that 
contract prices can reflect the impact of 
inflation over the contract performance 
period. 

a. In the most widely used method, the 
proposed contract price includes current 
estimates of wages and prices that are 
expected to be experienced during con­
tract performance. The preferred bases for 
current estimates are forecasts of future 
wage and price indices prepared by quali­
fied, professional economists. Their pre­
dictions are based on econometric com­
puter models of the U.S. economy which 
consider a large number of factors that 
influence wages and prices. Accordingly, 
when evaluating proposals by this 
method, follow the guidance for using 
economic forecasts explained in DCAAP 
7641.74, Use of Economic Indexes in 
Contract Audits. 

b. Alternatively, the contract proposal 
may be priced without escalation and an 
economic price adjustment (EPA) may be 
proposed. This arrangement is appropriate 
when there is serious doubt about the sta­
bility of future market or labor conditions 
during an extended contract performance 
period. When such expectations are not 
included in the contract price, and they 
can be separately identified, they may be 
covered by an EPA contract clause. 

c. Use of EPAs have increased, pri­
marily because of potential inequities that 
fixed-price contracting can produce in
periods of economic uncertainty. Such 
adjustments are intended to protect both 
the Government and the contractor from 
the effects of abnormal wage and/or price 
changes which could cause significant
losses or windfall gains for reasons be­
yond the control of the contracting par­
ties. 

9-803 Types of Economic Price
Adjustments 

FAR 16.203-1 specifies three basic 
types of EPAs and 16.203-4 addresses ap­
plicable contract clause coverage. 

a. The first type provides for adjust­
ments based on established prices. It is 
used where basic commodities and com­
mercial items (i.e., steel, aluminum, brass, 
bronze, copper, and standard supplies)
comprise a major portion of the contract 
work. Price adjustments are based on an 
increase or decrease from a specified level 
in published or established prices of either 
specific items or price levels of contract 
end items. 

b. The second type provides for adjust­
ments based on the contractor's experi­
enced labor or material costs and is com­
monly referred to as the actual cost 
method. This type of adjustment is used 
when there is no major element of design 
engineering or development work involved 
and one or more identifiable labor or mate­
rial cost factors are subject to change. Price 
adjustments are based on an increase or 
decrease in specified costs of labor or ma­
terial actually experienced by the contrac­
tor during performance of the contract. 

c. The third type is referred to as the 
cost index method. It is used when there 
will be an extended period of performance 
and the amount subject to adjustment is 
substantial. Although many variations can 
be developed, one approach is to select 
representative BLS labor and material indi­
ces and project them into the future. Price 
adjustments result only if the actual indices 
are outside a defined range about the pro­
jections. 

9-804 Proposed Economic Adjustments -
Evaluation Techniques and
Considerations 

a. Techniques to evaluate costs/prices 
subject to EPAs are dependent on: 

(1) the appropriate contract clause,
(2) the contractor's accounting system, 

and 

DCAA Contract Audit Manual 



984 
9-805 

(3) other factors relevant to the proposed 
acquisition.
As appropriate, use evaluation techniques 
in the preceding sections of this chapter.

b. The evaluation techniques used in 
the audit of an adjustment under an EPA 
clause should be selected to assure that: 

(1) economic factors already contained 
in the original price proposal are not dupli­
cated, 

(2) the base period of the contract
clause is the same period used to establish 
the base price,

(3) the contemplated clause is the most 
appropriate for the anticipated contract
environment,  

(4) the contractor's accounting system is 
capable of identifying and segregating the 
specific economic costs subject to adjust­
ment from those attributable to qualitative 
and/or quantitative changes,

(5) an adjustment will be made for only 
those economic changes beyond the control 
of the contractor, and 

(6) for the EPAs based on established 
prices and actual cost, that the aggregate 
price of increases shall not exceed 10 per­
cent of the original contract price (FAR 
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52.216-2 through 4). (The Chief of the 
Contracting Office may modify this limita­
tion upwards.) 

9-805 Unsatisfactory Conditions 

Auditor vigilance is necessary to pre­
clude unsatisfactory conditions as envi­
sioned by 4-803. While the auditor should 
be involved in preaward economic deci­
sions, it may not always be possible to do 
an audit evaluation before the contract is 
executed; such action may not be re­
quested or time may not permit an audit 
based on the auditor's initiative. At all 
times, but especially when this is the case, 
the auditor must be alert to possible con­
tractor windfall profits or other excessive 
cost recoveries due to the operation of the 
EPA clause. When these conditions are 
detected the contracting officer should be 
advised. All remedies should be ex­
hausted at the FAO and regional level. If 
the situation continues, however, and 
resolution by the FAO or the regional 
office seems improbable, the condition 
should be reported in accordance with 4­
803. 
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9-900 Section 9 --- Profit in Price Proposals 

9-901 Introduction 

a. This section provides policy guidance 
as to the auditor's responsibilities related to 
profit or fee included in the contractor's
price proposal.

b. FAR 15.404-4/DFARS Subpart
215.404-4 state the Government and DoD 
policies and procedures for determining 
profit and fee objectives for negotiated 
contracts. It is in the Government's interest 
and therefore the general policy of DoD 
and civilian agencies to offer contractors 
opportunities for financial rewards suffi­
cient to stimulate efficient contractor per­
formance, attract the best capabilities of 
qualified contractors, and maintain a viable 
industrial base. 

9-902 Weighted Guidelines for DoD
Profit Policy 

a. The weighted guidelines method set 
forth in DFARS 215.404-71 is generally 
prescribed for use by contracting officers in 
computing the profit objective to be used in 
negotiating contracts with commercial or­
ganizations where cost analysis is per­
formed (see 9-903 for other methods). Un­
der this method, the contracting officer is 
required to perform the profit analysis nec­
essary to develop a prenegotiation objec­
tive for each contract action. The weighted 
guidelines method expressly takes into 
account: 

(1) the contractor's degree of perform­
ance risk in producing the goods or ser­
vices purchased under the contract action,

(2) the contract-type risk assumed by 
the contractor under varied contract and 
incentive arrangements,  

(3) the level of working capital needed 
for contract performance, and  

(4) the nature of the contractor's facili­
ties capital to be employed. 

b. Contractors are encouraged to present
the details of proposed profit amounts in the 
weighted guidelines format. This would 
facilitate a more complete discussion of the 
individual factors which will determine the 
overall profit objective. The contracting
officer is required to utilize the weighted 
guidelines method in establishing a profit 

objective for each applicable negotiated 
contract and to document the files accord­
ingly. This "initial" profit objective is, of 
course, subject to later discussion and revi­
sion as part of the overall price negotiated 
for the contract. In establishing a profit ob­
jective for a prospective contract award, the 
contracting officer is required to consider all 
pertinent information, including audit data, 
available prior to negotiation. It is not, how­
ever, intended that the profit objective be 
computed based on precise mathematical 
calculations particularly for sub-elements of 
the major profit factors. 

9-903 Other Methods for Establishing
DoD Profit Objectives 

Other methods for establishing profit 
objectives may be used for the contract 
types set forth in DFARS 215.404-73. 
Generally, it is expected that such methods 
will ensure that the appropriate profit fac­
tors and the relative values of these factors 
are considered. In addition, DFARS 
215.404-72 describes the modified 
weighted guidelines method for nonprofit 
organizations. The procedures for estab­
lishing fee provisions on cost-plus-award-
fee contracts are described in DFARS 
216.404-2 and 215.707-74. Note that they 
do not permit the use of the weighted 
guidelines method. 

9-904 Civilian Agency Profit Policies and
Procedures 

Civilian agencies' profit policies and
procedures are contained in FAR 15.404-4
and those agencies' FAR supplements to 
15.404-4. These policies also provide for a 
structured approach to the profit objective 
to be used in negotiating contracts with 
commercial organizations where cost 
analysis is performed. NASA uses the 
structured approach which considers con­
tractor effort in each cost category, cost 
risk, investment, performance, socioeco­
nomic programs, and special situations. 
DOE uses weighted guidelines which con­
sider sub-levels of the cost elements, con­
tract risk, capital investment, independent 
research and development, special program 
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participation, and other considerations. 
DOT uses weighted guideline methods for 
manufacturing contracts, research and de­
velopment contracts, and services con­
tracts. Risk percentage ranges are provided
by contract type for each of the contract 
categories. GSA uses a structured approach 
which considers material acquisition, con­
version direct labor, conversion related 
indirect costs, other costs, and general
management. Other factors include contract 
cost risk, capital investment, cost control 
and other past accomplishments, Federal 
socioeconomic programs, and special situa­
tions and independent development. 

9-905 Responsibility for Evaluation of
Proposed Profit 

a. Contracting Officer. After evaluating 
the contractor's cost proposal and establish­
ing negotiation objectives on cost, the con­
tracting officer is responsible for using the 
weighted guidelines method under DFARS 
215.404-71 to complete DD Form 1861, 
Contract Facilities Capital Cost of Money. 
The completion of this form is a prerequi­
site to the completion of DD Form 1547, 
Record of Weighted Guidelines Method 
Application. These two forms are shown in 
DFARS 253.303-1547 and 253.303-1861. 
Note also that the contracting officer may 
request completion of these forms through 
normal field pricing support procedures
(see 9-103 and DFARS 215.404).

b. DCAA. The auditor is responsible for
determining that the contractor's financial 
and cost data supporting the profit allow­
ance is fairly stated, and preparing report 
comments on this determination in accor­
dance with the guidance in 10-304.7e. Ex­
amples of appropriate areas for comment 
are provided in the following paragraphs 
on specific profit factors. However, see 9-
906.6 on limitations. 

9-906 Audit Policies -- Profit Evaluations 

In conjunction with the evaluation of 
the price proposal, examine the contractor's 
profit submission and books and records to 
develop comments on the major profit fac­
tors for inclusion in the audit report. Direct 
comments toward assisting the contracting 
officer in developing a profit objective for 
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the contract and conducting the profit ne­
gotiations with the contractor. When meth­
ods other than weighted guidelines are used
for establishing profit objectives, develop 
comments similar to those required under 
contracts where weighted guidelines apply. 
A percentage computation should not be 
shown in the report nor should the contrac-
tor's requested profit percentage be related 
to questioned costs. Also note that it is not
Agency policy to initiate completion of the 
profit form, DD Form 1547, although the 
auditor may assist in evaluating or com­
pleting this form if specifically called upon 
to do so by the contracting officer. 

9-906.1 Contractor Performance Risk 

This factor under DoD weighted guide­
lines addresses the contractor's risk in ful­
filling contractual requirements through
consideration of three broad categories
(technical, management, and cost). The 
auditor may include comments on these 
categories to assist the contracting officer 
in determining whether the profit objective 
for each category should be set toward the 
lower or upper level of the established per­
centage range. Examples of areas for com­
ment include: reliability of management 
and internal control systems, reliability of 
cost estimates and the contractor's cost 
estimating system, and cost reduction ini­
tiatives and cost control (see DFARS 
215.404-71-2). 

9-906.2 Contract-Type Risk 

a. This profit factor under DoD weighted 
guidelines focuses on the degree of cost 
responsibility accepted by the contractor 
under varying contract structures and incen­
tive arrangements. When appropriate, com­
ment on the availability or extent of cost 
history, the length of the performance pe­
riod, the extent of effort subcontracted, and 
the extent of any costs already incurred un­
der an undefinitized contract action (see
DFARS 215.404-71-3).

b. For fixed-price contracts with progress
payment provisions, the contracting officer 
calculates an adjustment to consider working 
capital needs and adds it to the contract-type 
risk factor. With regard to this adjustment, 
comment on the accuracy of allowable costs, 
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whether the costs properly exclude facilities 
capital cost of money (FCCM), and the ac­
curacy of the deduction for progress pay­
ments (see DFARS 215.404-71-3(e)(3)).
Note that the working capital adjustment is 
based on the contractor financed portion of 
total cost including G&A. 

9-906.3 Facilities Capital Employed 

a. This profit factor under DoD 
weighted guidelines recognizes the con-
tractor's facilities capital to be employed 
during contract performance. The amount 
of recognition is separated among asset 
categories in proportion to the potential for 
productivity. The asset categories are land, 
buildings, and equipment. The designated 
profit rate ranges are 0 percent for land, 10 
to 20 percent for buildings, and 20 to 50 
percent for equipment. Note that significant 
emphasis is placed on the investment in 
equipment. The auditor may comment on 
the accuracy and distribution of the facili­
ties capital employed among the asset cate­
gories or on the extent of idle facilities (see 
DFARS 215.404-71-4).

b. An alternate set of lower ranges
should be used by contracting officers to 
compute the facilities capital profit factor : 

(1) in the event that a firm which is 
predominantly facilitized for manufactur­
ing work receives a service or R&D con­
tract and 

(2) in recognition that the method used 
to allocate FCCM can result in a dispropor­
tionate asset allocation to R&D and ser­
vices effort.  
The alternate ranges are 0 percent for land,
0 to 10 percent for buildings, and 15 to 25 
percent for equipment. The auditor may 
comment on the proportionality of the asset 
allocation. 

c. No fee or profit will be allowed under 
a "facilities contract" (see FAR 45.302-2(c)) 
or for facilities purchased "for the account" 
of the Government under any other type of 
contract (see FAR 45.302-3(c)). 

9-906.4 Cost Interrelationships 

Cost interrelationships that affect profit 
should be noted in the comments on profit, 
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(see 10-304.7e.), and in other sections of
the audit report, as appropriate.

In the contractor-performance and con-
tract-type risk categories, profit is not as­
signed to G&A expenses, costs of facilities 
when purchased for the account of the 
Government, contractor IR&D/B&P, and 
FCCM. As a result, contractors may con­
sider changes to their accounting structures 
in order to maximize profits. For example, 
it could be to the contractor's benefit to 
shift marginal G&A expenses into over­
head or, alternatively, to segregate the 
G&A pool costs into two portions (G&A as 
defined by CAS, and other expenses). The 
contractor could then propose profit on the 
other expenses not categorized as G&A. 
On fixed-price contracts with progress
payment provisions, profit object calcula­
tions which contain the working capital 
adjustment are based on total costs (includ­
ing G&A) financed by the contractor, but 
excluding FCCM. 

9-906.5 Offsets – Profit Evaluations 

Be alert to the alternate approaches to 
the weighted guidelines method and that 
offset policies apply to certain pricing ac­
tions. DFARS 215.404-71-3(c)(3),
215.404-72(d), and 215.404-73(b)(2) and 
215.974(c) address specific types of offsets 
or exclusions in establishing a fee/profit
objective. Concurrently, if the contractor 
does not elect to claim or propose FCCM, 
recommendations should be made to insert 
the clauses at FAR 52.215-16 and -17 into 
the contract, if not already incorporated in 
the solicitation. 

9-906.6 Limitations 

Establishment of an appropriate profit 
allowance is a crucial aspect of most con­
tract negotiations. Except for the comments 
suggested above, which are intended to 
help the contracting officer by furnishing 
the information which he or she will usu­
ally wish to consider, the auditor will not 
initiate action in the profit area except upon 
specific contracting officer request. In this 
event, the auditor's effort will be limited to 
furnishing the information or factual data 
requested. 
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9-1000 Section 10 --- Audit of Parametric Cost Estimates 

9-1001 Introduction 

This section contains an overview and 
general guidance on auditing cost-to-
noncost estimating relationships, primar­
ily in the context of contractor price pro­
posals. This section also contains guid­
ance on the use of estimating standards in 
price proposals. It supplements guidance 
provided in this chapter, referenced ap­
pendixes, and in 10-300 which is applica­
ble to proposal audits regardless of the 
cost estimating methods used. More de­
tailed guidance can be found in Appendix
D-400, Cost Estimating Methods. This 
supplementary guidance contains criteria 
contractors should meet before submitting 
proposals based on parametric cost esti­
mates. 

9-1002 Parametric Estimating
Terminology 

9-1002.1 Definition of Parametric Cost 
Estimating 

a. Parametric cost estimating ("pa­
rametrics") has been defined as a tech­
nique employing one or more cost esti­
mating relationships (CERs) to estimate 
costs associated with the development, 
manufacture, or modification of an end 
item (See D-405b). A CER expresses a 
quantifiable correlation between certain 
system costs and other system variables 
either of a cost or technical nature. CERs 
are said to represent the use of one or 
more independent variables to predict or 
estimate a dependent variable (cost). 

b. Parametrics encompasses even the 
simplest traditional arithmetic relation­
ships among historical data such as simple 
factors or ratios used in estimating scrap 
costs. However, for audit purposes our 
guidance will limit special consideration 
of parametrics to more advanced or com­
plex applications. These may involve ex­
tensive use of cost-to-noncost CERs, mul­
tiple independent variables related to a 
single cost effect, or independent vari­
ables defined in terms of weapon system 
performance or design characteristics 
rather than more discrete material re­

quirements or production processes. IT
data bases and/or computer modeling may 
be used in these types of parametric cost 
estimating systems. 

c. Parametric estimating techniques 
may be used in conjunction with any of 
the following estimating methods: 

(1) Detailed --- also known as the bot-
toms-up approach. This method divides 
proposals into their smallest component 
tasks and are normally supported by de­
tailed bills of material. 

(2) Comparative --- develops proposed 
costs using like items produced in the past 
as a baseline. Allowances are made for 
product dissimilarities and changes in 
such things as complexity, scale, design, 
and materials. 

(3) Judgmental --- subjective method 
of estimating costs using estimates of 
prior experience, judgment, memory, in­
formal notes, and other data. It is typi­
cally used during the research and devel­
opment phase when drawings have not yet 
been developed. 

9-1002.2 Distinction Between Cost and 
Noncost Independent Variables 

a. Although the basic criteria for cost-
to-cost and cost-to-noncost CERs are 
generally comparable, the supplementary 
criteria in this section pertain to cost-to-
noncost CERs. Audits of traditional cost-
to-cost estimating rates and factors are 
covered in other sections of this chapter 
and in referenced appendixes.

b. Cost-to-noncost CERs are CERs 
which use something other than cost or 
labor hours as the independent variable. 
Examples of noncost independent vari­
ables include end-item weight, perform­
ance requirements, density of electronic 
packaging, number or complexity of en­
gineering drawings, production rates or 
constraints, and number of tools produced 
or retooled. CERs involving such vari­
ables, when significant, require that the 
accuracy and currentness of the noncost 
variable data be audited. Special audit 
considerations are described in the fol­
lowing sections. 
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9-1002.3 Uses of Parametric Cost Esti­
mates 

a. Parametric cost estimating is used 
by both contractors and Government in 
planning, budgeting, and executing the
acquisition process. Parametric cost mod­
els are generally made up of several CERs 
and can be used to estimate the costs for 
part of a proposal or the entire proposal.
The cost models are often computerized 
and may be made up of both cost-to-cost 
and cost-to-noncost interrelated CERs. 
The guidance contained in this chapter is 
intended to assist in the audit of paramet­
ric estimates, CERs, and/or cost models 
used in developing price proposals for 
negotiation of Government contracts. 

b. Parametric cost estimates are often 
used to crosscheck the reasonableness of 
estimates developed using other estimat­
ing methods. Generally, it would not be 
prudent to rely on parametric techniques 
based on a broad range of data points to 
estimate costs when directly applicable 
program or contract specific historical
cost data is available, as in the case of 
follow-on production for the same hard­
ware in the same plant. Nor would para­
metric techniques be appropriate for con­
tract pricing of specific elements such as 
labor and indirect cost rates which require
separate forecasting considerations such 
as time and place of contract perform­
ance. The use of a parametric estimating 
method is considered appropriate, for 
example, when the program is at the engi­
neering concept stage and the program
definition is unclear, or when no bill of 
materials exists. In such cases, the audit 
evaluation should determine that: 

(1) the parametric cost model was 
based on historical cost data and/or was 
calibrated to that data, and 

(2) the contractor has demonstrated 
that the CER or cost model actually re­
flects or replicates that data to a reason­
able degree of accuracy. 

9-1003 Parametric Estimating Criteria
for Price Proposals 

When a contractor uses parametric 
cost estimating techniques in a price pro­
posal, the auditor will apply all pertinent 
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criteria applicable to any proposal along 
with the supplemental criteria provided in 
9-1004. 

9-1003.1 Disclosure of Parametric Es­
timating Data 

a. The purpose of the Truth in Nego­
tiations Act, 10 U.S.C. 2306(a), is to pro­
vide the Government with all facts avail­
able to the contractor at the time of 
certification and that the cost or pricing
data was current, complete, and accurate 
(see 14-100). Parametric estimates must 
meet the same basic disclosure require­
ments under the act as detailed estimates. 

b. Although the principles are no dif­
ferent, proposals supported in whole or in 
part with parametric estimating will pre­
sent new fact situations concerning cost 
or pricing data which is required to be 
submitted. A fundamental part of the 
definition of cost or pricing data is "all 
facts . . . which prudent buyers and sellers 
would reasonably expect to have a sig­
nificant effect on price negotiations"
(FAR 2.101). Reasonable parallels may be 
drawn between the data examples pro­
vided in FAR for discrete estimating ap­
proaches and the type of data pertinent to 
parametric estimating approaches. For 
example, if a contractor uses a cost-to-
noncost CER in developing an estimate, 
the data for the CER should be current, 
accurate, and complete (see D-406f). 

c. Many contractors use parametric 
cost estimating for supplementary support 
or for crosschecking estimates developed 
using other methods. Judgment is neces­
sary in selecting the data to be used in 
developing the total cost estimate relied 
upon for the price proposal. In distin­
guishing between fact and judgment, FAR 
states the certificate of cost or pricing
data "does not make representations as to 
the accuracy of the contractor's judgment 
on the estimated portion of future costs or 
projections. It does, however, apply to the 
data upon which the contractor's judgment 
is based" (FAR 15.406-2(b)). Therefore, 
if a contractor develops a proposal using 
both parametric data and discrete esti­
mates, it would be prudent to disclose all 
pertinent facts to avoid later questions 
about full disclosure (see D-406f.). 
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9-1003.2 Evaluation of Parametric Cost 
Estimates 

The auditor should address the following
questions during the evaluation of paramet­
ric cost estimates: 
•	 Do the procedures clearly establish 

guidelines for when parametric tech­
niques would be appropriate? 

•	 Are there guidelines for the consistent
application of estimating techniques? 

•	 Is there proper identification of sources
of data and the estimating methods 
and rationale used in developing cost 
estimates? 

•	 Do the procedures ensure that relevant 
personnel have sufficient training, ex­
perience, and guidance to perform es­
timating tasks in accordance with the 
contractor's established procedures? 

•	 Is there an internal review of and ac­
countability for the adequacy of the 
estimating system, including the com­
parison of projected results to actual 
results and an analysis of any differ­
ences? 

9-1004 Supplemental Estimating
Criteria 

The auditor should also consider the 
following supplemental criteria when 
evaluating parametric cost estimates. 

9-1004.1 Logical Relationships 

The contractor should demonstrate that 
the cost-to-noncost estimating relationships 
used are the most logical. A contractor 
should consider all reasonably logical esti­
mating alternatives and not limit the analy­
sis to the first apparent set of variables.
When a contractor's analysis discloses mul­
tiple alternatives that appear logical, statis­
tical testing (see 9-1004.3) of selected logi­
cal relationships may be used to provide 
the basis for choosing the best alternative. 

9-1004.2 Verifiable Data 

The contractor should demonstrate that 
data used for parametric cost estimating 
relationships can be verified. In many 
instances the auditor will not have previ­
ously evaluated the accuracy of noncost 
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data used in parametric estimates. For 
monitoring and documenting noncost 
variables, contractors may have to modify 
existing information systems or develop 
new ones. Information that is adequate for 
day-to-day management needs may not be 
reliable enough for contract pricing. Data 
used in parametric estimates must be ac­
curately and consistently available over a 
period of time and easily traced to or rec­
onciled with source documentation. 

9-1004.3 Statistical Validity 

The contractor should demonstrate that 
a significant statistical relationship exists 
among the variables used in a parametric 
cost estimating relationship. There are sev­
eral statistical methods such as regression 
analysis that can be used to validate a cost 
estimating relationship; however, no single 
uniform test can be specified. Statistical 
testing may vary depending on an overall 
risk assessment and the unique nature of a 
contractor's parametric data base and the 
related estimating system. Proposal docu­
mentation should describe the statistical 
analysis performed and include the contrac-
tor's explanation of the CER's statistical 
validity. See Appendix E for information 
on techniques which may be used in the 
evaluation of the cost estimating relation­
ships. 

9-1004.4 Cost Prediction Results 

The contractor should demonstrate that 
the parametric cost estimating relationships 
used can predict costs with a reasonable 
degree of accuracy. As with the use of any 
estimating relationship derived from prior 
history, it is essential in the use of paramet­
ric CERs for the contractor to document 
that work being estimated is comparable to 
the prior work from which the parametric 
data base was developed. 

9-1004.5 System Monitoring 

The contractor should ensure that cost-
to-noncost parametric rates are periodi­
cally monitored in the same manner as 
cost-to-cost rates and factors. If a CER is 
validated and will only be used in a one­
time major new pricing application, rate 

DCAA Contract Audit Manual 



9-1005 
July 2004 991 

monitoring capability is not essential. 
However, if it is expected that the rates 
should be considered as an ongoing esti­
mating technique, CER monitoring is 
critical. The contractor should revalidate 
any CER whenever system monitoring 
discloses that the relationship has 
changed. 

9-1005 Areas for Special Consideration
in Parametric Cost Estimating 

9-1005.1 Parametric Estimating for
Change Orders 

Change order pricing using parametric 
cost estimating relationships may need to 
be considered in a different light than 
initial contract pricing actions. The con­
tractor may use cost estimating relation­
ships which are unique to change order 
proposals. In general, contractors do not 
segregate costs separately for individual 
change orders. Therefore, it is important 
that the contractor have a system in place 
to validate, verify, and monitor CERs 
unique to change orders. However, if the
CER was applicable to the basic contract
and change orders, the CER could be vali­
dated without cost segregation. 

9-1005.2 Forward Pricing Rate Agree­
ments 

a. Contractors may submit proposals 
for forward pricing rate agreements 
(FPRAs) or formula pricing agreements 
(FPAs) for parametric cost estimating 
relationships to reduce proposal documen­
tation efforts and enhance Government 
understanding and acceptance of the con-
tractor's system. Government and contrac­
tor time can be saved by including the 
contractor's most commonly used CERs in 
FPRAs or FPAs. (See FAR 15.407-3 and 
42.17 for basic criteria.) However, such 
an agreement is not a substitute for con­
tractor compliance at the time of submit­
ting a specific price proposal. FAR re­
quires that the contractor describe any
FPRAs in each specific pricing proposal 
to which the rates apply and identify the 
latest cost or pricing data already submit­
ted in accordance with the agreement. All 
data submitted in connection with the 

agreement is certified as being accurate, 
complete, and current at the time of agree­
ment on price on each pricing action the 
rates are used on, not at the time of nego­
tiation of the FPA or FPRA (FAR 15.407-
3(c)).

b. Key considerations in auditing
FPRA/FPA proposals for parametric CERs 
follow: 

(1) FPRAs/FPAs do not appear practi­
cable for CERs that are intended for use on 
only one or few proposals. 

(2) Comparability of the work being 
estimated to the parametric data base is 
critical. FPRA proposals for CERs must 
include documentation clearly describing 
circumstances when the rates should be 
used and the data used to estimate the rates 
must be clearly related to the circum­
stances. 

(3) Validation of all the parametric cri­
teria (see 9-1003 & 9-1004) is especially 
important if a single CER or family of 
CERs is to be used repetitively on a large 
number of proposals. 

9-1005.3 Subcontract Pricing Considera­
tions 

a. FAR 15.404-3(c) requires that when 
a contractor is required to submit certified 
cost or pricing data, the contractor will 
also submit to the Government accurate, 
complete, and current cost or pricing data 
from prospective subcontractors in sup­
port of each subcontract cost estimate that 
is: 

(1) $10,000,000 or more, 
(2) both more than the cost or pricing 

data threshold and more than 10 percent 
of the prime contractor's proposed price, 
or 

(3) considered to be necessary for ade­
quately pricing the prime contract.  

Use of parametric CERs does not re­
lieve a contractor of its responsibility to 
disclose planned subcontract procurements 
and the related subcontractor cost or pric­
ing data.

b. When proposed material costs are 
based on parametric estimates, the con­
tractor must demonstrate that the type of 
materials required for the proposal are the 
same as included in the CER data base. 
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The auditor should perform audit proce­
dures to determine if: 

(1) materials included in the CER data 
base are not estimated separately in the 
proposal, and

(2) adjustments have been made to the 
CER data base for those items which were 
previously manufactured in-house and now 
are being purchased. If the CER data base
has not been adjusted the contractor should 
provide a detailed cost estimate for pur­
chased materials. 

c. The contractor should explain any 
major differences between parametric esti­
mates of subcontract costs and the subcon-
tractor's quoted price and to provide the 
rationale for using the parametric estimate 
instead of the quote.

d. Consistency in subcontract cost esti­
mating must be maintained within the con-
tractor's estimating system. Any significant 
deviations from normal practices in the 
proposal must be identified and justified by 
the contractor. 

9-1005.4 Parametric Estimating Effi­
ciency 

a. A primary justification for using pa­
rametrics is reduced estimating and nego­
tiation costs. Contractors should perform a 
cost-benefit analysis before implementing 
an elaborate parametric estimating model. 
Their analysis should show that implemen­
tation and monitoring costs do not out­
weigh the benefit of reduced estimating 
costs. In many instances, new reporting 
systems may have to be developed to pro­
vide reliable noncost independent vari­
ables. In addition, the costs of CER valida­
tion and monitoring may be substantial. 

b. When the contractor's cost-benefit 
analysis indicates that the parametric sys­
tem implementation costs might outweigh 
the benefits of reduced estimating costs 
and/or increased estimating accuracy, the 
matter should be pursued for potential cost 
avoidance recommendations as discussed 
in 9-308. 

9-1005.5 Data Base Adjustment Consid­
erations 

a. One basic criterion (see 9-1004.4) is 
that the parametric data base be comparable 
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to work being estimated. However, a con­
tractor may have to adapt a partially compa­
rable data base to its cost history using a 
"calibration" factor. An example would be 
an adjustment to the data base to estimate the 
savings as a result of continuous improve­
ment initiatives such as TQM. The utiliza­
tion of complexity factors and/or adjust­
ments to modify contractor developed in­
house CERs is a valid technique. However,
the use of such factors or adjustments should 
be fully documented and disclosed. In addi­
tion, this approach increases the contractor's 
burden to document compliance with the 
other criteria. 

b. If a contractor does not support the
adjustment factors, the contracting officer 
should be promptly notified (see 9-1005.7). 
In addition, the auditor should determine if a 
qualified or adverse opinion is required (see 
9-211). The audit report should disclose the
costs associated with the unsupported fac­
tors. 

9-1005.6 Contract Administration Inter­
face 

a. Upon receipt of a request to audit a
price proposal, the auditor will coordinate 
with the Plant Representative/ACO to make 
arrangements for any needed technical re­
views of the proposal (see 4-103 and D­
100). Because of the special nature of cost-
to-noncost estimating relationships, and the 
possibility of limited cost history and added 
audit testing, complete coordination is espe­
cially important when parametric estimates 
are involved. 

b. While the auditor will address special 
areas of concern as requested by the PCO 
and/or the Plant Representative/ ACO, the 
audit scope will be established by the auditor 
in accordance with the auditing standards 
(see 9-103.3), unless the PCO requests that 
the auditor evaluate only part of a price pro­
posal (see 9-206 and 9-209). 

c. Auditors should be available, on re­
quest, to explain applicable price proposal 
criteria and identify any prospective audit 
concerns to both Government and contractor 
personnel. An example of such audit advice 
would be to identify operating reports or 
records that have not been previously used to 
forecast costs and would therefore require 
added contractor support and audit testing. 
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Such advance coordination will help avoid 
unnecessary contractor system development 
costs. 

9-1005.7 Reporting of Estimating Defi­
ciencies 

All proposal and estimating deficiencies 
found during the audit of parametric esti­
mating techniques should be immediately 
reported to the Plant Representative/ACO. 
These may include incorrect, incomplete, 
or noncurrent data and use of inappropriate 
estimating techniques. When a proposal 
evaluation discloses estimating system 
deficiencies, a separate report entitled "Es­
timating System Deficiency Disclosed dur­
ing Evaluation of Proposal No. XXX" will 
be issued immediately after the deficiency 
is found (see 9-310). 

9-1006 Estimating Standards 

9-1006.1 Distinction Between Estimating 
Standards and Parametric Cost Estimat­
ing 

a. In terms of historical evolution and 
sophistication, the terminology of estimat­
ing standards as covered in this paragraph
might be viewed as falling between tradi­
tional cost-to-cost estimating rates and 
factors and the more advanced types of 
parametric estimating systems (see 9­
1002). However, a contractor may elect to 
use any combination of these evaluating 
methods, perhaps in the same proposal. 

b. Estimating standards are normally 
developed through the use of motion-
time-measurement studies performed by 
industrial engineers. Parametrics, on the 
other hand, are developed by relating his­
torical costs to one or more noncost driv­
ers. While estimating standards usually 
represent cost-to-noncost relationships,
they have traditionally been limited to 
narrower or more discrete elements of 
estimated cost than may be the case in 
more complex parametric CERs. Also, the 
logic of the estimating relationship and 
the appropriateness of the mathematics in 
estimating standards will usually be read­
ily apparent. 

c. Estimating standards will not neces­
sarily require validation under the criteria 
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for parametric cost estimating relationships 
contained in 9-1003. Especially when such 
standards (e.g., hours/pound,
hours/drawing, hours/page) have been in 
place and accepted by Government person­
nel, the evaluation guidance in this para­
graph will likely be sufficient. 

9-1006.2 Use of Estimating Standards 

a. Estimating standards may be estab­
lished by relating engineering and/or pro­
duction costs (effort, time, and/or materi­
als) to specific characteristics of a product
such as composition, weight, size, or dura­
tion. This approach is designed to save 
estimating effort and has been used fre­
quently in estimating construction costs 
and costs of recurring job orders such as 
printing. Many contractors use the tech­
nique in shop-order budgeting and produc­
tion control. 

b. Estimating standards may be used to 
estimate the cost of a single material item 
required for the work, or the cost of a sin­
gle labor operation; for example, welding 
electrodes per ton of structural steel, press 
operations time per page, or guard-service 
costs per week. More complex, composite 
standards may be used to estimate costs of 
groups of components or broader classes of 
labor operations. 

c. Use of estimating standards may be 
appropriate in contract cost estimating 
situations when there is a close correlation 
between an amount of production cost and 
the related product or process characteris­
tic. The data sets being correlated must 
have been measured in a uniform manner. 
The cost data used should be verifiable by
reasonable means. The units of measure 
used for base characteristics should be uni­
form and readily identifiable; the quantity 
or value of a characteristic should be read­
ily determinable. Standards may be derived 
from industry-wide statistics but should be 
relevant and verifiable to the experience of 
the particular contractor using them. 

9-1006.3 Applicability to Price Proposals 

Traditionally, estimating standards have 
been used to estimate costs in lump sums, 
often including supervision, indirect costs,
and occasionally general and administra-
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tive expense. To comply with FAR 15.408, 
Table 15-2 and cost accounting standards, 
the contractor will normally have to factor 
the estimate to identify the costs by cost 
element or function. Alternatively, a pro­
posed cost based on an estimating standard 
might qualify for submission as an "other" 
cost element if the cost can be tracked as 
such and is a relatively minor part of the 
total proposal. 

9-1006.4 Audit Procedures 

a. Depending on materiality and risk of 
the costs estimated, the auditor should ex­
amine the development and application of 
estimating standards to determine whether 
their use is proper in the circumstances. 
Evaluate all cost and noncost data applica­
ble to each significant estimating standard 
and determine whether the data has been 
properly used in the computations. Assure 
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that the measurements and correlation are 
adequate for the purpose. Determine 
whether the basis for the standard (for ex­
ample, the product mix, production rates, 
and production methods) is sufficiently 
similar or comparable to that contemplated 
in the estimate at hand. 

b. When changes are contemplated in 
the design or production of an end item or 
the rate or method of production, the con-
tractor's adjustments of the estimating stan­
dards require special scrutiny. Review by 
Government technical specialists may be 
necessary in this situation. 

c. During audits of historical costs, suf-
ficient information may be readily avail­
able from which the auditor could develop 
estimating standards to use as one means of 
appraising recurring contractor estimates. 
However, this will not substitute for audit 
of cost estimates as submitted by the con­
tractor. 

9-1100 Section 11 --- Reserved 
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9-1200 Section 12 --- Forward Pricing Rate Agreements (FPRA) 

9-1201 Introduction 

a. It is DCAA policy that forward pric­
ing rate agreements (FPRAs) between the 
Government and contractors receive con­
sistent audit treatment. In consonance 
with this policy, this section presents au­
dit guidance covering the establishment 
and monitoring of FPRAs at contractor 
locations. 

b. The guidance presented herein is
intended to supplement the detailed guid­
ance presented in other parts of CAM, 
such as 9-700, on the audit of estimated 
rates. 

9-1202 Definitions and Background 

9-1202.1 FPRA 

An FPRA, as discussed in FAR 42.17, 
is a written agreement negotiated between 
a contractor and the Government regard­
ing certain rates and factors available 
during a specified period for pricing con­
tracts or contract modifications. Such 
rates and factors represent reasonable 
projections of specific costs that are not 
easily estimated for, identified with, or 
generated by, a specific contract, contract 
end item, or task. These projections may 
include rates for such things as: labor, 
indirect costs, material obsolescence and 
usage, spare parts provisioning, and mate­
rial handling. 

9-1202.2 Forward Pricing Rate Rec­
ommendation (FPRR) 

An FPRA, by definition, is a written 
agreement between the Government and 
its contractor. A contractor, however, may 
not always be willing to enter into an
FPRA because of frequently changing 
business conditions or other circum­
stances. If, under these circumstances, the 
Government still wishes to use some form 
of preestablished pricing rates, forward 
pricing rate recommendations can be uni­
laterally established by the ACO. Al­
though the establishment of an FPRR 
differs in some key respects from an 
FPRA, most of the audit guidance con­

tained within this section applies equally
to both types of rates. 

9-1202.3 Forward Pricing Factor 

A forward pricing factor is generally
represented as a percentage or ratio that is 
applied to an existing cost or estimate in 
order to arrive at another, usually related, 
cost determination or estimate. Scrap, for 
example, is typically estimated as a per­
centage of unit material costs and then 
added to the unit material costs to develop 
total unit material costs. Other typical 
forward pricing factors include escalation, 
labor fringes, and special tooling. 

9-1202.4 Formula Pricing Agreement 

a. A formula pricing agreement (FPA) 
is a written agreement between a DoD 
contracting office and a large volume 
contractor which sets forth a methodology 
that the contractor agrees to follow when 
pricing items covered by the FPA. It dif­
fers from an FPRA in that, once estab­
lished, the FPA may be used to determine 
the complete final price of individual or­
ders. A typical FPA, for example, may be 
established to cover and expedite the ac­
quisition of spares.

b. DCAA FAOs, as part of DoD's field 
pricing support team, are requested to audit 
both contractor FPA and FPRA submissions. 
All FPA and FPRA submissions must be 
prepared and supported with cost or pricing 
data that is current, accurate, and complete. 
Contractor certification to this effect is re­
quired at the time agreement is reached on 
the formula price and/or at the time of 
agreement on individual orders over 
$550,000 (see 9-1207). This difference 
aside, much of the audit guidance contained 
herein for FPRAs is also generally appli­
cable to the audit of an FPA. 

9-1203 FPRA Initiation, Application,
Use, and Expiration 

a. The establishment of an FPRA may 
be initiated by either the contractor, PCO, 
or ACO whenever it is determined that the 
benefits to be derived from such an agree-
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ment are commensurate with the effort of 
establishing and monitoring it. 

b. The Government normally enters into 
an FPRA with contractors having a signifi­
cant volume of pricing actions with the
Government. This avoids having to estab­
lish new rate estimates every time the con­
tractor bids on new work. In determining 
whether to establish an FPRA, it is the 
ACO's responsibility to consider whether 
sufficient benefit can be derived from such 
an agreement. 

c. Contracting officers will use FPRA 
rates as bases for pricing all contracts,
modifications, and other contractual actions 
to be performed during the period covered 
by the agreement, unless the ACO deter­
mines that changed conditions have invali­
dated part or all of the agreement. Any 
conditions affecting the agreement's valid­
ity will be promptly brought to the ACO's 
attention. 

d. FAR 42.1701(c) requires an FPRA to
include specific terms and conditions cov­
ering expiration, application, and data re­
quirements for systematic monitoring to 
assure the validity of rates. The agreement 
must also provide for cancellation at the 
option of either party and require the con­
tractor to submit to the ACO and to the 
cognizant contract auditor any significant 
change in cost or pricing data. 

9-1204 Rate Identification and Support 

Offerors are required in each price pro­
posal to specifically describe the FPRA, if 
any, to which the rates apply and to iden­
tify the latest cost or pricing data already
submitted in accordance with the agree­
ment. (See FAR 15.407-3(a) and the in­
structions in FAR 15.408, Table 15-2 I.G. 
for submitting a contract price proposal.) 
All data submitted in connection with the 
agreement, updated as necessary, form a 
part of the total data that the offeror certi­
fies to be accurate, complete, and current at 
the time of agreement on price for an initial 
contract or for a contract modification (see 
Certification, 9-1207). 

9-1205 Audit Scope 

a. The scope of an FPRA audit needs to 
be tailored to the individual contracting 
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circumstances. At a minimum, however, 
the auditor should: 

(1) Appropriately consider: 
(a) the materiality of bases, pools, and 

rates; 
(b) the results of prior DCAA audits 

and adequacy of contractor internal con­
trols; 

(c) the historical differences between 
the contractor's forecasted and actual rates; 

(d) changes in the contractor's organiza­
tion, operations, manufacturing processes 
and practices (see 14-800), business vol­
ume, and allocation bases;  

(e) the mix of Government and com­
mercial business and types of Government 
contracts; and 

(f) Board of Directors minutes for 
documentation of any major decisions af­
fecting the contractor's organization and 
operations.

(2) Determine that the contractor's: 
(a) estimating practices comply with 

disclosed cost accounting practices;
(b) projected business volume, alloca­

tion bases, and indirect costs are reasonable 
and in consonance with the contractor's 
internal plans;

(c) rate data are valid and correct; and 
(d) rate computations are mathemati­

cally correct. 
b. The rates covered by an FPRA, al­

though "preestablished" for periods of
general use on more than one proposal, 
are audited in much the same manner as 
the forward pricing rates applied in the 
audit of individual price proposals. Many 
of the steps for auditing forward pricing 
rate estimates are also similar to the steps 
for auditing historical costs and rates.
Therefore, prior to determining the FPRA 
audit scope, the auditor should become 
familiar with the CAM guidance covering 
the audit of both forward pricing rates 
(see 9-700 for indirect costs and 9-500 for 
direct labor) and historical cost rates (see
6-600 for indirect costs and 6-400 for 
direct labor). 

9-1206 Evaluation 

a. Budget Evaluation Compatibility. 
Rate forecasting procedures are closely tied 
to the contractor's budgeting procedures.
Therefore, auditors should evaluate the 
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budgeting procedures and related practices 
to: 

(1) ascertain that, in the aggregate, the 
data upon which the judgments are made 
are sound and consider all available and 
relevant contractor data, and 

(2) determine whether the data support­
ing the proposed rates are compatible with 
company budgets and agree with the gen­
eral conditions, standards, staffing factors,
and other criteria used for planning and
budgetary purposes. Further guidance on 
the evaluation of contractor budgets and 
how it relates to an FPRA audit is provided 
in 5-500. 

b. Estimating System Audits and Defi­
ciencies. In evaluating an FPRA submis­
sion, the auditor should be familiar with: 

(1) DCAA's guidance on estimating 
methods and system audits in 9-309 and 5­
1200, 

(2) the details of the contractor's esti-
mating system, and  

(3) the disclosures from the latest 
DCAA or joint estimating system audit.  
At a minimum, the auditor should perform 
a thorough review of the permanent file 
for outstanding estimating system defi­
ciencies. Contractor estimating deficien­
cies disclosed as a result of system audits 
or audits of individual pricing actions can 
also apply to the contractor's FPRA esti­
mates. Similarly, estimating deficiencies 
disclosed during an FPRA evaluation can 
also apply to the audit of individual pric­
ing actions. If an outstanding deficiency
exists that has an impact on the FPRA 
evaluation or one is disclosed by the 
evaluation, then the auditor should adopt 
one of the reporting alternatives presented
in 5-1213 and incorporate the deficiency
accordingly into the FPRA evaluation 
report. 

c. Comparison to Billing Rates. Be­
cause of the large degree of interdepend­
ence between billing rates and forward 
pricing rates for the current contractor fis­
cal year (CCFY), the auditor should expect 
both types of rates for the CCFY to be the 
same. It is therefore important for the audi­
tor evaluating an FPRA submission with 
CCFY rates to carefully compare these 
rates and supporting data with the most 
recent billing rates and supporting data for 
the CCFY. Any significant differences 
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between the rates must be fully explained 
and supported by the contractor. If the 
auditor determines that billing rates should 
be revised, the contractor should be re­
quested to submit a new billing rate pro­
posal. If the contractor refuses to submit a 
more current billing rate proposal the pro­
cedures in 6-705 are applicable (also see 9­
1207, 6-706.1, and FAR 42.073-2 for fur­
ther guidance).

d. Impact of Individual Pricing Ac­
tions 

(1) Each pricing action needs to be 
initially evaluated to determine whether 
its impact upon the existing FPRA sig­
nificantly changes the conditions upon
which the FPRA was negotiated. FAR 15-
407-3(b) requires that such changes be
reported to the ACO. In assessing the 
changed conditions, the auditor should 
consider: 

(a) the type of contract contemplated, 
(b) the dollar significance of the pric-

ing action,
(c) whether the performance period of 

the proposed contract action is signifi­
cantly different from the period to which 
the rate agreement applies, and  

(d) any new data or other information 
that may raise a question as to the accept­
ability of the rates. 

(2) The auditor should also be alert to 
any pricing action which does not accu­
rately reflect the agreed-upon rates, in­
corporates the correct rates from an FPRA 
which has subsequently been declared 
invalid, or appears to seek preferential
pricing rates (see FAR 15.407-3(b)
/DFARS 215.407-3. 

e. Allocation Methods and Activity
Bases 

(1) General. Even though a contractor 
has well-established and regularly ac­
cepted procedures for formulating and 
applying FPRAs, the auditor needs to 
periodically perform an in-depth analysis 
to determine whether these procedures
and the proposed allocation methods and 
activity bases are still equitable. Guidance 
for making this determination is provided 
in 6-600, Chapter 8, and 9-700.

(2) CAS. The Cost Accounting Stan-
dards (Chapter 8) play a significant role 
in the development of rates and factors. 
Therefore, when evaluating an FPRA 
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submission, the auditor should review the 
permanent file for any outstanding CAS 
problems relating to the rates, and other­
wise assess the current proposal for com­
pliance with CAS.

(3) Rate Structure. Rate structure de­
scribes the number and types of rates estab­
lished for a given set of conditions. It also 
determines how costs are to be allocated 
and the overall equity of the allocation. 
Contractors are required to use the same 
rate structure for forward pricing purposes 
as they do for historical costing purposes. 
Should a contractor employ a different 
structure for estimating its costs, the audi­
tor needs to determine whether the contrac­
tor is changing its accounting system. If so, 
has the contractor submitted: 

(a) a cost impact statement and  
(b) a revised disclosure statement as 

required by FAR 52.230-6 and 3 of the 
CAS administration clause (see 9-704.3 
and 8-303.3).

(4) Rate Period. The auditor needs to 
determine that the rates used for forward 
pricing purposes are appropriate for the 
contemplated period of contract perform­
ance (see 9-704.2).

(a) Indirect Cost Rate Periods. The rate 
period for indirect cost rate estimates 
should generally coincide with the contrac-
tor's fiscal year period or the historical rate 
period established for the allocation of the 
indirect cost. Except for those situations 
explained in 8-406.1, an indirect cost rate
period should not be computed for a period 
longer than one year. In certain circum­
stances, however, it may be more equitable 
for contract costing purposes to use a 
shorter indirect cost rate period than the 
contractor's normal fiscal year. These cir­
cumstances are explained in 6-605. 

(b) Labor Rate and Factor Periods. 
The period for determining forward pric­
ing factors and labor rates will also usu­
ally coincide with the contractor's fiscal 
year or historical rate period. The appli­
cability of the period, however, must be 
examined for each pricing action. This is 
to determine whether the contemplated 
contractual requirements parallel the con­
ditions that were contemplated in the de­
velopment of the rates and factors, or 
whether conditions are present which 
indicate that the rate periods should be 

modified. The audit report should contain 
appropriate comments whenever the 
evaluation of forward pricing rates and 
factors discloses that the estimated rate 
periods are unreasonable for the work to 
be performed. See 9-500 and 9-600 for 
further guidance, including the conditions 
under which forward pricing factors and 
labor rates should be modified. 

(5) Forecasted Bases and Expenses.
Auditors must use the knowledge and data 
that they obtain from audits of contractors' 
budgeting and estimating systems as the 
basis for determining the validity of the 
contractor's estimates of base and expense 
pool amounts. In addition, the auditor 
should evaluate the information available 
from cognizant Government acquisition
and contract administration officials, as 
well as from outside sources. At a mini­
mum, the auditor needs to verify that the 
forecasted allocation bases and estimated 
pool costs:

(a) are compatible with the contractor's 
current business volume estimates and de­
veloped in accordance with the latest man­
agement plans and  

(b) appropriately consider the procure­
ment requirements and limitations of the 
individual buying offices.  
(See 6-700 and 9-700 for further guidance 
on the evaluation of forecasted bases and 
expenses.)

f. Assist Audits. Corporate and other 
organizational allocations can have a sub­
stantial impact on forward pricing rates. 
Therefore, assist audit planning should be 
coordinated with the involved DCAA audit 
offices to ensure timely receipt of feeder 
reports. The planning should be geared to 
the contractor's budget cycle. Requests for 
assist audits of allocated costs or rates 
should not wait until the receipt of a con-
tractor's FPRA proposal. (Also see 9-
104.5(b).) 

g. Use of Technical Specialist. The
auditor should refer to the detailed proce­
dures in Appendix D and throughout Chap­
ter 9 for guidance:

(1) in making decisions about whether 
technical specialist assistance is needed,

(2) identifying what type of technical 
specialist is needed,

(3) deciding upon the best source for 
the technical assistance, 
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(4) achieving good communications 
with the technical specialist, and

(5) reporting on the uses of technical 
specialists or the impact of their nonavail­
ability. 

9-1207 Certification 

Contractors seeking to enter into a 
FPRA are required by FAR 42.1701(b) to 
provide the ACO with a proposal that 
includes cost or pricing data that are accu­
rate, complete, and current as of the date 
of submission. No Certificate of Current 
Cost or Pricing Data is required, however, 
upon reaching a negotiated settlement on 
the FPRA (or other advance agreement). 
This is because the rates in the FPRA are 
covered by the certificates that are exe­
cuted when the individual contracts and 
contract modifications are negotiated.
That is, when an FPRA or other advance 
agreement is used in partial support of a 
later contractual action that requires a
certificate, the price proposal certificate 
shall cover: 

(1) the data originally supplied to sup­
port the FPRA or other advance agree­
ment and  

(2) all data required to update the price
proposal to the time of agreement on con­
tract price (see FAR 15.407-3 and FAR
15.408, Table 15-2 ). 

9-1208 Monitoring FPRAs 

Primary responsibility for updating rates 
rests with the contractor, and ACO staff 
members often assume most of the Govern-
ment's responsibility for monitoring FPRAs. 
Notwithstanding this, the rates should also 
be audited periodically by the auditor to 
assure they are reasonably accurate. When 
appropriate, the auditor should: 

a. Ensure that the rates are analyzed on 
a periodic basis by comparing the actual 
rates with the agreed-to rates. To avoid 
performing duplicate work, coordinate 
with the contractor and ACO and deter­
mine if they are tracking and analyzing 
rates. If the contractor is not tracking and 
analyzing rates, the auditor should rec­
ommend to the ACO that the contractor 
perform this effort as a condition of the 
FPRA. 
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b. Compare new outputs from the con-
tractor's budgetary system against the con-
tractor's actual expenditure patterns for the 
CFY and against the budgeted amounts 
initially provided to support the FPRA. 

c. Inform the ACO of any significant 
variances disclosed from monitoring the 
FPRA rates. When unfavorable trends or 
patterns begin to surface, perform the audit 
steps necessary to verify the patterns, and 
report your findings to the ACO along with 
the recommendation that the contractor be 
requested to submit a revised FPRA pro­
posal. If, on the basis of the facts at hand, 
the ACO does not agree that revised rates 
are warranted, inform the FAO Manager 
for possible elevation of the issue(s), and 
consider performing more detailed audit 
steps to further support your position. Also 
see 9-1209 on reporting. 

9-1209 Reporting on an FPRA 

a. Report writing guidance in 10-200 
and the report format presented in shell 
report 23000rpt.doc should be used for 
reporting the findings of FPRA evalua­
tions. 

b. While the establishment of an FPRA 
can be initiated by either the contractor, 
PCO, or ACO, the ACO is responsible
for: 

(1) obtaining all new or updated sub­
missions from the contractor (FAR
41.1701) and for

(2) processing the requests for DCAA 
audit when field pricing support is avail­
able (FAR 15.404-2 ). 

c. The auditor is obligated to promptly 
report to the ACO any conditions which 
may affect the validity of an existing
FPRA. Although oral notification and dis­
cussion of the conditions may be initially 
appropriate in some circumstances, such 
notification should be followed up by a 
letter or report when the notification is 
expected to be pursued. If, the ACO deter­
mines that the condition has invalidated the 
agreement, the ACO should provide notifi­
cation of this fact to all interested parties 
and initiate revision of the agreement (see 
FAR 42.1701(c and d)).

d. Should the FPRA audit disclose a 
contractor estimating system deficiency
which has not been previously reported, the 
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auditor should report the deficiency using 
the guidance in 10-413 and should ensure 
that the deficiency is appropriately incor­
porated into the FPRA evaluation report. 

9-1210 Auditor Involvement at FPRA 
Negotiation Conferences 

FAR 42.1701(b) requires the ACO to 
invite the cognizant contract auditor to
participate in developing a Government 
objective and to participate in the negotia­
tions of the FPRA. Upon completing the 
negotiations, the ACO should prepare a 
price negotiation memorandum (PNM) and 
forward copies of the PNM and FPRA to
the cognizant auditor, as well as to all con­
tracting offices that are known to be af­
fected by the FPRA. See 15-400 for further 
guidance on auditor support at negotia­
tions. 

July 2004 

9-1211 Requirement for Postaward 
Audit After Revision to an FPRA 

Forward pricing rates reflect the con-
tractor's best judgments of what future ex­
penses will be. The cost or pricing data
supporting these judgments must be accu­
rate, complete, and current as certified by 
the contractor when individual contracts 
are negotiated (see Certification above). To 
support their certifications, contractors 
must ensure continual surveillance of the 
cost or pricing data supporting the FPRA 
rates. Whenever the auditor has an indica­
tion 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. 
(See 14-100 for detailed guidance.) 
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9-1300 Section 13 --- Should-Cost Team Reviews 

9-1301 Introduction 

A should-cost team review, as discussed 
in FAR 15.407-4 /DFARS 215.407-4 , is a 
method of contract pricing that employs an 
integrated team of Government procure­
ment, contract administration, contract 
audit, and engineering representatives to
conduct a coordinated, in-depth cost analy­
sis at the contractor's plant. 

9-1302 Nature and Purpose of Team
Reviews 

a. A should cost review is performed to: 
(1) identify uneconomical or inefficient 

practices in the contractor's management 
and operations and to quantify the findings 
in terms of their impact on cost, and  

(2) develop a realistic price objective 
which reflects reasonably achievable 
economies and efficiencies. 

b. A should-cost team review represents 
a rigorous and detailed onsite proposal
evaluation. It is a specialized approach to 
the establishment of a fair and reasonable 
price based on what a contract (normally a 
major production contract) should cost in 
the environment and under the conditions 
predicted for contract performance. 

9-1303 Types of Should-Cost Reviews 

a. The two types of should-cost reviews 
are: 

(1) program should-cost and  
(2) overhead should-cost. These should­

cost reviews may be performed together or 
independently. 

b. A program should-cost review is 
used to evaluate significant direct costs, 
such as material, labor and associated indi­
rect cost. An overhead should-cost review 
is used to evaluate indirect costs. It is nor­
mally used to evaluate a Forward Pricing 
Rate Agreement (FPRA) with a contractor. 

9-1304 Criteria for Performing Should-
Cost Reviews 

a. The decision on whether to perform a 
program should-cost analysis is made by
the contracting officer. Considerations in 

deciding to conduct a program should-cost 
review are in FAR 15.407-4(b)(2). Further, 
DFARS 215.407-4 (b) states that should­
cost analyses shall be performed prior to 
the award of definitive major systems con­
tracts in excess of $100 million when all of 
several conditions identified therein are 
met. Waiver of the should-cost requirement 
is made at a high level in accordance with 
Military Service procedures. 

b. The decision to conduct an overhead 
should-cost review is made by either 
DCMA or the military department respon­
sible for performing contract administra­
tion functions. These reviews should be 
conducted when the criteria in FAR 
15.407-4(c)(2) and DFARS 215.407-4(c)
are met. The head of the contracting activ­
ity may request an overhead should-cost 
review for a business unit which does not 
meet the criteria. 

9-1305 Team Makeup and 
Responsibilities 

a. The should-cost review team (see
Figure 9-13-1) normally consists of a team 
leader, a deputy team leader, a DCAA rep­
resentative, an operations and administra­
tion officer, and three subteams: technical, 
management, and pricing. The Military 
Department establishing the team review 
will usually assign its own personnel as 
chiefs of the management, technical, and 
pricing subteams. Each subteam is com­
prised of contract administration and/or
procurement office personnel responsible 
for the performance of specific functions. 

b. After considering the results of 
DCAA operations audits, the technical 
subteam is responsible for the review and 
evaluation of a contractor's engineering, 
production, inspection, testing, and quality 
assurance systems. The technical subteam 
can also be expected to evaluate the techni­
cal aspects of proposed direct labor hours 
and material requirements. The manage­
ment subteam evaluates the contractor's 
overall management approach and organ­
izational structure and their impact on the 
estimated costs and proposed price. The 
pricing subteam obtains Government field 
pricing support on subcontractor and intra-
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company price proposals and/or cost esti­
mates (see 9-104 and 9-105) and develops 
the Government's negotiation position. 

c. As illustrated in Figure 9-13-1, the 
DCAA representative participates in the 
should-cost team review in an independent 
advisory capacity reporting directly to the 
team leader. Technical direction during the 
review will be provided by the auditor's 
supervisor. 

9-1306 Processing Requests for Team
Participation 

a. DCAA will be responsive to re-
quests received from Military Department 
procurement offices for contract audit 
participation in should-cost team reviews. 
Requests may either be processed through 
DCAA Headquarters or received directly
by FAOs. Requests on reviews estab­
lished by the Army are covered by a 
memorandum of understanding which is 
consistent with the guidance contained in 
this section. 

b. When notified of a pending should­
cost team review, the FAO manager, in 
conjunction with the regional audit man­
ager, will assign a DCAA representative to
the team. Selection criteria will include 
technical expertise, ability to establish and 
coordinate responsibilities of assigned per­
sonnel, and communication skills. 

9-1307 Reserved 

9-1308 Role of the Assigned Contract
Auditor 

The role of the assigned DCAA auditor 
in a should-cost team review is essentially 
the same as in a regular audit of a price 
proposal, as covered in other sections of 
this chapter. Specific DCAA responsibili­
ties and functions as part of these team 
reviews are highlighted below. 

9-1308.1 DCAA Audit of Contractor's 
Proposal 

The contract auditor will perform a 
comprehensive audit of the contractor's 
proposal in accordance with other sec­
tions of this chapter. The auditor has pri­
mary responsibility to evaluate and report 

on all financial/cost aspects of a contrac-
tor's proposal and to determine the scope 
of audit. This responsibility includes but 
is not limited to an evaluation of the fol­
lowing: 

a. Direct labor hours. (This aspect of the 
review includes application of improve­
ment curves and may be accomplished in 
conjunction with efforts of the technical 
subteam.) 

b. Direct labor rates. 
c. Indirect cost rates. 
d. Direct material pricing. 
e. Labor and material usage factors (for 

example, labor standards realization and 
scrap). 

f. Make-or-buy decisions. 
g. Major subcontract costs (to include 

an evaluation of whether the prime contrac­
tor is properly discharging its responsibility
for the review of subcontractor proposals).

h. Estimating methods and proce­
dures. 

i. Adequacy of the cost accounting sys­
tem for the proposed contract. 

9-1308.2 DCAA Coordination with Sub­
teams 

The contract auditor and members of 
the subteams may in some cases have re­
lated and overlapping responsibilities in 
some review areas. To avoid duplication, 
efforts of the auditor and the subteams 
should be carefully coordinated. 

9-1308.3 Communication of Contract 
Audit Results 

a. The contract auditor will promptly 
advise the should-cost review team leader 
of significant findings during the audit, and 
discuss interim findings fully with other 
team members as requested by the team 
leader or as needed to further coordinate 
the overall team effort. 

b. Report on any operations audit per­
formed during the should-cost review in 
accordance with 10-400. 

c. Overall results of the contract audit 
work on the should-cost team review will 
be provided to the team leader through a 
formal audit report prepared in accor­
dance with 10-300. The team leader and 
auditor should agree on an audit report 
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due date at the start of the review. The 
due date must provide enough time for a 
complete audit of the proposal and auditor 
quantification of findings developed by 
the subteams. 

9-1308.4 DCAA Assistance After Report
Issuance 

a. The contract auditor will provide 
contract audit assistance to the should-cost 
review team leader as needed after issuance 
of the audit report. An example of this type 
of effort is the audit of contractor proposal
revisions, consistent with FAR 15.404-2(c).
The DCAA representative will not, how­
ever, develop recommended Government 
"fallback" positions since inclusion of this 
type of recommendation in our audit re­
ports or audit advice may compromise the 
Agency's independence and contravene the 
advisory nature of audit services. While 
necessary post-audit assistance may be 
extensive, it is not anticipated to be con­
tinuous in most cases. 

b. The auditor will attend negotiation 
and other conferences if requested by the 
team leader or other procurement official. 
Since the responsibilities and functions of 
the auditor assigned in a should-cost team
review are essentially the same as in a 
regular audit of a price proposal, the audi-
tor's attendance at negotiation conferences 
will be governed by 15-400. Normally, 
the auditor should attend only those por­
tions of the negotiation conference im­
pacted directly by the audit. 

9-1308.5 Establishing Appropriate Re­
sponsibilities and Functions 

a. The DCAA representative should
ensure that DCAA audit efforts and other 
functions on the team are consistent with 
the responsibilities of the contract auditor 
as stated in the DCAA charter (1-1S1). 
Early coordination of team responsibili­
ties should provide an operating guide and
checklist for the procurement office, team 
leader, and individual team members to 
use in defining and performing assigned 
functions. After the initial planning meet­
ings with the other should-cost team
members, the FAO should provide written 
confirmation to the team leader of the 
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responsibilities of DCAA during the 
should-cost review. In addition, the FAO 
should maintain close and effective coor­
dination with the team leader during the 
review to ensure DCAA responsibilities
and the timing for accomplishing these 
responsibilities are properly communi­
cated to those involved. 

b. During planning meetings, ensure 
that the team leader has a clear understand­
ing of DCAA's role. It should be made 
clear that DCAA will not abrogate its re­
sponsibilities for proposal audit or perform 
extensive clerical or other nonaudit tasks 
for the team. 

c. If inappropriately proposed func­
tional assignments cannot be promptly 
resolved with the team leader, or if another 
Government agency intends to perform
DCAA responsibilities, the FAO should 
immediately notify the regional office and 
Headquarters, ATTN: PPD.

d. At the conclusion of providing the
requested audit services, the FAO is ex­
pected to issue an audit report following 
the general guidance contained in 10-200. 

9-1309 Use of DCAA Operations Audits
by the Should-Cost Review Team 

a. The assigned DCAA auditor will
furnish the should-cost review team 
leader a listing of the FAO's recently 
completed operations audits and any re­
lated information requested. The team 
leader can use this information in deter­
mining the scope of the should-cost re­
view and assigning specific responsibili­
ties to the subteams. 

b. Recommendations contained in 
DCAA operations audit reports which are
not yet implemented by the contractor 
should be quantified by the auditor and 
included in the audit report to reflect the 
impact on the proposal being audited. In 
this manner, the results of DCAA's audits 
of the contractor's operations will help the 
should-cost review team to estimate what 
the proposed contract should cost the 
Government under efficient and economi­
cal conditions. 

c. If the team leader decides that sup­
plemental economy/efficiency audits are 
required as part of the should-cost review 
in areas of DCAA interest, DCAA will be 
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given the first opportunity to perform op­
erations audits in those areas. The FAO 

not assign sufficient staffing to complete 
the audits in time to meet the should-cost 

should perform all such audits unless the 
FAO and regional office are unable to se­
cure necessary technical assistance, or can­

review schedule. 
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Figure 9-13-1
Should-Cost Review Team Organization Chart 
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9-1400 Section 14 --- Audit of Proposals for Flexible Progress Payment Rates 

9-1401 Introduction and Background 

a. This section provides guidance on the
use of the DoD Cash Flow Computer 
Model (CASH) for computing customary 
flexible progress payment rates. 

b. Effective February 23, 1999, the 
Director Defense Procurement issued a 
final rule amending the DFARS to remove 
references to the flexible progress pay­
ments method of contract financing. Prior 
to issuance of the final rule, the DFARS 
coverage did not permit the use of flexible 
progress payments for contracts awarded 
as a result of solicitations issued on or 
after November 11, 1993. Consequently, 
most active contracts containing the flexi­
ble progress payment clause should be 
near completion. Thus, the number and 
scope of flexible progress payment audits 
should be limited. 

9-1402 Timing and Scope of Flexible
Progress Payment Audit 

a. The auditor should only initiate flexi­
ble progress payment audits when there is 
concern that the contractor will not com­
plete the contract, or there are other cir­
cumstances that justify performing a flexi­
ble progress payment audit. Requests from
the ACO to perform flexible progress pay­
ment audits should be acknowledged in
accordance with 4-103. The request should 
be discussed with the ACO to obtain spe­
cific understanding of the customer’s 
needs. The results of the discussions should 
be included in the acknowledgement. 

b. Additional considerations in estab­
lishing the audit scope are the auditor’s 
professional judgment and prior experience 
with the contractor. 

9-1403 DoD Cash Flow Computer 
Models and Guidance 

a. The DoD Cash Flow Computer 
Model is a computer program that provides 
contracting officers with a means to deter­
mine flexible progress payment rates. This 
model takes into account key cash flow 
factors, such as contract cost profile, deliv­
ery schedules, subcontractor progress pay­

ments, liquidation rates, and payment and 
reimbursement cycles.  

b. The DoD documents referenced in c. 
and d. below are available to all auditors 
through DCAA's Intranet under the self­
extracting file CASHDOC.EXE. 

c. Guidance concerning flexible pro­
gress payments is contained in the DoD 
Cash Flow Computer Model Users Guide, 
Revision 1, dated February 1, 1983. The 
guide was issued by the DoD Contract Fi­
nance Committee and was last updated in 
1985. The guide provides illustrations of 
input and output, examples of float and lag 
computations, definitions of relevant terms. 
If you do not have a copy of the guide, you 
can request a copy from the Technical 
Support Branch (Memphis, TN) by sending 
an e-mail to DCAA-OTST@dcaa.mil. 

d. Supplemental guidance to the DoD 
Cash Flow Computer Model Users Guide 
was provided by the Under Secretary Of 
Defense, Acquisition in two separate July 
1, 1991 memorandums signed by the Di­
rector, Defense Procurement. 

(1) DoD "Acquisition DP/CPF" memo­
randum includes guidance on progress
payment lag time, material payment float, 
start up costs, cost statement date, and loss 
contracts. The document is available from 
the Technical Support Branch.

(2) DoD "Acquisition DP(DARS)"
memorandum topics include customary 
progress payment rates and progress pay­
ment rate change implementation instruc­
tions. The document is available from the 
Technical Support Branch. 

9-1404 Reports 

The audit report should be prepared 
and addressed to the contracting officer 
who requested the audit. If the audit was 
initiated by the auditor, the report should 
be addressed to the Government represen­
tative responsible for review of the con-
tractor's requests for flexible progress
payments. In all cases where he or she is 
not the addressee, the ACO should be 
furnished a copy of the report. The con­
tent of the report should conform to 10­
1200. 
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