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June 7, 2019 

Via Email to casb@omb.eop.gov 

Office of Federal Procurement Policy 
Attn: Mr. Raymond Wong 
725 17th Street NW 
Washington, DC 20503 

Re: CASB Staff Discussion Paper on Conformance of the Cost 
Accounting Standards to Generally Accepted Accounting Principles 
(CASB Case 2019–01), 84 Fed. Reg. 9143 (March 13, 2019) 

Dear Mr. Wong, 

On behalf of the American Bar Association (“ABA”) Section of Public 
Contract Law (“Section”), I am submitting comments on the staff discussion 
paper cited above.  The Section consists of attorneys and associated professionals 
in private practice, industry, and government service.1  The Section’s governing 
Council and substantive committees include members representing these three 
segments to ensure that all points of view are considered.  By presenting their 
consensus view, the Section seeks to improve the process of public contracting 
for needed supplies, services, and public works. 

The Section is authorized to submit comments on acquisition regulations 
under special authority granted by the ABA’s Board of Governors.  The views 
expressed herein are presented on behalf of the Section.  They have not been 
approved by the House of Delegates or the Board of Governors of the ABA and, 
therefore, should not be construed as representing the position of the ABA.2 

1 Kara M. Sacilotto, Section Chair, Mary Ellen Coster Williams, Section Delegate to the ABA 
House of Delegates, and Scott Flesch, Marian Blank Horn, and Kristine Kassekert, members of 
the Section’s Council, did not participate in the Section’s consideration of these comments and 
abstained from the voting to approve and send this letter. 
2 This letter is available in pdf format at 
http://www.americanbar.org/groups/public_contract_law/resources/prior_section_comments.ht
ml under the topic “Accounting, Cost and Pricing.” 
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I. INTRODUCTION

On March 13, 2019, the Office of Management and Budget (“OMB”) issued a Staff 
Discussion Paper prepared by the Cost Accounting Standards Board (“CASB” or “Board”) to 
invite public comment concerning the conformance of the Cost Accounting Standards (“CAS”) to 
Generally Accepted Accounting Principles (“GAAP”).  The National Defense Authorization Act 
for Fiscal Year 2017 (Pub. L. No. 114-328, 130 Stat. 2273) amended 41 U.S.C. § 1501(c)(2) to 
require the Board to review CAS and conform them, where practicable, to GAAP.  In addition, the 
amended 41 U.S.C. § 1502(e) requires the Board to submit an annual report to the Congressional 
defense committees, the House Committee on Oversight and Government Reform,3 and the Senate 
Committee on Homeland Security and Governmental Affairs describing the actions taken during 
the prior year to conform CAS with GAAP and to minimize the burden on contractors while 
protecting the interests of the Government.   

The Section applauds the Board for thoughtfully undertaking the effort to conform CAS to 
GAAP.  But the Section is concerned that the CASB’s detailed line-by-line analysis of each 
Standard relative to GAAP will not accomplish what Congress intended:  to minimize the burden 
on contractors to the extent practicable.4   

II. COMMENTS

A. Summary

We urge the CASB to revisit its charge from Congress in a broader sense.  When 
established, GAAP did not fully address the measurement, assignment, and allocation of costs, 
which prompted creation of the CAS.  Since that time, GAAP has evolved considerably.  To the 
extent that GAAP now meets the CASB’s primary objective of achieving cost-accounting 
uniformity and consistency, and reflects no preference for contractors or the Government, certain 
CAS can and should be eliminated—even where GAAP and CAS currently differ.   

The government procurement environment has changed significantly since the CASB 
promulgated the Standards in the 1970s.  In recent years, Congress has emphasized that 
unnecessary and burdensome government-unique rules discourage commercial companies from 
selling to the Government, thus limiting the Government’s access to products and services that it 
needs.  The Section accordingly encourages the CASB to approach conformance of CAS to GAAP 
with the objective of reducing government-unique rules unless necessary to protect the 
Government’s interest.  

In this regard, the CASB should interpret the term “practicable” (as used by Congress in 
Section 820 of the FY17 NDAA) in a broad sense.  Rather than requiring clear reasons to eliminate 
any CAS before proposing to do so, the CASB should instead be looking for clear reasons to keep 
each Standard.  So long as CAS is maintained, detailed differences between CAS and GAAP will 
continue to create barriers to commercial participation in government procurement.  Although 

3 Now the Committee on Oversight and Reform. 
4 See § B.2.b, infra, for additional discussion. 
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these detailed differences may indeed create different accounting outcomes, if GAAP 
accomplishes the CASB’s primary objective of uniformity and consistency, without unduly 
advantaging either contracting party, then the corresponding Standard should be eliminated.  
Additionally, the Section encourages the CASB to approach the phrase “protecting the 
government’s interests” within the scope of its authority: to achieve uniformity and consistency in 
cost accounting evenhandedly.   

Regarding the term “practicable” used in the NDAA, the Section is concerned that the 
CASB’s approach may be more in line with the term “practical.”  The Section acknowledges it 
may be “practical” to eliminate or conform CAS only when there is strong evidence that GAAP is 
substantially the same as CAS, whereas it is “practicable” to keep or conform CAS only when 
there is strong evidence that GAAP will not achieve the CASB’s primary objectives of uniformity 
and consistency. 

The Section appreciates the CASB’s initial attempt to conform CAS 408 and 409 and we 
agree that these two Standards are ripe for conformance.  However, because they are substantially 
similar to current GAAP and not a source of controversy, the Section urges the CASB to refocus 
its efforts on two recent GAAP changes (lease accounting and revenue) that could create acute, 
near-term challenges for contractors.  The Section believes that if the CASB addresses lease 
accounting and revenue, then it can make immediate and impactful progress toward conforming 
CAS and GAAP, minimize burden on contractors, and protect the interests of the Government. 

The Section also believes the CASB can make rapid, significant progress toward achieving 
Congress’s objectives by endorsing implementation of the Section 809 Panel’s recommendation 
no. 30.  This particular recommendation, contained in Section 4 of the June 2018 Report Volume 
2, calls for Congress to, among other things, significantly increase the CAS applicability 
thresholds.5  As the Section 809 Panel researched and explained, doing so will meaningfully reduce 
the number of CAS-covered contracts and, thus, the number of contractors that must comply with 
CAS.  Although CAS-GAAP conformance is an important undertaking, it appears likely to achieve 
smaller incremental reductions in compliance burdens relative to the Section 809 Panel’s 
recommendations for attracting more commercial companies to the government marketplace.   

Finally, the Section urges the Board to avoid changes to CAS and implementing regulations 
that may extend CAS administration to GAAP.  Such an outcome would reduce the benefits of 
eliminating Standards by adding new burdens not contemplated by Congress.  The Government 
does not need to expand CAS into enforcing GAAP because costs inconsistent with GAAP are 
unallowable by rule, which provides a method for the Government to ensure contractors comply 
with the relevant GAAP requirements.  See FAR 31.201-2(a)(3).  And CAS already provides for 
consistent cost estimating, accounting, and reporting (via CAS 401) regardless of whether cost 
accounting practices are governed by CAS or GAAP. 

 

                                                 
5 The report is available here: https://section809panel.org/wp-content/uploads/2019/01/Sec809Panel_Vol2-
Report_JUN2018_012319.pdf. 
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B. The Government Contracting Environment and GAAP has Changed 

1. Historical Environment 

The 1970s marked a notable decline of the domestic industrial era.  Information technology 
was nascent.  Government contract spending was mostly defense-related and primarily for 
products (not services) from relatively few large industrial companies.  These products tended to 
be government-unique items developed with government funding.  Non-competitive firm-fixed 
price contracts were prevalent, which were negotiated using cost-based pricing.  

The Department of Defense, particularly Navy Vice Admiral Hyman Rickover, testified 
before Congress about the lack of uniformity and consistency in contractor cost accounting, which 
frustrated the Department’s ability to negotiate fair and reasonable contract prices.  Congress 
chartered the then-named General Accounting Office (“GAO”) to study the feasibility of “cost 
accounting standards.”  Because GAAP did not sufficiently address uniformity and consistency of 
cost accounting, and because the GAO’s study suggested that cost accounting standards were both 
necessary and feasible, in 1970 Congress created the CASB and charged it with developing cost 
accounting standards applicable to defense contractors.  The focus of the CASB, when evaluating 
the need for CAS, was on achieving a reasonable degree of cost accounting uniformity and 
consistency in: 

 The measurement of costs 
 The assignment of costs to cost accounting periods 
 The allocation of costs to contracts 

2. Current Practices 

Over the past 40 years, the economy transitioned into the information 
technology/knowledge era.  Although the Government still acquires industrial products, 
information technologies and knowledge-based services have become the focus of government 
procurement.  The commercial marketplace rapidly develops new technologies, primarily at 
private expense.  Service contracting has become highly competitive, and the Government 
negotiates comparatively fewer service-contract prices based on costs.  Long-term traditional 
contract types (i.e., firm-fixed price, cost-type) have in many cases transformed into shorter-term 
hybrid and IDIQ contracts (with option periods) that provide for task orders or line-items of 
varying types.   

The commercial marketplace has become the engine of innovation.  Both Congress and the 
Section 809 Panel have amplified the importance of government access to this market.  However, 
the Government’s industrial-era procurement rules remain in effect and can deter commercial 
companies from participating in government procurements, which limits both competition and the 
Government’s access to knowledge and technologies.   

GAAP has also evolved since the 1970s, especially in measuring costs and assigning them to 
accounting periods.  Although the CASB’s original objectives remain relevant in the current 
market environment, the CAS themselves have remained relatively unchanged, and certain CAS 
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are no longer necessary to achieve cost accounting uniformity and consistency given developments 
in GAAP.   

Although the nature of government contracting has evolved since the 1970s, the prevalence 
of cost-type contracting (to Congress’s dissatisfaction) supports the continuing need for reliable 
and consistent contract cost accounting.  But because GAAP now addresses cost measurement and 
assignment, fewer government-unique rules are needed to accomplish that consistency and 
reliability.  

C. Guiding Principles 

The Section generally agrees with the CASB’s Guiding Principles for CAS-GAAP 
conformance but encourages the CASB to revisit its philosophical approach to the term 
“practicable” and phrase “protect the interests of the government.”  The Congressional record 
provides guidance in this regard, as detailed below.  

With respect to the phrase “protect the interests of the government,” the Section is 
concerned that the CASB may be interpreting it too broadly.  In the context of CAS, consistent 
with the CASB’s Statement of Objectives, Policies, and Concepts, “protecting the interests of the 
government” means achieving uniformity and consistency in cost accounting, without bias or 
prejudice to either contracting party.  Any other interpretation of that phrase is a policy matter for 
each government agency and outside the CASB’s scope, in the Section’s reading. 

D. Conformance of CAS to GAAP 

1. FY 17 NDAA 

The Section is concerned that the CASB may interpret the statutory language regarding 
CAS to GAAP conformance more narrowly than Congress intended.  The Section notes that 
several passages from the FY17 NDAA committee and conference reports indicate Congress’s 
desire for the CASB to act to reduce burdensome, government-unique rules: 

The committee is concerned that the current cost accounting standards favor 
incumbent defense contractors and limit competition by serving as a barrier to 
participation by non-traditional, small business, and commercial contractors.  To 
level the competitive playing field to access new sources of innovation it is in the 
government’s interest to adopt more commercial ways of contracting, accounting, 
and oversight.  The provision requires that cost accounting standards developed 
shall to the maximum extent practicable align with Generally Accepted Cost 
Accounting Principles, thereby minimizing the requirement for government-
unique cost accounting systems.6 

* * * 

                                                 
6 Senate Armed Services Committee Report, Section 811 (emphasis added). 
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The provision also requires that cost accounting standards developed shall to the 
maximum extent practicable align with Generally Accepted Accounting 
Principles (GAAP), thereby minimizing the requirement for government-unique 
cost accounting systems. 7 

* * * 

Additional language, though specific to the provisions addressing the CASB, further 
reflects the spirit of Congress to reduce the burden of government-unique rules: 

The committee is frustrated by the continuous dependence of the Department of 
Defense on the use of cost type contracts.  While there are some circumstances 
where cost-type contracts may be appropriate, the Department has over the years 
expanded the use of these types of contracts as a forcing mechanism to achieve 
absolute certainty in visibility over contractor costs.  While this visibility has 
enabled the Department the ability to achieve some narrow cost reductions on 
certain contracts, it has come at the cost of reduced competition and innovation.  
The effect of the overuse of cost-type contracts is the narrowing of the industrial 
base as commercial firms make a choice not to invest in the unique accounting 
and financial systems necessary to compete for a cost contract.  This expensive 
barrier to entry has resulted in a smaller pool of defense unique companies 
that can comply with government unique requirements necessary to execute a 
cost contract.  Commercial companies that choose not to invest in expensive 
government unique accounting systems are effectively precluded from doing 
business with the Department when DOD chooses to use cost contracts.  This 
provision, in combination with the preference for fixed-price contracts in a separate 
section of this Act, is designed to limit the use of cost contracts in the future and 
focus the Department on achieving greater value and innovation through accessing 
commercial, non-traditional, and small business contractors that are nimble enough 
to operate in a fixed-price environment.8 

In light of Congress’s expressed views, the Section urges the CASB to eliminate Standards 
where GAAP provides for uniformity and consistency in the measurement of costs and assignment 
of costs to accounting periods, and shows neither bias nor prejudice to either contracting party.   

2. Conformance Alternatives 

a.   The Section’s recommended alternative 

To the extent GAAP provides for uniformity and consistency, the CASB should remove 
CAS related to the same area of cost even if doing so produces a transitory cost impact.  The 

                                                 
7 Conference Report, Section 820 (emphasis added). 
8 Conference Report, Section 826 (emphasis added).   
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Section urges the CASB to focus on this alternative in light of the GAAP developments and views 
of Congress described above. 

Any cost impact associated with eliminating CAS is a separate matter addressable with a 
fair and equitable transition plan similar to when contractors initially adopted Standards as they 
became effective.  The Section encourages the CASB to weigh the long-term benefits of fewer 
government-unique rules relative to the short-term transitory consequences of eliminating 
particular Standards.  Congress has expressed that eliminating government-unique rules will be 
beneficial in the long term.  The Section encourages the CASB to adopt that sense of Congress 
except when compelling evidence suggests otherwise. 

The Section believes that this approach will protect the Government’s interests through the 
uniformity and consistency provided by GAAP and, in Congress’s view, by removing unnecessary 
barriers to entry and reducing government-unique burdens on commercial business.  We note that 
FAR 31.201-2, Determining Allowability, will still apply, thereby requiring contractor compliance 
with GAAP.  Moreover, the Section supports retaining CAS 401 to protect the Government’s 
interests as it relates to the CAS objectives of uniformity and consistency (i.e., any cost accounting 
practice, whether covered by CAS or GAAP, is subject to the consistency requirements of CAS 
401).   

b.   Other alternatives 

(1) To the extent GAAP aligns with CAS, keeping CAS 
unchanged 

The Section believes that this option falls short of  Congress’s directions.  Because certain 
CAS and GAAP can overlap in substantial part, CAS may for some contractors add limited 
accounting burdens (i.e., certain CAS do not currently require contractors to maintain both GAAP 
and CAS accounting methods).  But even in these cases, other burdens remain such as CAS-
specific audits and the duplication of GAAP and CAS reviews by external auditors (not to mention 
the possibility of disagreement between contractors’ external and government auditors).  The 
burdens of CAS administration also remain, which the Section believes are among the most 
significant barriers to entry for commercial companies. 

(2) To the extent GAAP aligns with CAS, conform CAS to 
GAAP  

The Section has assessed this as the least desirable option given Congress’s directions, yet 
it appears this is the CASB’s current direction.  This alternative would either: 

 Align CAS and GAAP entirely, rendering CAS duplicative yet no less burdensome, or 
 Eliminate certain elements of CAS that align with GAAP, but retain certain unique 

aspects of CAS that do not align with GAAP. 

Both of these alternatives require a detailed line-by-line analysis that the CASB seems to 
be undertaking.  The result of either will be, in the Section’s view, short of what Congress desires.  
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Such a review will also require a significant investment of dedicated time and resources, which 
may be difficult to justify given the many competing priorities for both contractor and government 
resources.   

The Section is concerned that pursuing this alternative will not relieve the burden of 
government-unique rules on commercial companies.  Rather it will make the rules more nuanced 
and detailed, without conforming CAS to GAAP to the maximum extent practicable as directed by 
Congress   

E. CAS-GAAP Conformance Roadmap 

The Section generally agrees with CASB’s categorization of the Standards relative to their 
ripeness for conformance to GAAP:   

 Regarding Category 1 (CAS 404, 407, 408, 409, 411, 415, 416), the Section encourages 
the CASB to eliminate all of these Standards, to the maximum extent practicable, unless 
clear, compelling, and significant evidence exists to either keep or conform them.   

 Regarding Category 2 (CAS 403, 410, 418, 420), the Section agrees that GAAP 
generally does not address cost allocation to contracts and, thus, conformance of these 
Standards is not yet practicable.  

 Regarding Category 3 (CAS 412, 413, 414, 417), the Section encourages the CASB to 
evaluate CAS-GAAP conformance as it relates to the measurement and assignment of 
pension costs (i.e., CAS 412, 413).  Although the measurement and assignment of costs 
differs between CAS and GAAP, GAAP has evolved to provide a greater degree of 
uniformity and consistency since the 1970s.  The Section agrees that CAS 414 and 417 
are necessarily unique to government contracting unless the Government, as a matter 
of procurement policy, decides to make interest an allowable contract cost. 

 Finally, regarding Category 4 (CAS 401, 402, 405, 406), the Section generally agrees 
that GAAP does not address the cost accounting concepts in CAS 401, 402, and 405.  
However, the Section encourages the CASB to consider reassigning CAS 406 to 
Category 1 because GAAP provides for the determination of accounting periods.  

F. Applicability of CAS clauses to GAAP compliance 

The Section encourages the CASB not to extend CAS administration rules to GAAP 
compliance.  These regulations currently do not apply to GAAP compliance.    

If the CASB eliminates certain Standards where GAAP provides sufficient uniformity and 
consistency, then the CAS administration rules would no longer apply to those areas.  Congress’s 
statutory direction for this exercise did not contemplate expanding the Government’s CAS 
administration burden or the Government’s access to contractor records.  The FAR cost principles 
and CAS 401 will sufficiently protect the government’s interest without the added layer of CAS 
administration.   

10
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III. CONCLUSION 

The Section encourages the CASB to align its activities with Congress’s desire to reduce 
government-unique regulatory burdens on, and eliminate barriers to entry for, commercial 
companies.  While CAS-GAAP conformance is an important task, it will not produce immediate 
beneficial results like those available by implementing the Section 809 Panel recommendation no. 
30.  Because increasing the CAS applicability thresholds would greatly reduce the number of 
commercial companies that must comply with CAS, CAS-GAAP conformance becomes less 
critical.  For those companies that must still comply with CAS after increasing the applicability 
thresholds, the CASB should next address the emerging CAS-GAAP issues concerning leases and 
revenue.  The CASB can take these actions without waiting for further direction from Congress. 

When undertaking CAS-GAAP conformance, the Section encourages the CASB to 
eliminate CAS where GAAP now addresses uniformity and consistency (even if CAS and GAAP 
do not closely align) so long as GAAP shows neither bias nor prejudice to either contracting party.  
Implementation plans can adequately address any transient cost impacts associated with adopting 
GAAP for contract costing purposes (a required change).  In addition to FAR 31.201-2, which 
requires compliance with GAAP, future changes in GAAP necessitating cost accounting changes 
will be covered by CAS 401, which the Section agrees should be retained.  Finally, the CASB 
should avoid using the CAS administration regime as a GAAP-enforcement mechanism. The CAS 
administration rules, beyond those invoked by CAS 401, do not currently, and should not in the 
future, apply to GAAP compliance.   

The Section appreciates the opportunity to comment and would be happy to provide any 
further information or insights that your office might require.  

Sincerely, 

 

Linda Maramba 
Chair-Elect, Section of Public Contract Law 

cc: 
Susan Warshaw Ebner 
Jennifer L. Dauer 
Annejanette Heckman Pickens 
Council Members, Section of Public Contract Law 
Chairs and Vice Chairs,  
Craig Smith 
Samantha S. Lee 

i d b
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CAS 408 Requirements Comparison with GAAP 

CAS 408 Requirement GAAP Requirement Queries 

CAS 408-40 Fundamental 
Requirement 

(a) The costs of compensated 
personable absence shall be 
assigned to the cost accounting 
period or periods in which the 
entitlement was earned. 

ASC 710-10-25-2 A liability for amounts to 
be paid as a result of employees’ rights to 
compensated absences shall be accrued, 
considering anticipated forfeitures, in the 
year in which earned…Furthermore, the 
definition of a liability does not limit an 
employer’s liability for compensated 
absences solely to rights to compensation for 
those absences that eventually vest.  The 
definition also encompasses a constructive 
obligation for reasonably estimable 
compensation for past services that, based on 
the employer’s past practices, probably shall 
be paid and can be reasonably estimated. 
ASC 710-10-25-1 An employer shall accrue 
a liability for employees’ compensation for 
future absences is all of the following 
conditions are met: 

a. The employer’s obligation relating 
to employees’ rights to receive 
compensation for future absences is 
attributable to employees’ services 
already rendered. 

b. The obligation relates to rights that 
vest or accumulate.  Vested rights 
are those for which the employer has 
an obligation to make payment even 
if an employee terminated; thus, they 
are not contingent on an employee’s 
future service.  Accumulate means 

“Entitlement” is defined in CAS 408-
30(a)(2) – an employee’s right, whether 
conditional or unconditional, to receive 
a determinable amount of compensated 
personal absence, or pay in lieu thereof. 

CAS requires the cost to be accrued in 
the year that an employee becomes 
entitled to payment.  GAAP requires an 
employee to have rights, either vested or 
accumulated, to the compensated 
absences, less those anticipated to be 
forfeited, to be recorded in the year 
earned. 

QUERY: Are these equivalent 
requirements? 

QUERY: If these are not equivalent 
would FAR 31.201-5 – Credits further 
mitigate the risk to the Government? 
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CAS 408 Requirement GAAP Requirement Queries 

that earned but unused rights to 
compensated absences may be 
carried forward to one or more 
periods subsequent to that in which 
they are earned, even though there 
may be a limit to the amount that can 
be carried forward. 

c. Payment of the compensation is 
probable. 

d. The amount can be reasonably 
estimated. 

(b) The costs of compensated 
personal absence for an entire 
cost accounting period shall be 
allocated pro-rata on an annual 
basis among the final cost 
objectives of that period. 

. 
No equivalent content for allocation. 

QUERY: Do other CAS for cost 
allocation address this? 

CAS 408-50 Techniques for 
Application 

(a) Determinations.  Each plan or 
custom for compensated 
personal absence shall be 
considered separately in 
determining when entitlement is 
earned. If a plan or custom is 
changed or a new plan or custom 
is adopted, then a new 
determination shall be made 
beginning with the first cost 
accounting period to which such 
new or changed plan or custom 
applies. 

ASC 710-10-25-3, Individual facts and 
circumstances must be considered in 
determining when nonvesting rights to 
compensated personal absences are earned 
by services rendered.  The requirement to 
accrue a liability for nonvesting rights to 
compensated absences depends on whether 
the unused rights expire at the end of the 
year in which earned or accumulate and are 
carried forward to succeeding years, thereby 
increasing the benefits that would otherwise 
be available in those later years.  If the rights 
expire, a liability for future absences shall 
not be accrued at year-end because the 
benefits to be paid in subsequent years 
would not be attributable to employee 

In order to apply the GAAP, each 
compensated absence plan (e.g., 
vacation time, sick time, military leave) 
would need to be evaluated separately. 

QUERY: Are these CAS and GAAP 
requirements equivalent? 
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services rendered in prior years.  (Jury duty 
and military active leave benefits generally 
do not accumulate if unused and, unless they 
accumulate, a liability for those benefits 
shall not be accrued at year-end.)  On the 
other hand, if unused rights do accumulate 
and increase the benefits otherwise available 
in subsequent years, a liability shall be 
accrued at year-end to the extent that it is 
probable that employees will be paid in 
subsequent years for the increased benefits 
attributable to the accumulated rights and the 
amount can be reasonably estimated. 

(b) Measurement of entitlement. (1) 
For purposes of compliance with 
9904.408-40(a), compensated 
personal absence is earned at the 
same time and in the same 
amount as the employer becomes 
liable to compensate the 
employee for such absence if the 
employer terminates the 
employee’s employment for lack 
of work or other reasons not 
involving disciplinary action, in 
accordance with a plan or 
custom of the employer. Where a 
new employee must complete a 
probationary period before the 
employer becomes liable, the 
employer may nonetheless treat 
such service as creating 
entitlement in any computations 
required by this Standard, 

ASC 710-10-25-1 An employer shall accrue 
a liability for employees’ compensation for 
future absences if all of the following 
conditions are met: 

a. The employer’s obligation relating 
to employees’ rights to receive 
compensation for future absences is 
attributable to employees’ services 
already rendered. 

b. The obligation relates to rights that 
vest or accumulate.  Vested rights 
are those for which the employer has 
an obligation to make payment even 
if an employee terminates; thus, they 
are not contingent on an employee’s 
future service.  Accumulate means 
that earned but unused rights to 
compensated absences may be 
carried forward to one or more 
periods subsequent to that in which 
they are earned, even though there 

CAS limits recording cost in the year 
earned to employees’ being entitled to 
payment if terminated.  The 
corresponding concept in GAAP is 
“vested rights”.  CAS also allows, 
however, recognition of costs in the 
year earned even when an employee 
must complete a probationary period, so 
long as this practice is followed 
consistently. 

QUERY: Is this extension of 
entitlement in CAS similar to GAAP’s 
requirements to recognize the costs in 
the year earned when payment is 
probable? 

QUERY: Do CAS and GAAP align cost 
recognition in the year which the 
employee services were performed upon 
which the benefit was earned, as long as 
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provided that he does so 
consistently. 

may be a limit to the amount that can 
be carried forward. 

c. Payment of the compensation is 
probable. 

d. The amount can be reasonably 
estimated. 

ASC 710-10-25-2  A liability for 
amounts to be paid as a result of 
employees’ rights to compensated 
absences shall be accrued, considering 
anticipated forfeitures, in the year in 
which earned.  For example, if new 
employees receive vested rights to two-
weeks’ paid vacation at the beginning of 
their second year of employment with no 
pro rata payment in the event of 
termination during the first year, the 
two-weeks’ vacation shall be considered 
to be earned by work performed in the 
first year and an accrual for vacation pay 
shall be required for new employees 
during their first year of service, 
allowing for estimated forfeitures due to 
turnover. 
ASC 710-10-15-3  The requirement to 
accrue a liability for nonvesting rights to 
compensated absences depends on 
whether the unused rights expire at the 
end of the year in which earned or 
accumulate and are carried forward to 
succeeding years, thereby increasing the 
benefits that would otherwise be 
available in those later years.  If the 
rights expire, a liability for future 
absences shall not be accrued at year-end 

future payment has reasonable 
certainty?  

QUERY: Do CAS and GAAP avoid 
cost recognition in the current year of 
benefits paid in the current year that 
were earned in the prior year? 

GAAP provides for cost recognition in 
the year earned of “accumulated rights”, 
meaning earned benefits that may be 
carried forward to future periods 
although not paid if an employee is 
terminated.  GAAP also requires 
anticipated forfeitures to be considered 
when determining the accrual amount. 

QUERY: Are these GAAP requirements 
together materially equivalent to those 
in CAS? 
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because the benefits to be paid in 
subsequent years would not be 
attributable to employee services 
rendered in prior years.  (Jury duty and 
military leave benefits generally do not 
accumulate if unused and, unless they 
accumulate, a liability for those benefits 
shall not be accrued at year-end.)  On the 
other hand, if unused rights do 
accumulate and increase the benefits 
otherwise available in subsequent years, 
a liability shall be accrued at year-end to 
the extent that it is probable that 
employees will be paid in subsequent 
years for the increased benefits 
attributable to the accumulated rights; 
and the amount can be reasonably 
estimated. 

(b)(2) Where a plan or custom 
provides for entitlement to be 
determined as of the first 
calendar day or the first 
business day of a cost 
accounting period based on 
service in the preceding cost 
accounting period, the 
entitlement shall be considered 
to have been earned, and the 
employer’s liability to have 
arisen, as of the close of the 
preceding cost accounting 
period. 

ASC 710-10-25-2  A liability for amounts to 
be paid as a result of employees’ rights to 
compensated absences shall be accrued, 
considering anticipated forfeitures, in the 
year in which earned.  For example, if new 
employees receive vested rights to two-
weeks’ paid vacation at the beginning of 
their second year of employment with no pro 
rata payment in the event of termination 
during the first year, the two-weeks’ 
vacation shall be considered to be earned by 
work performed in the first year and an 
accrual for vacation pay shall be required for 
new employees during their first year of 
service, allowing for estimated forfeitures 
due to turnover. 

QUERY: Are these requirements 
equivalent? 
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(b)(3) In the absence of a No explicit language is in ASC 710-10-
determinable liability, in ASC 710-10-25-1, An employer shall accrue 25-1 for absence of a liability.  For 
accordance with paragraph a liability for employees’ compensation for GAAP, however, no accrual would be 
(b)(1) of this subsection, future absences if all of the following recorded when the conditions for a 
compensated personal absence conditions are met… liability are not met and the cost would 
will be considered to be earned be recorded in the period in which it is 
only in the cost accounting paid.   
period in which it is paid. 

QUERY: Does this result in equivalent 
treatment for both CAS and GAAP? 

(c) Determination of employer’s 
liability.  In computing the cost 
of compensated personal 
absence, the computation shall 
give effect to the employer’s 
liability in accordance with the 
following paragraphs. 

(c)(1) The estimated liability shall 
include all earned entitlement 
to compensated personal 
absence which exists at the 
time the liability is determined, 
in accordance with paragraph 
(b) of this subsection. 

See ASC 710-10-25-1, ASC 710-10-25-2 
and ASC 710-10-25-3 above 

QUERY: Do CAS and GAAP require 
equivalent treatment, notwithstanding 
the discussion of GAAP recognition of 
“accumulated rights” versus CAS 
entitlement shown in comments of CAS 
408-50(b)(1)? 

(c)(2) The estimated liability shall be 
reduced to allow for 
anticipated nonutilization, if 
material. 

ASC 710-10-25-2 A liability for amounts to 
be paid as a result of employees’ rights to 
compensated absences shall be accrued, 
considering anticipated forfeitures, in the 
year in which earned. 

QUERY: Do CAS and GAAP require 
equivalent treatment? 

(c)(3) The liability shall be 
estimated consistently either in 
terms of current or of 
anticipated wage rates. 
Estimates may be made with 
respect to individual 

No explicit language in GAAP to use current or 
anticipated wage rates. 

QUERY: Are liabilities under GAAP 
recorded based on current wage rates? 
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employees, but such individual 
estimates shall not be required 
if he total cost with respect to 
all employees in the plan can 
be estimated with reasonable 
accuracy by the use of sample 
data, experience or other 
appropriate means. 

(d) Adjustments. (1) The estimate of See ASC 710-10-25-1 and ASC 710-10-25-2 QUERY: Does the GAAP requirement to 
the employer’s liability for above. record accrued personal absence cost in the 
compensated personal absence at year earned achieve the equivalent concept 

the beginning of the first cost of this CAS requirement? 

accounting period for which a 
contractor must comply with this 
standard shall be based on the 
contractor’s plan or custom 
applicable to that period, 
notwithstanding that some part of 

QUERY: That is, if a contractor became 
CAS covered, would the personal absence 
costs from prior years already have been 
recognized as cost and not be chargeable to 
government contracts in the current period? 

that liability has not previously 
been recognized for contract 
costing purposes.   Any excess of 
the amount of the liability as 
determined in accordance with 
paragraph (c) of this subsection 
over the corresponding amount of 
the liability as determined in 
accordance with the contactor’s 
previous practice shall be held in 
suspense and accounted for as 
described in subparagraph (d)(3) of 
this subsection. 
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(d)(2) If a plan or custom is changed or 
a new plan or custom is adopted, 
and the new determination made in 
accordance with paragraph (a) of 
this subsection results in an 
increase in the estimate of the 
employer’s liability for 
compensated personal absence at 
the beginning of the first cost 
accounting period for which the 
new plan is effective over the 
estimate made in accordance with 
the contractor’s prior practice, then 
the amount of such increase shall 
be held in suspense and accounted 
for as described in paragraph (d)(3) 
of this subsection. 

See ASC 710-10-25-1, ASC 710-10-25-2, and 
ASC 710-10-25-3 above. 

QUERY: Based on experience, are plan 
changes prospective and recognized 
beginning in the first period to which the 
change applies, or are plan changes 
retroactive to earlier cost accounting 
periods? 

QUERY: For GAAP, when would the 
accrual for the new plan or changes to an 
existing plan be recorded? 

(d)(3) At the close of each cost 
accounting period, the amount held 
in suspense shall be reduced by the 
excess of the amount held in 
suspense at the beginning of the 
cost accounting period over the 
employer’s liability (as estimated 
in accordance with paragraph (c) 
of this subsection) at the end of 
that cost accounting period.  The 
cost of compensated personal 
absence assigned to that cost 
accounting period shall be 

No corresponding content in GAAP QUERY: Based on experience, are plan 
changes prospective and recognized 
beginning in the first period to which the 
change applies, or are plan changes 
retroactive to earlier cost accounting 
periods? 
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increased by the amount of the 
excess. 

(e) Allocations.   Except where the use 
of a longer or shorter period is 
permitted by the provisions of the 
Cost Accounting Standard on Cost 
Accounting Period (9904.406), the 
cost of compensated personal 
absence shall be allocated to cost 
objectives on a pro-rata basis which 
reflects the total of such costs and 
the total of the allocation base for 
the entire cost accounting period. 
However, this provision shall not 
preclude revisions to an allocation 
rate during a cost accounting period 
based on revised estimates of period 
totals. 

No corresponding content in GAAP QUERY: Would CAS 406 address this gap? 
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CAS 409 Requirement GAAP Requirement Queries 

CAS 409-40 Fundamental 
Requirement 

(a) The depreciable cost of a tangible 
capital asset (or group of assets) shall 
be assigned to cost accounting 
periods in accordance with the 
following criteria: 

ASC 360-10-35-4 The cost of a productive 
facility is one of the costs of the services it 
renders during its useful economic life. 
Generally accepted accounting principles 
(GAAP) require that this cost be spread 
over the expected useful life of the facility 
in such a way as to allocate it as equitably 
as possible to the periods during which 
services are obtained from the use of the 
facility.  This procedure is known as 
depreciation accounting, a system of 
accounting which aims to distribute the cost 
or other basic value of tangible capital 
assets, less salvage (if any), over the 
estimated useful life of the unit (which may 
be a group of assets) in a systematic and 
rational manner. 

QUERY: Are these equivalent concepts 
for recognizing the cost of a capital 
asset, or group of assets, over a number 
of accounting periods? 

(1) The depreciable cost of a 
tangible capital asset shall be 
its capitalized cost less its 
estimated residual value. 

ASC 360-10-35-4 - This procedure is 
known as depreciation accounting, a system 
of accounting which aims to distribute the 
cost or other basic value of tangible capital 
assets, less salvage (if any), over the 
estimated useful life of the unit (which may 
be a group of assets) in a systematic and 
rational manner. 

QUERY: Are these concepts of residual 
value and salvage value equivalent? 

(2) The estimated service life of 
a tangible capital asset (or 
group of assets) shall be used 

ASC 360-10-35-4 - Generally accepted 
accounting principles (GAAP) require that 
this cost be spread over the expected useful 

QUERY: Are these concepts of 
estimated service life and useful life 
equivalent? 
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to determine the cost 
accounting periods to which 
the depreciable cost will be 
assigned. 

life of the facility in such a way as to 
allocate it as equitably as possible to the 
periods during which services are obtained 
from the use of the facility. 

(3) The method of depreciation 
selected for assigning the 
depreciable cost of a tangible 
capital asset (or group of 
assets) to the cost accounting 
periods representing its 
estimated service life shall 
reflect the pattern of 
consumption of services over 
the life of the asset. 

ASC 360-10-35-4 –above 
ASC 360-10-35-7 – The declining-balance 
method is an example of one of the methods 
that meet the requirements of being 
systematic and rational. If the expected 
productivity or revenue earning power of 
the asset is relatively greater during the 
earlier years of its life, or maintenance 
charges tend to increase during later years, 
the declining-balance method may provide 
the most satisfactory allocation of cost. That 
conclusion also applies to other methods, 
including the sum -of- the-years'-digits 
method that produces substantially similar 
results. 

QUERY: Are the selection criteria in 
CAS and GAAP of matching the pattern 
of asset consumption to the method of 
depreciation equivalent? 

(4) The gain or loss which is 
recognized upon disposition 
of a tangible capital asset 
shall be assigned to the cost 
accounting period in which 
the disposition occurs. 

ASC 360-10-40-5 A gain or loss not 
previously recognized that results from the 
sale of a long-lived asset (disposal group) 
shall be recognized at the date of sale. 

QUERY: Are the CAS and GAAP 
requirements for recognition of a gain or 
loss on disposition in the period in which 
it occurs equivalent? 

In addition, FAR 31.205-16(a) requires 
that – Gains and losses from the sale, 
retirement, or other disposition (but see 
31.205-19) of depreciable property shall 
be included in the year in which they 
occur as credits or charges to the cost 
grouping(s) in which the depreciation or 
amortization applicable to those assets 
was included (but see paragraph (f) of 
this [FAR] subsection). 
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(b) The annual depreciation cost of a 
tangible capital asset (or group of 
assets) shall be allocated to cost 
objectives for which it provides 
service in accordance with the 
following criteria: 

No corresponding content in GAAP. 

(1) Depreciation cost may be 
charged directly to cost 
objectives only if such 
charges are made on the 
basis of usage and only if 
depreciation costs of all like 
assets used for similar 
purposes are charged in the 
same manner. 

No corresponding content in GAAP. QUERY; Are there requirements in 
other CAS that address this? 

For example, CAS 402-40 – All costs 
incurred for the same purpose, in like 
circumstances, are either direct costs 
only or indirect costs only with respect 
to final cost objectives. 

In addition, CAS 418 specifically 
addresses the allocation of direct and 
indirect costs. 

(2) Where tangible capital assets 
are part of, or function as, an 
organizational unit whose 
costs are charged to other 
cost objectives based on 
measurement of the services 
provided by the 
organizational unit, the 
depreciation cost of such 
assets shall be included as 
part of the cost of the 
organizational unit. 

No corresponding content in GAAP. QUERY: Do requirements in other CAS 
address this? 

For example, CAS 418-40(c) – Pooled costs 
shall be allocated to cost objectives in 
reasonable proportion to the beneficial or 
causal relationship of the pooled costs to 
cost objectives as follows: 
(1) If a material amount of the costs included 
in a cost pool are costs of management or 
supervision of activities involving direct 
labor or direct material costs, resource 
consumption cannot be specifically 
identified with cost objectives. In that 
circumstance, a base shall be used which is 
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representative of the activity being managed 
or supervised. 
(2) If the cost pool does not contain a 

material amount of the costs of management 
or supervision of activities involving direct 
labor or direct material costs, resource 
consumption can be specifically identified 
with cost objectives. The pooled cost shall 
be allocated based on the specific 
identifiability of resource consumption with 
cost objectives by means of one of the 
following allocation bases: 

(i) A resource consumption measure, 
(ii) An output measure, or 

(iii) A surrogate that is representative of 
resources consumed. 

There is related content in FAR as well. 
FAR 31.203(b) –After direct costs have 
been determined and charged directly to 
the contract or other work, indirect costs 
are those remaining to be allocated to 
intermediate or two or more final cost 
objectives. No final cost objective shall 
have allocated to it as an indirect cost 
any cost, if other costs incurred for the 
same purpose, in like circumstances, 
have been included as a direct cost of 
that or any other final cost objective. 

FAR 31.203(c) – The contractor shall 
accumulate indirect costs by logical cost 
groupings with due consideration of the 
reasons for incurring such costs. The 
contractor shall determine each grouping 
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so as to permit use of an allocation base 
that is common to all cost objectives to 
which the grouping is to be allocated. 
The base selected shall allocate the 
grouping on the basis of the benefits 
accruing to intermediate and final cost 
objectives. When substantially the same 
results can be achieved through less 
precise methods, the number and 
composition of cost groupings should be 
governed by practical considerations and 
should not unduly complicate the 
allocation. 

(3) Depreciation costs which are 
not allocated in accordance 
with paragraph (b) (1) or (2) 
of this subsection, shall be 
included in appropriate 
indirect cost pools. 

No corresponding content in GAAP. QUERY: Do requirements in other CAS 
address this? CAS 418 and FAR 31.203 
(b) & (c) – see above. 

(4) The gain or loss which is 
recognized upon disposition 
of a tangible capital asset, 
where material in amount, 
shall be allocated in the same 
manner as the depreciation 
cost of the asset has been or 
would have been allocated 
for the cost accounting 
period in which the 
disposition occurs. Where 
such gain or loss is not 
material, the amount may be 
included in an appropriate 
indirect cost pool. 

No corresponding content in GAAP. Typically the gain or loss on disposition 
of an asset is recorded in the same cost 
pool as the depreciation cost would have 
been.  This would be consistent with the 
requirements of CAS 418 (see above). 

In addition see FAR 31.205-16(a) – 
Gains and losses from the sale, 
retirement, or other disposition (but see 
31.205-19) of depreciable property shall 
be included in the year in which they 
occur as credits or charges to the cost 
grouping(s) in which the depreciation or 
amortization applicable to those assets 
was included (but see paragraph (f) of 
this [FAR] subsection). 
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CAS 409-50 Techniques for 
application 
(a) Determination of the appropriate ASC 360-10-35-3 Depreciation expense in the The determination of depreciation amounts 
depreciation charges involves estimates both financial statements for an asset shall be for both CAS and GAAP include the 
of service life and of the likely pattern of determined based on an asset’s useful life. elements of service life (useful life) of the 

consumption of services in the cost ASC 360-10-35-4 The cost of a productive asset and a methodology that results in 

accounting periods included in such life. In 
selecting service life estimates and in 
selecting depreciation methods, many of the 
same physical and economic factors should 
be considered. The following are among the 
factors which may be taken into account: 

facility is one of the costs of the services it 
renders during its useful economic life. 
Generally accepted accounting principles 
(GAAP) require that this cost be spread over the 
expected useful life of the facility in such a way 
as to allocate it as equitably as possible to the 
periods during which services are obtained from 

recognition of the cost in the periods during 
which the asset provides services and in a 
pattern reflective of the relative productivity 
of the asset. 

QUERY: Are these equivalent? 

Quantity and quality of expected output, and the use of the facility. This procedure is known In addition, FAR 2.101(b) – “Depreciation” 
the timing thereof; costs of repair and as depreciation accounting, a system of means a charge to current operations that 
maintenance, and the timing thereof; standby accounting which aims to distribute the cost or distributes the cost of a tangible capital asset, 
or incidental use and the timing thereof; and other basic value of tangible capital assets, less less estimated residual value, over the 
technical or economic obsolescence of the salvage (if any), over the estimated useful life estimated useful life of the asset in a 
asset (or group of assets), or of the product or of the unit (which may be a group of assets) in a systematic and logical manner. It does not 

service it is involved in producing. systematic and rational manner. 
ASC 360-10-35-33 The service potential of a 
long-lived asset (asset group) encompasses its 
remaining useful life, cash-flow-generating 
capacity, and for tangible assets, physical output 
capacity.  Those estimates shall include cash 
flows associated with future expenditures 
necessary to maintain the existing service 
potential of a long-lived asset (asset group), 
including those that replace the service potential 
of component parts of a long-lived asset (for 
example, the roof of a building) and component 
assets other than the primary asset of an asset 
group. 
ASC 360-10-35-7 The declining-balance 
method is an example of one of the methods 

involve a process of valuation. Useful life 
refers to the prospective period of economic 
usefulness in a particular contractor’s 
operations as distinguished from physical 
life; it is evidenced by the actual or 
estimated retirement and replacement 
practice of the contractor. 
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that meet the requirements of being systematic 
and rational. If the expected productivity or 
revenue-earning power of the asset is greater 
during the earlier years of its life, or 
maintenance charges tend to increase in later 
years, the declining-balance method may 
provide the most satisfactory allocation of cost. 
ASC 360-10-35-8 – In practice, experience 
regarding loss or damage to depreciable assets 
is in some cases one of the factors considered in 
estimating the depreciable lives of a group of 
depreciable assets, along with such other factors 
as wear and tear, obsolescence, and 
maintenance and replacement policies. 

(b) Depreciation of a tangible capital asset 
shall begin when the asset and any others on 
which its effective use depends are ready for 
use in a normal or acceptable fashion. 
However, where partial utilization of a 
tangible capital asset is identified with a 
specific operation, depreciation shall 
commence on any portion of the asset which 
is substantially completed and used for that 
operation. Depreciable spare parts which are 
required for the operation of such tangible 
capital assets shall be accounted for over the 
service life of the assets. 

ASC 835-20-25-5 –The capitalization period 
shall end when the asset is substantially 
complete and ready for its intended use. 
ASC 360-10-35-4 see above. 

Both CAS and GAAP require depreciation to 
begin when an asset is substantially 
complete and ready for use. 

CAS provides additional information about 
partial utilization and spare parts that is not 
explicitly included in GAAP.  

QUERY: Based on interpreting GAAP, 
would it result in the same cost treatment as 
CAS without the explicit language? 

(c) A consistent policy shall be followed in ASC 250-10-45-1 – A presumption exists that QUERY: Are these CAS and GAAP 
determining the depreciable cost to be an accounting principle once adopted shall not requirements for consistency equivalent? 
assigned to the beginning and ending cost be changed in accounting for events and 

accounting periods of asset use. The policy transactions of a similar type. Consistent use of QUERY: In addition, are other requirements 

may provide for any reasonable starting and the same accounting principle from one of CAS addressing consistency relevant? 
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ending dates in computing the first and last accounting period to another enhances the 
year depreciable cost. utility of financial statements for users by 48 CFR 9903.201-4(a)(2), CAS clause [FAR 

facilitating analysis and understanding of 52.230-2] (a)(2) – Follow consistently the 
comparative accounting data.” Contractor's cost accounting practices in 
ASC 250-10-45-2(b) – A reporting entity shall accumulating and reporting contract 
change an accounting principle only if either of performance cost data concerning this 
the following apply: contract. If any change in cost accounting 
a. The change is required by a newly issued practices is made for the purposes of any 
Codification update. contract or subcontract subject to CAS 
b. The entity can justify the use of an allowable requirements, the change must be applied 
alternative accounting principle on the basis that prospectively to this contract and the 
it is preferable Disclosure Statement must be amended 

accordingly. If the contract price or cost 
allowance of this contract is affected by such 
changes, adjustment shall be made in 
accordance with subparagraph (a)(4) or 
(a)(5) of this clause, as appropriate. 

(d) Tangible capital assets may be accounted ASC 360-10-35-4, ASC 250-10-45-1, ASC QUERY: Are CAS and GAAP equivalent 
for by treating each individual asset as an 250-10-45-2(b) see above for the treatment of assets individually or as 
accounting unit, or by combining two or a group of assets? 

more assets as a single accounting unit, 
provided such treatment is consistently 
applied over the service life of the asset or 
group of assets. 

QUERY: Could consistency in the cost 
treatment be addressed as described above in 
ASC 250-10-45-1 and ASC 250-10-45-2(b) 
and 48 CFR 9903.201-4(a)(2)? 

(e) Estimated service lives initially ASC 360-10-35-4, ASC 360-10-35-8 and ASC Although CAS and GAAP both require the 
established for tangible capital assets (or 360-10-35-33 see above. selection of a service life within a reasonable 
groups of assets) shall be reasonable 
approximations of their expected actual 
periods of usefulness, considering the factors 
mentioned in paragraph (a) of this subsection. 
The estimate of the expected actual periods 
of usefulness need not include the additional 

ASC 360-10-35-21 A long-lived asset (asset 
group) shall be tested for recoverability 
whenever events or changes in circumstances 
indicate that its carrying amount may not be 

range of the asset’s useful life, CAS is more 
prescriptive and certain record keeping is 
explicitly required.  

QUERY: Would the records maintained to 
support the claim of Facilities Capital Cost 

period tangible capital assets are retained for 
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standby or incidental use where adequate 
records are maintained which reflect the 
withdrawal from active use. 

recoverable.  The following are examples of 
such events or changes in circumstances: 

a. A significant decrease in the market 
price of a long-lived asset (asset group) 

of Money under CAS 417 be similar to those 
required CAS 409-50(e)(2)? 

QUERY: Would these records be maintained 
as part of any other ordinary business (1) The expected actual periods of usefulness 

shall be those periods which are supported by b. A significant adverse change in the practice? 
records of either past retirement or, where extent or manner in which a long-lived 
available, withdrawal from active use (and asset (asset group) is being used or in Both CAS and GAAP require some 

retention for standby or incidental use) for its physical condition consideration of actual asset experience 

like assets (or groups of assets) used in 
similar circumstances appropriately modified 
for specifically identified factors expected to 

c. A significant change in legal factors or 
in the business climate that could affect 
the value of a long-lived asset (asset 

when selecting service lives and depreciation 
methods for assets, although CAS is more 
prescriptive. 

influence future lives. The factors which can 
be used to modify past experience include: 

group), including an adverse action or 
assessment by a regulator 

d. An accumulation of costs significantly 
in excess of the amount originally 
expected for the acquisition or 
construction of a long-lived asset (asset 
group) 

e. A current-period operating or cash flow 
loss combined with a history of 
operating or cash flow losses or a 
projection or forecast that demonstrates 
continuing losses associated with the 
use of a long-lived asset (asset group) 

f. A current expectation that, more likely 

In addition, FAR 2.101(b) – “Depreciation” 
means a charge to current operations that 
distributes the cost of a tangible capital asset, 
less estimated residual value, over the 
estimated useful life of the asset in a 
systematic and logical manner. It does not 
involve a process of valuation. Useful life 
refers to the prospective period of economic 
usefulness in a particular contractor’s 
operations as distinguished from physical 
life; it is evidenced by the actual or 
estimated retirement and replacement 
practice of the contractor. 

(i) Changes in expected physical usefulness 
from that which has been experienced such as 
changes in the quantity and quality of 
expected output. 

(ii) Changes in expected economic 
usefulness, such as changes in expected 
technical or economic obsolescence of the 
asset (or group of assets), or of the product or 
service produced. 

(2) Supporting records shall be maintained 
which are adequate to show the age at than not, a long-lived asset (asset 
retirement or, if the contractor so chooses, at group) will be sold or otherwise 
withdrawal from active use (and retention for disposed of significantly before the end 
standby or incidental use) for a sample of of its previously estimated useful life. 
assets for each significant category. Whether 
assets are accounted for individually or by ASC 360-10-35-22 When a long-lived asset 

groups, the basis for estimating service life (asset group) is tested for recoverability, it 
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shall be predicated on supporting records of 
experienced lives for either individual assets 
or any reasonable grouping of assets as long 
as that basis is consistently used. The burden 
shall be on the contractor to justify estimated 
service lives which are shorter than such 
experienced lives. 

also may be necessary to review 
depreciation estimates and method as 
required by Topic 250 or the amortization 
period as required by Topic 350. 
Paragraphs 250-10-45-17 through 45-20 
and 250-10-50-4 address the accounting 
changes in estimates, including changes in 
the method of depreciation, amortization, 
and depletion.  Paragraphs 350-30-35-1 
through 35-5 address the determination of 
the useful life of an intangible asset.  Any 
revision to the remaining useful life of a 
long-lived asset resulting from that review 
also shall be considered in developing 
estimates of future cash flows to test the 
asset (asset group) for recoverability (see 
paragraphs 360-10-35-31 through 35-32). 
However, any change in the accounting 
method for the asset resulting from that 
review shall be made only after applying 
this Subtopic. 

ASC 360-10-35-30 Estimates of future cash 
flows used to test the recoverability of a 
long-lived asset (asset group) shall 
incorporate the entity’s own assumptions 
about its use of the asset (asset group) and 
shall consider all available evidence.  The 
assumptions used in developing those 
estimates shall be reasonable in relation to 
assumptions used in developing other 
information used by the entity for 
comparable periods, such as internal 
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budgets and projections, accruals related to 
incentive compensation plans, or 
information communicated to others. 

(3) The records required in subparagraphs (e) 
(1) and (2) of this subsection, if not available 
on the date when the requirements of this 
Standard must first be followed by a 
contractor, shall be developed from current 
and historical fixed asset records and be 
available following the second fiscal year 
after that date. They shall be used as a basis 
for estimates of service lives of tangible 
capital assets acquired thereafter. Estimated 
service lives used for financial accounting 
purposes (or other accounting purposes 
where depreciation is not recorded for 
financial accounting purposes for some non-
commercial organizations), if not 
unreasonable under the criteria specified in 
paragraph (e) of this subsection, shall be used 
until adequate supporting records are 
available. 

No corresponding content for explicit record 
keeping in GAAP, however see ASC 360-10-
35-21, ASC 360-10-35-22 and ASC 360-10-35-
30 above. 

GAAP does not require the same 
prescriptive record-keeping as CAS nor 
explicit reliance on historical records for 
selecting service lives.  GAAP does, 
however, refer to using actual experience to 
review depreciation estimates and methods 
and making changes to them. 

(4) Estimated service lives for tangible 
capital assets for which the contractor has no 
available data or no prior experience for 
similar assets shall be established based on a 
projection of the expected actual period of 
usefulness, but shall not be less than asset 
guideline periods (mid-range) established for 
asset guideline classes under Internal 
Revenue Procedures which are in effect as of 

No corresponding content for explicit record 
keeping in GAAP, however, see ASC 360-10-
35-4, .ASC 360-10-35-21 ,ASC 360-10-35-22 
and ASC 360-10-35-30 above. 

GAAP does not require the same 
prescriptive record-keeping as CAS nor 
explicit reliance on historical records for 
selecting service lives.  GAAP does, 
however, refer to using actual experience to 
review depreciation estimates and methods 
and making changes to them.  The record 
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the first day of the cost accounting period in 
which the assets are acquired. Use of this 
alternative procedure shall cease as soon as 
the contractor is able to develop estimates 
which are appropriately supported by his own 
experience. 

keeping for service lives is identified as a 
gap by the Board. 

(5) The contracting parties may agree on the No corresponding content in GAAP. There are regulatory provisions for a 
estimated service life of individual tangible contractor and the government to make 
capital assets where the unique purpose for agreements.  See FAR 31.109(a) – To avoid 
which the equipment was acquired or other possible subsequent disallowance or dispute 
special circumstances warrant a shorter based on unreasonableness, unallocability or 
estimated service life than the life determined unallowability under the specific cost 
in accordance with the other provisions of principles at Subparts 31.2, 31.3, 31.6, and 
this 9904.409-50(e) and where the shorter life 31.7, contracting officers and contractors 
can be reasonably predicted. should seek advance agreement on the 

treatment of special or unusual costs and on 
statistical sampling methodologies at 
31.201-6(c). 

(f)(1) The method of depreciation used for 
financial accounting purposes (or other 
accounting purposes where depreciation is 
not recorded for financial accounting 
purposes) shall be used for contract costing 
unless: 

ASC 360-10-35-4 – The cost of a productive 
facility is one of the costs of the services it 
renders during its useful economic life. 
Generally accepted accounting principles 
(GAAP) require that this cost be spread over the 
expected useful life of the facility in such a way 
as to allocate it as equitably as possible to the 
periods during which services are obtained from 
the use of the facility. This procedure is known 
as depreciation accounting, a system of 
accounting which aims to distribute the cost or 
other basic value of tangible capital assets, less 

CAS relies on the GAAP method of 
depreciation today, although with certain 
exceptions. Both CAS and GAAP generally 
reject the use of accelerated deprecation 
using the IRS rules. 

(i) Such method does not reasonably reflect 
the expected consumption of services for the 
tangible capital asset (or group of assets) to 
which applied, or 
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(ii) The method is unacceptable for Federal 
income tax purposes. 

salvage (if any), over the estimated useful life 
of the unit (which may be a group of assets) in a 
systematic and rational manner. 
ASC 360-10-35-7 – The declining-balance [(f)(1) continued.] If the contractors' method 

of depreciation used for financial accounting method is an example of one of the methods 
purposes (or other accounting purposes as that meet the requirements of being systematic 
provided above) does not reasonably reflect and rational. If the expected productivity or 
the expected consumption of services or is revenue earning power of the asset is relatively 

unacceptable for Federal income tax greater during the earlier years of its life, or 

purposes, he shall establish a method of 
depreciation for contract costing which meets 
these criteria, in accordance with 
subparagraph (f)(3) of this subsection. 

maintenance charges tend to increase during 
later years, the declining-balance method may 
provide the most satisfactory allocation of cost. 
That conclusion also applies to other methods, 
including the sum-of-the-years'-digits method, 
that produce substantially similar results. 

ASC 360-10-35-9 If the number of years 
specified by the Accelerated Cost Recovery 
System of the Internal Revenue Service (IRS) 
for recovery deductions for an asset does not 
fall within a reasonable range of the asset’s 
useful life, the recovery deductions shall not be 
used as depreciation for financial reporting. 

(2) After the date of initial applicability of No corresponding content for explicit record GAAP does not require the same 
this Standard, selection of methods of keeping in GAAP, however see ASC 360-10- prescriptive record-keeping as CAS nor 
depreciation for newly acquired tangible 35-4, .ASC 360-10-35-21, ASC 360-10-35-22 explicit reliance on historical records for 
capital assets, which are different from the and ASC 360-10-35-30 above. selecting depreciation methods.  GAAP 
methods currently being used for like assets does, however, refer to using actual 
in similar circumstances, shall be supported experience to review depreciation estimates 
by projections of the expected consumption and methods and making changes to them. 
of services of those assets (or groups of 
assets) to which the different methods of 
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depreciation shall apply. Support in 
accordance with paragraph (f)(3) of this 
subsection shall be based on the expected 
consumption of services of either individual 
assets or any reasonable grouping of assets as 
long as the basis selected for grouping assets 
is consistently used. 

(3) The expected consumption of asset See ASC 360-10-35-4, ASC 360-10-35-7 and CAS is more prescriptive than GAAP 
services over the estimated service life of a ASC 360-10-35-22 above. regarding the factors for selecting a 
tangible capital asset (or group of assets) is depreciation method, however both CAS and 

influenced by the factors mentioned in GAAP require selection of a method which 

paragraph (a) of this subsection which affect 
either potential activity or potential output of 

aligns with the pattern of consumption or 
productivity of the asset. 

the asset (or group of assets). These factors 
may be measured by the expected activity or 
the expected physical output of the assets, as 

QUERY: Is the resulting cost treatment for 
CAS and GAAP equivalent? 

for example: Hours of operation, number of 
operations performed, number of units 
produced, or number of miles traveled. An 
acceptable surrogate for expected activity or 
output might be a monetary measure of that 
activity or output generated by use of 
tangible capital assets, such as estimated 
labor dollars, total cost incurred or total 
revenues, to the extent that such monetary 
measures can reasonably be related to the 
usage of specific tangible capital assets (or 
groups of assets). In the absence of reliable 
data for the measurement or estimation of the 
consumption of asset services by the 
techniques mentioned, the expected 
consumption of services may be represented 
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by the passage of time. The appropriate 
method of depreciation should be selected as 
follows: 

(i) An accelerated method of depreciation is 
appropriate where the expected consumption 
of asset services is significantly greater in 
early years of asset life. 

(ii) The straight-line method of depreciation 
is appropriate where the expected 
consumption of asset services is reasonably 
level over the service life of the asset (or 
group of assets). 

(g) The estimated service life and method of ASC 360-10-35-4 see above. CAS is more detailed than GAAP, but both 
depreciation to be used for an original rules have content for an original 
complement of low-cost equipment shall be complement or asset group. 
based on the expected consumption of 
services over the expected useful life of the 
complement as a whole and shall not be 

QUERY: Do CAS and GAAP result in 
equivalent cost treatment of an asset group? 

based on the individual items which form the 
complement. 

(h) Estimated residual values shall be ASC 360-10-35-4 and ASC 360-10-35-33 see CAS has more prescriptive requirements for 
determined for all tangible capital assets (or above. establishing residual values. GAAP refers to 
groups of assets). For tangible personal salvage value being a reduction to the 
property, only estimated residual values depreciable asset value and is more focused 
which exceed ten percent of the capitalized on the reasonableness of the carrying value 
cost of the asset (or group of assets) need be of the asset going forward in comparison to 
used in establishing depreciable costs. Where the remaining productivity of the asset.  This 
either the declining balance method of has been identified as a gap by the Board. 
depreciation or the class life asset 
depreciation range system is used consistent 
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with the provisions of this Standard, the The CAS 409 language can also be found in 
residual value need not be deducted from FAR 31.205-11(a) – For tangible personal 
capitalized cost to determine depreciable property, only estimated residual values that 
costs. No depreciation cost shall be charged exceed 10 percent of the capitalized cost of 
which would significantly reduce book value the asset need be used in establishing 
of a tangible capital asset (or group of assets) depreciable costs. Where either the declining 
below its residual value. balance method of depreciation or the class 

life asset depreciation range system is used, 
the residual value need not be deducted from 
capitalized cost to determine depreciable 
costs. Depreciation cost that would 
significantly reduce the book value of a 
tangible capital asset below its residual value 
is unallowable. 

(i) Estimates of service life, consumption of ASC 250-10-20 – QUERY: Are CAS and GAAP equivalent? 
services, and residual value shall be Change in Accounting Estimate 
reexamined for tangible capital assets (or A change that has the effect of adjusting the In addition, FAR 31.205-11(g)(2) – In the 

groups of assets) whenever circumstances carrying amount of an existing asset or liability event of a write-down from carrying value to 

change significantly. Where changes are 
made to the estimated service life, residual 
value, or method of depreciation during the 
life of a tangible capital asset, the remaining 
depreciable costs for cost accounting 
purposes shall be limited to the undepreciated 

or altering the subsequent accounting for 
existing or future assets or liabilities. A change 
in accounting estimate is a necessary 
consequence of the assessment, in conjunction 
with the periodic presentation of financial 
statements, of the present status and expected 
future benefits and obligations associated with 

fair value as a result of impairments caused 
by events or changes in circumstances, 
allowable depreciation of the impaired assets 
is limited to the amounts that would have 
been allowed had the assets not been written 
down (see 31.205-16(g)). However, this does 
not preclude a change in depreciation 

cost of the assets and shall be assigned only assets and liabilities. Changes in accounting resulting from other causes such as 
to the cost accounting period in which the estimates result from new information. permissible changes in estimates of service 
change is made and to subsequent periods. Examples of items for which estimates are 

necessary are uncollectible receivables, 
inventory obsolescence, service lives and 
salvage values of depreciable assets, and 
warranty obligations. 

life, consumption of services, or residual 
value. Other causes such as permissible 
changes in estimates of service life, 
consumption of services, or residual value. 
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ASC 360-10-35-22 – When a long-lived asset 
(asset group) is tested for recoverability, it also 
may be necessary to review depreciation 
estimates and method as required by Topic 250 
or the amortization period as required by Topic 
350. Paragraphs 250-10-45-17 through 45-20 
and 250-10-50-4 address the accounting for 
changes in estimates, including changes in the 
method of depreciation, amortization, and 
depletion. Paragraphs 350-30-35-1 through 35-5 
address the determination of the useful life of an 
intangible asset. Any revision to the remaining 
useful life of a long-lived asset resulting from 
that review also shall be considered in 
developing estimates of future cash flows used 
to test the asset (asset group) for recoverability 
(see paragraphs 360-10-35-31 through 35-32). 
However, any change in the accounting method 
for the asset resulting from that review shall be 
made only after applying this Subtopic. 
ASC 250-10-45-17 – A change in accounting 
estimate shall be accounted for in the period of 
change if the change affects that period only or 
in the period of change and future periods if the 
change affects both. A change in accounting 
estimate shall not be accounted for by restating 
or retrospectively adjusting amounts reported in 
financial statements of prior periods or by 
reporting pro forma amounts for prior periods. 

(j)(1) Gains and losses on disposition of No corresponding content in GAAP, except for No corresponding GAAP requirements, 
tangible capital assets shall be considered as the measurement of gains and losses described however, there is applicable content in FAR. 
adjustments of depreciation costs previously above. 

recognized and shall be assigned to the cost FAR 31.205-16(a) – Gains and losses from 

accounting period in which disposition the sale, retirement, or other disposition (but 
see 31.205-19) of depreciable property shall 
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occurs except as provided in subparagraphs be included in the year in which they occur 
(j) (2) and (3) of this subsection. The gain or as credits or charges to the cost grouping(s) 
loss for each asset disposed of is the in which the depreciation or amortization 

difference between the net amount realized, applicable to those assets was included (but 

including insurance proceeds in the event of 
involuntary conversion, and its undepreciated 
balance. However, the gain to be recognized 
for contract costing purposes shall be limited 

see paragraph (f) of this [FAR] subsection). 
However, no gain or loss shall be recognized 
as a result of the transfer of assets in a 
business combination (see 31.205-52). 

to the difference between the original 
acquisition cost of the asset and its 

FAR 31.205-16(c) – Gains and losses on 
disposition of tangible capital assets, 

undepreciated balance. including those acquired under capital leases 
(see 31.205-11(h)), shall be considered as 
adjustments of depreciation costs previously 
recognized. The gain or loss for each asset 
disposed of is the difference between the net 
amount realized, including insurance 
proceeds from involuntary conversions, and 
its undepreciated balance. 

(2) Gains and losses on the disposition of 
tangible capital assets shall not be recognized 
where: 

(i) Assets are grouped and such gains and No corresponding content in GAAP FAR 31.205-16(f) – Gains and losses on the 
losses are processed through the accumulated disposition of depreciable property shall not 
depreciation account, or be recognized as a separate charge or credit 

when --(1) Gains and losses are processed 
through the depreciation reserve account and 
reflected in the depreciation allowable under 
31.205-11. 

(ii) The asset is given in exchange as part of 
the purchase price of a similar asset and the 

ASC 360-10-40-4 For purposes of this 
Subtopic, a long-lived asset to be disposed of in 

QUERY: Are CAS and GAAP equivalent? 
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gain or loss is included in computing the an exchange measured based on the recorded In addition, FAR 31.205-16(f)(2) – The 
depreciable cost of the new asset. amount of the nonmonetary asset relinquished 

or to be distributed to owners in a spinoff is 
disposed of when it is exchanged or distributed. 

property is exchanged as part of the purchase 
price of a similar item, and the gain or loss is 
taken into consideration in the depreciation 
cost basis of the new item. 

[(j)(2) continued] Where the disposition ASC 360-10-40-4 see above. FAR 31.205-16(e)(2) – [Special 
results from an involuntary conversion and considerations for involuntary conversions] 
the asset is replaced by a similar asset, gains When the converted asset is replaced, the 
and losses may either be recognized in the contractor shall either --(i) Adjust the 
period of disposition or used to adjust the depreciable basis of the new asset by the 
depreciable cost base of the new asset. amount of the total realized gain or loss; or 

(ii) Recognize the gain or loss in the period 
of disposition, in which case the 
Government shall participate to the same 
extent as outlined in subparagraph (e)(1) of 
this [FAR] subsection. 

(3) The contracting parties may account for 
gains and losses arising from mass or 
extraordinary dispositions in a manner which 
will result in treatment equitable to all 
parties. 

No corresponding content in GAAP. FAR 31.205-16(g) – Gains and losses arising 
from mass or extraordinary sales, 
retirements, or other disposition other than 
through business combinations shall be 
considered on a case-by-case basis. 

(4) Gains and losses on disposition of 
tangible capital assets transferred in other 
than an arms-length transaction and 
subsequently disposed of within 12 months 
from the date of transfer shall be assigned to 
the transferor. 

No corresponding content in GAAP. This is a gap identified by the Board. 
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(5) The provisions of this subsection ASC 805-20-25-1 As of the acquisition date, the Note that this refers to CAS 404, which will 
9904.409-50(j) do not apply to business acquirer shall recognize, separately from be addressed in future rulemaking by the 
combinations. The carrying values of tangible goodwill, the identifiable assets acquired, the CAS Board. 
capital assets acquired subsequent to a 
business combination shall be established in 
accordance with the provisions of subsection 
9904.404-50(d). 

liabilities assumed, and any noncontrolling 
interest in the acquire. FAR 31.205-52 (a) – For tangible capital 

assets, when the purchase method of 
accounting for a business combination is 
used, whether or not the contract or 
subcontract is subject to CAS, the allowable 
depreciation and cost of money shall be 
based on the capitalized asset values 
measured and assigned in accordance with 
48 CFR 9904.404-50(d), if allocable, 
reasonable, and not otherwise unallowable. 

(k) Where, in accordance with 9904.409- No corresponding content in GAAP QUERY: Do other requirement in CAS 
40(b)(1), the depreciation costs of like address this?  (See CAS 402 above) 
tangible capital assets used for similar 
purposes are directly charged to cost 
objectives on the basis of usage, average 
charging rates based on cost shall be 
established for the use of such assets. Any 
variances between total depreciation cost 
charged to cost objectives and total 
depreciation cost for the cost accounting 
period shall be accounted for in accordance 
with the contractor's established practice for 
handling such variances. 

(l) Practices for determining depreciation No corresponding content in GAAP QUERY: Is this requirement in CAS 
methods, estimated service lives and necessary? 
estimated residual values need not be 
changed for assets acquired prior to 
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compliance with this Standard if otherwise 
acceptable under applicable procurement 
regulations. However, if changes are effected 
such changes must conform to the criteria 
established in this Standard and may be 
effected on a prospective basis to cover the 
undepreciated balance of cost by agreement 
between the contracting parties pursuant to 
negotiation under subdivision (a)(4) (ii) or 
(iii) of the contract clause set out at 
9903.201-4(a) [CAS clause, FAR 52.230-2]. 
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Congressional Defense Committees:  
 

I am pleased to submit the Defense Contract Audit Agency’s Fiscal Year 2018 annual 
Report to Congress, as required by 10 U.S.C. §2313a. This report highlights DCAA’s audit 
performance, recommendations to improve the audit process, industry outreach activities, and 
key accomplishments. 

 
As a result of DCAA audits, contract officials saved $3.2 billion in defense spending last 

year—significant savings that can be reinvested in our warfighters or go back to the treasury. We 
examined nearly $409 billion in defense contractor costs, identified over $9.6 billion of audit 
exceptions across 3,717 audit reports, and supported Contracting Officers with other valuable 
products and services to help them ensure fair and reasonable contract prices. Additionally, we 
continued to improve communication and coordination with our acquisition partners, resulting in 
responsive approaches that met their needs and timelines. 

 
In FY 2018, DCAA successfully eliminated the incurred cost backlog. This was a 

significant undertaking by the entire workforce resulting in 8,482 incurred cost years closed with 
a total dollar value of $392.2 billion. We also worked with DCMA and industry to lay the 
groundwork for the use of Independent Private Accountants to conduct select incurred cost 
audits. We feel we have laid a solid foundation in this area to ensure they will be prepared and 
successful. We look forward to continuing this coordination. 

 
Our vision, Every audit or service we deliver is on time, on point, and highly valued, is 

demonstrated by our workforce every day. I look forward to working with Congress and other 
stakeholders to achieve the vision for acquisition reform. I am proud of our workforce and our 
ability to deliver outstanding audit products and services to the Department in FY 2018. 

 

       

Respectfully,  
 
 

 

Anita F. Bales  
      Director 
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[1] 

1.  DEFENSE CONTRACT AUDIT AGENCY MISSION  
 
DCAA provides audit and financial advisory services to DoD and other federal entities 
responsible for acquisition and contract administration. DCAA audits only contractors; it has no 
internal audit responsibilities in DoD. DCAA’s role in the financial oversight of government 
contracts is critical to ensure DoD gets the best value for every dollar spent on defense 
contracting. DCAA operates under the authority, direction, and control of the Under Secretary of 
Defense (Comptroller)/Chief Financial Officer. Its work benefits our men and women in uniform 
and the American taxpayer.   
 
The Agency’s primary function is to conduct contract audits and related financial advisory 
services. Contract audits are independent, professional reviews of financial representations made 
by defense contractors, and DCAA helps determine whether contract costs are allowable, 
allocable, and reasonable. DCAA conducts audits in accordance with Generally Accepted 
Government Auditing Standards (GAGAS), a set of standards that ensures audit conclusions are 
unbiased and well supported by evidence. The type and extent of DCAA’s audit work varies 
based on the type of contract awarded, but its audit services are generally limited to acquisitions 
under Federal Acquisition Regulation Part 15 (Contracting by Negotiation). The extent of 
auditing performed is based on risk and materiality considerations. 
 
DCAA provides recommendations to government officials on contractor cost assertions 
regarding specific products and services. DCAA auditors examine contractor accounts, records, 
and business systems to evaluate whether contractor business practices and procedures are in 
compliance with the Federal Acquisition Regulation (FAR), the Defense Federal Acquisition 
Regulation Supplement (DFARS), Cost Accounting Standards (CAS), and other applicable 
government laws and regulations. Its work supports contracting officials as they make 
procurement decisions. DCAA has no direct role in determining which companies are awarded 
defense contracts. 
 
Government officials draw on DCAA audit findings throughout the acquisition process. With 
these recommendations, contracting officers are better able to negotiate prices and settle 
contracts for major weapons systems, services, and supplies. At the front end, DCAA’s findings 
can directly impact the price that the government pays for contracted work. Even after a contract 
is underway, DCAA findings may address instances where the government overpaid contractors 
for work, uncover potential fraud or misuse of funds, and impact future contract prices by 
addressing inadequacies early on. Before the contracting officer can officially close out a flexibly 
priced contract, DCAA assesses whether the contractor’s claims for final annual incurred costs 
during contract performance are allowable and reasonable according to applicable acquisition 
regulations and contract provisions. This final task in the contract audit process ensures that no 
excess costs were charged to the government. 
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[2] 

2.  ORGANIZATIONAL STRUCTURE AND STAFFING 
 
A. Organizational Structure.  DCAA’s organizational structure consists of four Corporate 

Audit Directorates organized by major contractors, three geographical regions primarily 
focused on other large, mid-sized, and small contractors, and a Field Detachment focused 
on classified work.  DCAA has about 300 offices located throughout the United States, 
Europe, and the Middle East.  

Headquarters is at Fort Belvoir, Virginia. Principal elements are the Director, 
Deputy Director, General Counsel, Office of Inspector General, and the Assistant 
Directors for Operations, Policy and Plans, Integrity and Quality Assurance, and 
Human Capital and Resource Management.   
 
Regional Offices/Field Detachment are located in Smyrna, Georgia; Irving, Texas; 
La Palma, California; and Reston, Virginia. Each region directs and administers the 
DCAA audit mission at locations near the contractor base. Each region is staffed with 
800 to 1000 employees and serves 2000 to 3000 contractors. The Field Detachment 
has 400 employees to serve 750 contractors.   
 
Corporate Audit Directorates (CAD) are located in Lowell, Massachusetts 
(Raytheon, General Dynamics, BAE); McLean, Virginia (Northrop Grumman); 
Hazelwood, Missouri (Boeing, Honeywell); and Fort Worth, Texas (Lockheed 
Martin). Each CAD directs and administers the DCAA mission at its major defense 
contractors.  
 
Branch Offices are strategically situated within the regions and are responsible for 
the majority of contract audit services within their assigned geographical areas. 
Branch offices often have smaller suboffices to ensure adequate audit coverage. 
 
Resident offices are established at specific contractor locations of both regions and 
CADs where the audit workload justifies the assignment of a permanent staff of 
auditors and support staff. These offices allow auditors to work on location with the 
largest major industrial manufacturers that the government buys from, such as 
Lockheed Martin, DynCorp, and General Dynamics.  
 
DCAA liaison activities are conducted at DoD acquisition or contract administration 
offices to directly communicate and coordinate audit processes.   
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[3] 

B. Staffing. DCAA has a professional workforce of about 4,600 employees. Roughly 93 
percent of these employees have a bachelor’s degree, 43 percent have a higher level 
degree, 23 percent are Certified Public Accountants (CPA), and 10 percent have a 
professional certification such as a Certified Fraud Examiner (CFE), Certified Internal 
Auditor (CIA), Certified Information System Auditor (CISA) or Certified Defense 
Financial Manager (CDFM). About 89 percent of DCAA employees are auditors, and 11 
percent are professional support staff in various fields including administrative support, 
budget, human resources, information technology, and legal (Table 1).   

 
Table 1 – DCAA Workforce and Education 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Auditors 4148 89% 

Professional Support Staff 502 11% 

Total Employees 4,650 100% 

Bachelor’s Degrees 4327 93% 

Advanced Degrees 1994 43% 

Certified Public Accountants 1078 23% 

Other Professional 
Certificates 

464 10% 
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[4] 

3. TYPES OF AUDITS 
 

A. Forward Pricing.  Forward pricing audits are generally completed before contract award 
where DCAA evaluates a contractor’s estimate of how much it will cost the contractor to 
provide goods or services to the government. Accurate contract prices are the starting 
point for fair and reasonable prices throughout the acquisition process because 
subsequent costs are often based on the initial estimated contract costs. Forward pricing 
includes demand work—proposal audits, forward pricing rates, and high risk estimating 
system audits. 
 

B. Incurred Cost.  Incurred cost audits determine the accuracy of a contractor’s annual 
allowable cost representations. When a contract price is not fixed, DCAA conducts an 
incurred cost audit after contract award to determine the accuracy of contractor cost 
representations. DCAA expresses an opinion as to whether such costs are allowable, 
reasonable, and allocable to the contract, based on government accounting and 
acquisition provisions. Audits allow the contracting officer to recover the questioned 
costs before the contract is officially closed out, which prevents excess payments by the 
government.   
 

C. Special Audits.  Special audits can be conducted before or after contract award.  Most of 
the reports in this category are issued in response to requests from contracting officers 
who need an independent financial opinion on specific elements of a contract or on a 
contractor’s accounting business system in order for the contract work to proceed. 
Special audits are conducted after contract award primarily to address circumstances 
where contracts are adjusted for changes or are partially or fully terminated before 
completion. These circumstances represent complex and high-risk audits where DCAA 
must carefully evaluate the cost of original contract work from the changed scope of 
work. Special audits include pre-award surveys, claims, and terminations. 
 

D. Other Audits.  Other audits primarily consist of audits performed after contract award 
and can be requested by a contracting officer or initiated by DCAA. DCAA typically 
initiates this type of audit when there is potential for a high risk for misallocation or 
mischarging of costs. The audit effort in this category focuses on adequacy of the 
contractor’s Cost Accounting Standards Disclosure Statement, compliance with cost 
accounting standards, assessment of contractor Cost Impact Statements for 
noncompliances, review of contractor business systems, and contractor compliance with 
the Truth in Negotiation (TIN).   
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4. FY 2018 AUDIT PERFORMANCE 
 

A. Overview.  DCAA uses a risk-based approach to target its limited resources on the work 
that provides the most value. Using this approach, DCAA examined $409 billion in 
contract costs, identified over $9.6 billion in audit exceptions, reported $3.2 billion in net 
savings, and produced a return on investment of about $5 to $1. In addition to eliminating 
the incurred cost backlog, the Agency also continued to conduct other audits to help 
contracting officers establish fair and reasonable prices and reduce the risk of contractor 
overpayments.  

 
(1) Net Savings. In FY 2018, DCAA reported net savings of $3.2 billion, marking the 

eighth consecutive year that the Agency returned over $3 billion in savings to the 
government (Figure 1). 

 
 

 
Figure 1 – DCAA Net Savings (in billions) 
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(2) Return on Investment. DCAA is conservative when reporting savings and return on 
investment (ROI), foregoing projections of potential or future savings and only 
reporting actual savings based on contract actions taken by government contracting 
officers. In FY 2018, the return on taxpayers’ investment in DCAA was about $5 for 
each dollar invested, savings that DoD can reinvest in the warfighter or return to the 
Treasury (Figure 2).  

 

 
Figure 2 – DCAA Return on Investment 

 
 

(3) Aggregate cost of performing audits by audit type. DCAA’s cost of performing 
audits was calculated using annual funding and annual hours by audit type (Table 2).  

 
Table 2 – Aggregate Cost of Performing Audits by Audit Type (in thousands) 

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 

 

Audit Type
Aggregate 

Annual Cost 

Forward pricing  $106,391 

Incurred Cost   $332,070 

Special Audits   $30,950 

Other Audits  $175,384 

Total  $644,795 
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B. Questioned Cost Sustained.  DCAA sustained $4.0 billion of $7.9 billion in questioned 
costs for contract actions contracting officers negotiated and provided data on during FY 
2018. Table 3 shows audit exceptions and sustention data.  These data are calculated 
based on contracting officer negotiation decisions, not estimates or savings projections. 
Table 4 shows the return on investment by audit type based on sustention and cost of 
audit.  

 
Table 3 – Sustention by Amount and Percentage  

of Audit Exceptions (in thousands)  

Audit Type 
Audit    

Exceptions 
Exceptions 
Sustained 

Percent 
Sustained 

Forward Pricing 5,233,964 3,223,403 61.6% 

Incurred Cost 2,101,587 507,103 24.1% 

Special Audits 338,338 231,020 68.3% 

Other Audits 297,302 134,353 45.2% 

Total 7,971,191 4,095,879 51.4% 

 
 

Table 4 – Ratio of Sustained Questioned Costs (Net Savings)  
to the Cost of Audits by Type (in thousands) 

Audit Type 
Aggregate 

Annual Cost Net Savings 
Return on 

Investment* 

Forward Pricing $106,391 2,355,116 $22.10 

Incurred Cost 332,070 499,822 $1.50 

Special Audits 30,950 225,627 $7.20 

Other Audits 175,384 162,559 $0.90 

* In our FY 2017 Report to Congress we used a simple average to calculate 
return on investment (ROI). This year, we used a weighted average because it 
more accurately reflects ROI by type of audit.  
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C. Audit reports completed in FY 2018.  DCAA conducts thousands of audits each year 
that provide the basis for recommendations to the acquisition community. Each audit that 
DCAA completes, whether before or after contract award, supports government officials 
who negotiate prices and settle contracts for major weapons systems, services, and 
supplies. When conducting an audit, DCAA evaluates whether contractor business 
practices and procedures are in accordance with the FAR, DFARS, Cost Accounting 
Standards (CAS), and other applicable government laws and regulations. In FY 2018, 
DCAA issued 3,717 audit reports with over $9.6 billion in audit exceptions from $409 
billion total dollars examined. (Table 5).  

DCAA also supports contracting officers with advisory services that do not result in an 
audit; for example, negotiation support, independent financial opinion on specific 
elements of a contract, and assessment of compliance with specific acquisition 
regulations or contract terms.  

 
 

Table 5 – FY 2018 Audit Reports Completed  
and Dollars (in billions) Examined 

Audit Type Reports 
Dollars 

Examined 

Forward Pricing 766 $58.7 

Incurred Cost 651 $349.0 

Special Audits 2,027 $1.4 

Other Audits 273 $0.1 

Total 3,717 $409.0 
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D. Incurred Cost. A contractor is required to submit a certified incurred cost submission of 
its costs for each year of contract performance under flexibly-priced contracts. After 
receiving an annual incurred cost submission, DCAA auditors review it to determine if 
the submission and supporting data are adequate and in accordance with the FAR. If the 
submission is not adequate, it is returned to the contractor for correction and 
resubmission. When a submission is adequate, it becomes part of DCAA’s inventory of 
incurred cost audits. For inventory purposes, the date is determined by date of adequate 
submission, not date costs were incurred.   

In FY 2018, DCAA closed 8,482 incurred cost years with a total dollar value of $392.2 
billion (Figure 3). Major contractors made up the majority of incurred cost work last year, 
an audit mix that resulted in significantly more dollars examined over fewer incurred cost 
years.  

 

 

Figure 3 – Incurred Cost Years Closed and Dollars Examined 
 

In our risk-based approach, we close incurred cost years in several ways. We conduct audits 
on high risk submissions and a sample of low risk submissions. For other low risk 
submissions, we provide valuable assistance to contracting officers by issuing low risk 
memos. Because DCAA has the authority to establish final indirect rates, contracting officers 
can avoid negotiations and go straight to closing out contracts using the rates established in 
these memos.  Incurred cost assignments can be closed for a variety of other reasons as well. 
In some cases, a formal audit report or memo is unnecessary when, for example, a contractor 
has gone out of business or doesn’t have any flexibly priced contracts.  
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In FY 2018, DCAA issued 2,027 reports, 4,512 low risk memos, and closed 1,943 
assignments for other reasons (Table 6).  
 
Table 6 – Incurred Cost Closed by Method and Dollars (billions) Examined  

Incurred Cost Years Closed Number Dollar Value 

Reports 2,027 $349.2 

Memos 4,512 $43.0 

Closed for Other Reasons 1,943 $0 

Total 8,482  $392.2 

 
 
Prior to the 2018 National Defense Authorization Act (NDAA), DCAA had considered 
the last two fiscal years of incurred cost as “regular inventory,” while audits older than 
two fiscal years were considered “backlogged.” At the end of FY 2018, DCAA had 
reduced its backlog by 99.3%, from 21,000 years (FY 2011) to 152 years (FY 2018) 
(Figure 4). 
 

 
Figure 4 – Incurred Cost Backlog FY 2011 - FY 2018 

 
The majority of the 152 that remain are for reasons beyond DCAA’s control; for 
example, litigation holds, contractor action on inadequate proposals, and funding delays 
on reimbursable assignments. The rest have been delayed for other reasons; for example, 
DCAA may hold assignments to time phase them with the completion of corporate audits 
or prior contractor fiscal years.  
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DCAA is now required to complete all incurred cost audits received after December 12, 
2017, within 12 months of receiving the contractor’s adequate proposal.  We are 
continuing to dedicate the audit resources necessary to meet the NDAA requirements     
in FY 2019.  
 
Sometimes the start of an audit can be delayed based on overall audit priorities, 
resources, workload, and other circumstances. The chart below depicts incurred cost 
assignments pending longer than one year from the date of adequate submission      
(Table 7). As with those left in our backlog, many of the older years (2012-2015)   
remain pending for external reasons. We are successfully working through all of our 
pending audits and seeing significant results. For example, at the close of FY 2017, we 
had 4,358 assignments pending for over one year. By the end of FY 2018, we had 
reduced that number by 60% to 1,844. We expect to be in compliance with the one-year 
requirement in FY 2019.  

 
Table 7 – Incurred Cost Pending Longer than  
One Year from Date of Adequate Submission 

Year Proposal 
Received 

Number of 
Assignments 

Estimated 
Dollar Value 

2012 1  $ 1,600,000  

2013 4  $ 2,349,000  

2014 4  $ 2,427,011  

2015 12  $ 2,381,257  

2016 52  $ 6,661,964  

2017 1771  $ 85,303,820  

Total 1,844 $100,723,052 
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E. Improvement in Meeting Agreed-to Dates.  Since FY 2013, DCAA has steadily 
improved its record for meeting agreed-to dates, finishing FY 2018 with an 86 percent 
success rate (Figure 5). Our goal in FY 2018 was to meet our agreed-to dates in 80 
percent of our audits. Striving for 100 percent is an unrealistic goal because scope 
changes occur once the mutually determined agreed-to date has been locked in. For 
example, the contacting officer may adjust the scope of an audit, or we may discover 
significant noncompliances that require us to make scope adjustments.  

 

 
Figure 5 – Forward Pricing Agreed-to Dates Met (percentage) 

 
We know the acquisition community relies on us to meet our agreed-to dates and help 
them keep the contract award process on track. When we don’t expect to meet the date, 
we communicate with the command and make sure we provide data throughout the audit 
to minimize any impact on the acquisition cycle. DCAA’s ongoing communication with 
DCMA, buying commands, and military service executives has also played a significant 
role in eliminating duplication of effort, clarifying roles and responsibilities, and 
establishing realistic timelines. We meet regularly with these acquisition partners to 
explore root causes of issues and develop system-wide solutions to work effectively as a 
one-government team.   
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F. Prioritization of Audits.  DCAA’s risk-based planning process helps ensure that audit 
resources are focused on the highest-payback areas to DoD, the warfighter, and the 
taxpayer. DCAA prioritizes the audits that pose greatest risk to the government, assessing 
the risk for different types of audit, as well as the risk factors within individual audits, 
regardless of type.  Contracts considered “high-risk” typically involve significant costs, 
significant audit findings in the past, or circumstances that reduce the incentive to control 
costs, such as those inherent in cost-type contracts.  

 
 Incurred Cost audits continue to be a priority to facilitate contract closeout. 

Getting current on incurred cost means that we can conduct these audits closer to 
the year the costs were actually incurred, which will improve our ability to 
retrieve relevant records, ease contractor burden, encourage better compliance, 
and identify issues that may impact future audits.  

  
 Forward pricing audits net the highest rate of return and are time sensitive—to be 

of value, they must be completed before contract negotiations. We have found 
that proactive and ongoing engagement with contracting officers, particularly 
before receiving the contractor’s proposal, enables us to understand audit 
requirements early, plan for appropriate staffing, and meet contracting needs in a 
timely manner. Throughout FY 2018, DCAA continued to build on successful 
initiatives to engage with contracting officials at all levels, confirm that we are 
focusing on the highest risk contract actions, and ensure that we are providing the 
right audit services to meet their needs.  
 

 Special audits represent time-sensitive requests for contract terminations or claims 
as well as pre-award accounting surveys for new contractors.  DCAA prioritizes 
these audits in coordination with contracting officer needs.  
 

 Other audits are a high priority when DCAA or the contracting officer identifies a 
high risk area such as inadequate business systems. DCAA assigns priority to 
additional audits based on individual contract and audit risks to the government.  
This category includes post-award audits of compliance with the Truth in 
Negotiations (TIN) and CAS Disclosure statement audits. This also includes high-
risk, time-sensitive labor and material reviews; contractor billings; provisional 
billing rates; pre- and post-payment reviews; and high risk Accounting Systems 
and Material Management and Accounting Systems (MMAS) audits.  
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G. Length of time to complete audits.  The timeline for an audit is based on audit type, 
dollars involved, level of risk, and needs of the requester. As a result, DCAA does not 
have specific or mandatory time requirements for audit completion; instead, we assess 
what is necessary to conduct an audit that will meet professional audit standards and 
provide timely, valuable advice to contracting officials. DCAA works closely with 
contracting officers to set reasonable due dates based on the requirements of the audit and 
the needs of the buying commands. Additionally, DCAA and contracting officers work as 
a team to set priorities, create milestone plans, and decide on agreed-to dates.  

Forward Pricing. The time to complete a forward pricing audit is measured from the 
date DCAA receives the audit request or adequate proposal. The clock stops on the date 
we issue the audit report (Figure 6).  

 
Figure 6 – Forward Pricing average elapsed days

Incurred Cost. The time to complete an incurred cost audit is measured from the date 
of the entrance conference to report issuance. Last year, DCAA’s prioritization of 
incurred cost audits reduced elapsed days to 125 (Figure 7). 

Figure 7 – Incurred Cost average elapsed days 
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Special Audits. The time to complete a special audit is measured from the date DCAA 
receives the audit request to the date we issue the audit report (Figure 8).  

 
Figure 8 – Special Audits average elapsed days 

Other Audits. The time to complete other audits is generally measured from the time 
audit work began to the date of the audit report issuance (Figure 9).   

 
Figure 9 – Other Audits average elapsed days 
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5.  SUMMARY OF RECOMMENDED ACTIONS OR RESOURCES TO IMPROVE THE 
AUDIT PROCESS 

 
Contract auditing is a critical step in the acquisition process, and DCAA’s independent audit 
opinions directly affect the value that the government, taxpayer, and warfighter receive for 
contracted work. To ensure DCAA is providing the highest value to its acquisition stakeholders, 
we have identified ways to improve the audit process.    
  

A. DCAA Engagement on Congressional Proposals. DCAA appreciates our strong 
working relationship with Congress and looks forward to continued dialog.  Our 
participation during the 2018 legislative cycle demonstrated the benefits of early 
engagement as we were able to assist Congress in meeting its goals related to acquisition 
reform. This early engagement is critical to ensure Congress has the information it needs 
and to share the status of DCAA’s operational plans that may address desired outcomes. 
We look forward to continuing this level of engagement as we execute new initiatives in 
FY 2019, including the use of IPAs and recommendations from the Section 809 panel. As 
we implement these initiatives, we would welcome further engagement with Congress as 
we offer refinements or recommend additional actions to help achieve Congressional 
objectives and capitalize on progress made.  

 
B. Defense Acquisition Workforce Development Fund (DAWDF). The defense 

acquisition workforce is critical to DoD’s success in delivering and sustaining 
capabilities the warfighters need, and DCAA continues to use these funds to recruit and 
develop a high quality, high-performing, agile workforce.  
 
Last year, DCAA attended 130 recruiting and outreach events, including those 
exclusively for veterans and wounded warriors. We also held three Expedited Hiring 
events and successfully made on-the-spot job offers to 150 qualified individuals.  These 
efforts, along with others, resulted in hiring 481 auditors last fiscal year.  
 
DCAA also uses DAWDF funding for workforce development and leadership training. 
Our Defense Contract Audit Institute (DCAI) provides centralized training to our new 
hires, taking a raw talent pool and shaping it into a competent and capable workforce. 
DCAI’s audit and leadership academies develop new and revise current courses to 
strengthen our workforce’s technical and leadership skills. DAWDF funding contributed 
to 237 advanced degree or professional certification courses or tests, 1,439 career field 
training seats, and 453 other degree and certification requirements. Finally, DAWDF 
funding was used in the development and conduct of the Director’s Development 
Program in Leadership, an 18-month executive-level program that helps senior-level 
career employees prepare for critical positions in the federal government.   
 
We ask that Congress maintain DAWDF funds, which are critical to recruiting and 
developing our workforce.  
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6. OUTREACH ACTIONS TOWARD INDUSTRY      
 
DCAA proactively engages with industry to clarify audit requirements, understand and address 
contractor concerns, and improve acquisition and audit processes. Following is a summary of 
those outreach actions. 
  

A. Engagement with Industry Organizations. DCAA gains insight from industry groups 
through both recurring and as-requested venues. DCAA is focused on increasing dialogue 
with industry at all Agency levels, encouraging Agency consideration of industry issues, 
and improving the Agency’s ability to address industry concerns.  
 
While DCAA has existing relationships and communications with various industry 
groups, a review by one of our Strategic Action Teams revealed new avenues to   
improve these relationships and promote even greater understanding between DCAA   
and the contracting community. Additionally, the team recommended ways to improve 
these relationships from the ground up, not just at the executive level. Through our  
efforts in 2018, DCAA established a process for regular engagement with two industry 
groups—the Aerospace Industry Association (AIA) and the Professional Services 
Council (PSC) —and recommended engagement with several others.  
 
As a result of this new approach, DCAA’s policy directorate is working with AIA on 
incurred cost audit issues. Additionally, DCAA is now a regular participant in AIA’s 
meetings, an important venue for proactively identifying and discussing industry 
concerns. Even though DCAA and industry may not agree on all issues, we’re finding 
that regular dialogue is a great opportunity to clarify rationales, increase understanding, 
and identify how we can work together to make improvements or changes when possible.  
We are confident that our renewed focus on these recurring meetings, now and in the 
future, will lead to better communication and cooperation throughout the acquisition 
process.  
 

B. Engagement with 809 Panel. DCAA participated in a collaborative process with the 
congressionally mandated Section 809 Panel working group to inform and assist their 
efforts to streamline the defense acquisition process. Our efforts were focused on the 
Panel’s recommendations set forth in the Panel reports. 
 
The working group spent significant effort establishing a Professional Practice Guide 
(PPG), which includes discussion of risk and materiality. This guide will provide 
consistency in the way DCAA and Independent Professional Accounting Firms consider 
risk and materiality.  The guide will be important to IPAs when they perform select 
incurred cost audits for contractors previously audited by DCAA. Internal to DCAA, we 
plan to use the PPG to meet Congressional requirements to establish, codify, and 
implement these new materiality thresholds.  
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7.  SIGNIFICANT FY 2018 ACTIVITIES AND THEIR IMPACT 
 
DCAA had many organizational accomplishments in FY 2018. Some of these are summarized 
below.  
  

A. Director’s Development Program in Leadership. In keeping with DCAA’s ongoing 
commitment to preparing future leaders, the Agency executed a new leadership 
development program for senior managers in FY 2018.  
 
The Director's Development Program in Leadership (DDPL) is an 18-month, 
executive-level program that helps senior-level, career employees prepare for critical 
leadership positions in the federal government. The inaugural session of DDPL began 
in December, 2017 with 22, GS13-15 students from DCAA, the Defense Threat 
Reduction Agency (DTRA), and Army Audit Agency (AAA). This first DDPL cohort 
graduated in February 2019.  
 
DCAA’s Defense Contract Audit Institute (DCAI) designed DDPL based on ten 
specific competencies in the DoD Civilian Leadership Development Continuum. In 
this unique program, students travel to premier universities and military commands 
for seminars on each of the leadership competencies, a course of study that 
strengthens students’ leadership skills and ability to lead organizations, programs, and 
people. Students also engage in two capstone events putting leadership concepts to 
work in the complex environment of a major command.  
 
The leadership lessons these students learned and the networks they built over their 
course of study will serve them well as they advance into positions of greater 
responsibility.  
 

B. Customer Outreach. Customer engagement is a priority at DCAA. We develop and 
foster relationships with our customers through constant communication at all levels of 
leadership throughout the audit cycle. This engagement is not just about ongoing audits—
we also provide education, offer advice, and listen to concerns. An audit is only one part 
of the acquisition process, but its results can positively or negatively impact the entire 
process. For this reason, we strongly believe customer engagement is essential to an 
efficient and effective acquisition cycle.   
 
DCAA engages with its customers on several levels; Military Services at the Senior 
Executive (SES) level, Buying command Program Executive Offices (PEO), and 
individual contracting officers. This tiered system provides multiple touchpoints at 
different levels of management to advise and assist on all aspects of DCAA support and 
services. 
 
At the Service level, our Regional Directors focus their efforts on engaging with senior 
service acquisition officials who have oversight of several procurement offices. This high 
level engagement provides a system-wide view of the entire procurement cycle with 
multiple, ongoing contract actions. Engagement at this level allows our Regional 
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Directors to hear ongoing challenges and provide assistance with solutions at a DCAA-
wide level.  
 
At the mid-level, our Financial Liaison Advisors’ engagement at the buying 
command/PEO is focused on ongoing audit support and upcoming contracts and 
proposal. The FLA is there to advise the buying command, answer questions on audits 
and services, and inform audit offices on upcoming procurement actions. Additionally, 
because the FLAs support several DCAA offices, they are available to coordinate across 
Regional and Corporate Audit Directorate boundaries to provide a “One Agency” 
approach. 
 
Finally, at the field audit office level, engagement with customers is continuous. Early 
engagement is focused on identification of potential risk areas and advice on writing 
contract documents to avoid issues. Once an audit is requested, audit teams communicate 
regularly with the contracting officer to discuss findings and challenges that arise during 
the audit, which enables the contracting officer to address issues promptly with the 
contractor and still meet deadlines. This engagement doesn’t end until negotiations are 
complete.  
 
Our tiered levels of engagement are reinforced by constant communication across 
DCAA. Feedback from customers is useful for standardizing audit programs and 
developing best practices, which leads to more efficient and effective acquisition process 
for all involved. 
 

C. DCAA improves process efficiency to help close contracts with cancelling funds. 
Open contracts with canceling funds are a priority for contract closeout because, once the 
funds are cancelled, any remaining costs incurred must be paid with current year budgets. 
DCAA provided significant support to Defense Contract Management Agency (DCMA) 
on a dedicated effort to close contracts with cancelling funds before the end of the fiscal 
year. A key contributor to their success was an automated system developed by DCAA’s 
information systems specialists in coordination with Defense Pricing and Contracting, 
Defense Logistics Agency, DCMA, and Defense Finance and Accounting Service. This 
system greatly increased the efficiency of matching open audits in DCAA’s information 
management system with DCMA’s list of incurred cost contracts with canceling funds. 
Automating what was previously a time-consuming, manual process saved hundreds of 
hours, freeing up our audit teams to more quickly finish the audits.  

.  
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8. OUTLOOK  
 
DCAA is an integral member of the acquisition team and continues to deliver high quality audits 
and services that assist contracting officials negotiate fair and reasonable prices for goods and 
services. We completed over 99 percent of the incurred cost backlog in FY 2018 and, in FY 
2019, we expect to be in full compliance with the NDAA 2018 requirements to complete 
incurred cost audits within 12 months of receiving a contractor’s adequate proposal. With the 
backlog behind us, we will be returning to a more balanced mix of audits across our whole 
portfolio, including business systems, Truth in Negotiations, Cost Accounting standards, pre-
award surveys, claims, and terminations. 

 
Throughout FY 2019, DCAA will continue to implement the Strategic Workload Resource 
Initiative (SWRI), a three-year planning model that allows us to do long-term strategic planning 
and forecasting of workload and resources. Despite the fluidity of the acquisition cycle, we must 
strive to create accurate workload forecasts to the greatest extent possible. The SWRI process is 
showing significant potential to conduct longer term planning, increase coordination and 
resource planning at all levels across the agency, and make geographically-based workload 
assessments that put resources where they are needed most.  

 
We remain committed to building strong relationships with customers and industry to identify 
needs and concerns, ensure mutual understanding, facilitate cooperation, and deliver outstanding 
service. Additionally, our collaborative work with the 809 panel has provided an effective 
opportunity to evaluate our processes, make improvements, and identify new ways to maximize 
our value within the acquisition community.  

 
I am proud of the DCAA workforce and the tremendous work they did to achieve significant 
milestones this past year. The outlook for the agency is strong, and I look forward to a very 
productive FY 2019 and a renewed engagement with our full spectrum of audits and services.  
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ACRONYMS 
 
 
CAM  Contract Audit Manual 
CAS  Cost Accounting Standards 
DCAA  Defense Contract Audit Agency 
DCAI  Defense Contract Audit Institute 
DCMA Defense Contract Management Agency 
DFARS Defense Federal Acquisition Regulation Supplement 
DoD  Department of Defense  
DoDIG Department of Defense Inspector General 
FAR  Federal Acquisition Regulation 
FEVS  Federal Employee Viewpoint Survey 
GAO  Government Accountability Office 
GAGAS Generally Accepted Government Auditing Standards 
NDAA  National Defense Authorization Act 
NDIA  National Defense Industrial Association 
OCO  Overseas Contingency Operations 
OSBP  Office of Small Business Programs 
OSD  Office of Secretary of Defense 
PTAC  Procurement Technical Assistance Centers 
SBA  Small Business Association 
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PAS 710.7 July 19, 2019 
 19-PAS-003(R) 
 
MEMORANDUM FOR REGIONAL DIRECTORS, DCAA; CORPORATE AUDIT 

DIRECTORS, DCAA; ASSISTANT DIRECTORS, HQ, DCAA 
 
SUBJECT: Audit Guidance on Using Materiality in Incurred Cost Audits 
 
 This memorandum establishes audit policy for applying materiality in incurred cost 
audits.  The newly implemented materiality guidance applies to incurred cost audits that are 
initiated after the date of this memorandum, and can be found at CAM 6-107.  The incurred cost 
audit programs have also been updated to reflect the materiality guidance.  The new guidance 
will ensure materiality concepts are consistently applied across the Agency. 
 
Background 
 
 The policy complies with Section 803 of the fiscal year (FY) 2018 National Defense 
Authorization Act (NDAA), which requires the Agency to adopt commercially accepted 
standards of materiality for incurred cost audits. 
 
Calculating the Quantitative Materiality Threshold 
 
 The use of a quantified materiality threshold is intended to facilitate a consistent 
approach that helps an auditor determine the nature, timing, and extent of audit procedures on 
those cost elements and accounts that are significant, or material, to the audit opinion. 
 
 To calculate the quantitative materiality threshold, the auditor should first determine the 
total subject matter of audit.  The total subject matter of audit represents the information on 
which the auditor provides an opinion (i.e., assurance).  The total subject matter of audit is 
generally Auditable Dollar Volume (ADV), plus amounts associated with assist audits (see 
CAM 6-107.2 for additional consideration when determining the total subject matter of audit). 
 
 The auditor should then calculate quantified materiality using one of the following 
formulas: 
 
 For Incurred Cost Proposal Audit Subject Matter from $1 to $1,000,000,000 use the 

following formula: 
 

Materiality Threshold = $5,000 x ((Total Subject Matter / $100,000) .75) 
 
 For Incurred Cost Proposal Audit Subject Matter greater than $1,000,000,000 use the 

following formula: 
 

Materiality Threshold percentage of 0.50 percent 
 

 

  

DEFENSE CONTRACT AUDIT AGENCY 
8725 JOHN J. KINGMAN ROAD, SUITE 2135 

FORT BELVOIR, VA 22060-6219 
 

I N  R E P L Y  R E F E R  T O  
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 Note:  when entering the formula in Microsoft Excel, the quantified materiality formula 
for an audit with a $1,000,000 total subject matter of audit appears as follows: 
 

=5,000*((1,000,000/100,000)^.75) 
 
 The quantified materiality threshold in this example is $28,117.  See the enclosure for a 
worksheet that demonstrates the quantified materiality calculation above. 
 
 The following table depicts quantified materiality thresholds (both dollar amounts and 
percentages) at various subject matter amounts: 
 

Quantified Materiality Thresholds for Incurred Cost Audits 
 
Subject Matter Cost $100K   $1M    $10M $100M   $500M    $1B > $1B 

Materiality Amount $5,000 $28,117 $158,114 $889,140 $2,973,018 $5,000,000 Varies 

Materiality Percentage   5%  2.81%   1.58%   0.89%   0.59%    0.50%  0.50% 

 
Calculating Adjusted Materiality 
 
 Materiality requires the use of two separate thresholds:  quantified materiality to identify 
significant cost elements, and adjusted materiality to identify significant accounts recorded in the 
significant cost elements.  Adjusted materiality is less than quantified materiality and is applied 
to accounts within a cost element.  For purposes of selecting accounts for audit testing, adjusted 
materiality can be stated as a reduction of the quantified materiality threshold by 20 percent to 80 
percent based on auditor judgment. 
 
Other Considerations 
 
 It is important to remember to use professional judgment when applying materiality 
concepts.  Materiality considers both qualitative factors (e.g., customer concerns, prior findings, 
etc.) and quantitative factors.  The relative importance of qualitative and quantitative factors 
when considering materiality in a particular engagement is a matter of the auditor’s professional 
judgment.  The auditor should document the justification for deviating from the numeric 
materiality thresholds. 
 
Available Training 
 
 DCAI and Policy developed a new E-Learning Course, AUD112E – Materiality in Audits 
of Incurred Costs, which became available July 19, 2019.  All auditors should take the course 
prior to beginning an incurred cost audit.  Policy is working with DCAI to ensure that other 
course materials are updated accordingly. 
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Additional Questions 

FAO personnel with questions regarding this memorandum should contact their regional 
or CAD offices.  Regional/CAD personnel with questions regarding this memorandum should 
contact to Auditing Standards Division, at (703) 767-3274, or by e-mail to 
DCAA-PAS@dcaa.mil. 

/s/ Barbara Richon
/for/ Martha E. McKune 

Assistant Director, Policy and Plans 

Enclosure: 
Quantified Materiality Worksheet 

Quantified Materiality 
Worksheet 

 

DISTRIBUTION:  E 
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June 12, 2019

COFC Decision on Offsetting Impact of Cost Accounting Practice Changes
Paves the Way for Pre-Award Protests
Advisory
By Paul E. Pompeo,  Sonia Tabriz

The Boeing Company v. United States, Civil No. 17-1969C (May 29, 2019) reveals the Court of Federal Claims' (COFC) interpretation of the Cost Accounting
Standards (CAS) statute as primarily benefiting the government, and directs contractors challenging the Federal Acquisition Regulation (FAR) 30.606(a)(3)(ii)
prohibition on offsetting the impact of simultaneous cost accounting practice changes to raise those challenges in a pre-award protest or risk waiver. Importantly,
the court's decision could have broad implications, requiring contractors to protest the applicability and interpretation of any extra-contractual FAR provisions—
not just those involving the CAS statute—that expound upon a FAR Part 52 contract clause.

Adopting a novel theory rooted in the US Constitution, The Boeing Company (Boeing) filed an action under the Contract Disputes Act (CDA) alleging that the FAR
30.606 offset prohibition is an "illegal exaction" in violation of the CAS statute, which specifically prohibits windfalls to the government resulting from changes to
a contractor's cost accounting practices. Boeing also claimed that FAR 30.606 was "extra-contractual" and therefore, should not preclude Boeing from offsetting
changes that increase costs to the government from those that decrease costs. The COFC dismissed Boeing's constitutional claim for lack of subject matter
jurisdiction and concluded that Boeing had effectively waived its contract claims upon failing to raise them in a pre-award protest or during negotiations with the
government.

The History of FAR 30.606
The long-accepted practice for determining the cost impact of multiple changes in cost accounting practices was to offset negative impacts against any positive
benefit to the government. Thus, offsetting cost impacts could result in a reduced or no contract adjustment. Effective April 8, 2005, the FAR Council
promulgated FAR 30.606 to address cost impacts under the CAS. FAR 30.606(a)(3)(ii) provides that, when a contractor implements multiple changes at once, the
government "[s]hall not combine the cost impacts" of those changes "unless all of the cost impacts are increased costs to the Government." In other words, if a
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contractor implements more than one cost accounting practice change and any one of those changes yields decreased costs to the government, the contractor is
not permitted to offset the decreased costs against any increased costs when calculating the cost impact and resultant payment due the government.

The Armed Services Board of Contract Appeals (ASBCA) waded into the subject of offsetting both before and after the FAR 30.606 offset prohibition took effect.
In The Boeing Company, ASBCA No. 57549, 13 BCA ¶ 35427, the ASBCA confirmed that contractors could offset decreased costs to the government against
increased costs for other, simultaneous cost accounting practice changes for contracts entered into before the 2005 amendment. The ASBCA concluded that the
regulations were previously silent on the subject, and that the practice was to offset. As to those contracts entered into after FAR 30.606(a)(3)(ii) took effect, the
ASBCA upheld the validity of the offsetting prohibition. In Raytheon Company, Space & Airborne Systems, ASBCA No. 5781, 15-1 BCA ¶ 36024, the contractor
argued, among other things, that FAR 30.606(a)(3)(ii) is invalid because it infringes on the CAS Board's exclusive authority to prescribe and interpret cost
accounting standards. The ASBCA rejected this argument, characterizing the offsetting prohibition as "more in the nature of contract administration or a policy
determination than an accounting issue." Ultimately, the ASBCA resolved all of the issues affecting contracts entered into after April 8, 2005 on other grounds;
thus, under the law of the Federal Circuit, that portion of the Raytheon decision on the validity of FAR 30.606(a)(3)(i) would be non-precedential dicta. See, e.g.,
Nat'l Am. Ins. Co. v. US, 498 F.3d 1301, 1305 (Fed. Cir. 2007)

Boeing's Most Recent Challenge
Taking note of the ASBCA's position on FAR 30.606(a)(3)(ii), Boeing launched an innovative, constitutional challenge before the COFC, alongside numerous
contract claims, contesting its inability to offset simultaneous cost accounting practice changes as memorialized in a contracting officer's final decision on a
government claim and the government's rejection of Boeing's claim.

The CAS Statute Benefits the Government, Not Contractors

Boeing first alleged that the government's application of FAR 30.606 constituted an illegal exaction in violation of the US Constitution—specifically, the Due
Process Clause of the Fifth Amendment, which prohibits the deprivation of property without due process of law. An illegal exaction arises when money is
"improperly paid, exacted or taken from the claimant in contravention of the Constitution, a statute, or a regulation." Norman v. United States, 429 F.3d 1081,
1095 (Fed. Cir. 2005). According to Boeing, FAR 30.606(a)(ii)(3) violates the CAS statute, codified in relevant part at 41 U.S.C. § 1503(b), which provides that
when a contractor changes its cost accounting practices, "[t]he Federal Government may not recover costs greater than the aggregate increased cost to the Federal
Government."

The government successfully moved to dismiss Boeing's constitutional claim on jurisdictional grounds. According to the COFC, there is no rule barring illegal
exaction claims accompanying contract claims under the CDA. Nevertheless, the COFC concluded that it had no subject matter jurisdiction over the illegal
exaction claim because Boeing failed to establish that its claim was based upon a "money-mandating statute," as Federal Circuit precedent required. The court
rejected Boeing's characterization of the CAS statute as mandating the return of windfalls reaped by the government and concluded that there is "no right to bring
a claim for monetary damages expressly contained in the statute."

To the contrary, the COFC held that the CAS statute "primarily protects the government," and not contractors. Thus, while a contractor is permitted to challenge
the government's compliance with the CAS statute, it cannot assert an illegal exaction in connection with the CAS statute under the US Constitution.

Are Protests the New Frontier for FAR 30.606 Challenges and Beyond?

204



© Arnold & Porter Kaye Scholer LLP 2019 All Rights
Reserved.

arnoldporter.com

Boeing's numerous contract claims were also unsuccessful. According to Boeing, FAR 30.606 was "extra-contractual" because it was not incorporated into its
contract either in full text or by reference. Thus, Boeing argued that it should not be bound by the offset prohibition. In response, the government raised the
affirmative defense of waiver and argued that Boeing cannot challenge the legality of FAR 30.606(a)(3)(ii) years after entering into and performing under the
subject contract. The COFC denied Boeing's claims on this basis.

The COFC stated that Boeing is no stranger to FAR 30.606, having launched numerous challenges to the offset prohibition in the past. The court cited these
challenges, as well as Boeing's innumerable contracts subject to FAR 30.606(a)(3)(ii), as evidencing Boeing's actual and constructive knowledge of the provision's
applicability. Boeing responded that the contract was at best ambiguous, because it included a reference to the CAS statute, which Boeing reads as contrary to
FAR 30.606. The COFC was unpersuaded, characterizing any such ambiguity as patent—i.e., a facial inconsistency requiring Boeing to pursue a "pre-award
protest or negotiation with the government, before its contracts were awarded." Having not done so, the court held that Boeing's later contract claims were
foreclosed as a matter of law.

This holding is significant, and suggests that protests may be the appropriate mechanism for adjudicating conflicts between the CAS statute and the FAR
30.606(a)(3)(ii) prohibition on offsetting the impact of simultaneous cost accounting practice changes. The COFC was disinclined to permit a sophisticated
contractor like Boeing to "change the pricing framework for its contract, years after the competition for that contract ended." As a consequence, all contractors
now run the risk of waiving the right to challenge applicability of FAR 30.606 if such challenges are not first raised before contract award.

Additionally, the COFC decision presents the potential for a disturbing, broader application. As discussed above, the court cited Boeing's awareness of FAR
30.606, along with fifty-year-old case law presuming that contractors have constructive knowledge of procurement regulations, as a basis for its holding that
Boeing was bound to challenge the FAR 30.606(a)(3)(ii) offset prohibition in a protest or during negotiations before award. That holding could apply with equal
force to any provision in the FAR that purports to interpret or implement a FAR Part 52 contract clause. Thus, what might ordinarily have been the subject of a
dispute under the CDA, may now be waived absent the filing of a pre-award protest.

It remains to be seen whether Boeing will appeal this decision to the Federal Circuit for further consideration of these potentially far-reaching implications.

© Arnold & Porter Kaye Scholer LLP 2019 All Rights Reserved. This Advisory is intended to be a general summary of the law and does not constitute legal advice. You
should consult with counsel to determine applicable legal requirements in a specific fact situation.
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Federal Circuit Affirms Tecom Test Governing the Allowability of
Government Contractor Litigation Costs
Advisory
By Paul E. Pompeo,  Amanda J. Sherwood,  Nathaniel Castellano

The Federal Circuit's landmark Tecom decision flipped decades of caselaw on its head and established the general rule governing the ability of contractors to

recover costs of settling certain third-party litigation under government contracts.1 In Bechtel v. United States, the contractor sought to carve an exception from
Tecom and potentially reverse the Tecom rule. Instead, earlier this week the Federal Circuit doubled down on its prior decision. In the Bechtel decision, the
Federal Circuit affirmed the Court of Federal Claim's strict application of Tecom and rejected the argument that a Department of Energy (DOE) contract clause
providing for contractor recovery of litigation costs in some circumstances served as an exception to Tecom, notwithstanding regulatory history and prior course
of dealing indicating that the parties intended such costs to be recoverable. This case narrows the circumstances under which contractors may be able to carve out
the Tecom standard through contract terms. And, unfortunately, the Federal Circuit declined to answer many of contractors' pressing questions about the
reaffirmed Tecom test—leaving open the prospect of broader application.

Context: Allowability of Litigation Costs
The history of the allowability of litigation costs under government contracts is a convoluted one. For decades, third-party litigation costs, including those

associated with cases involving alleged employment discrimination, were allowed as ordinary costs of doing business.2 This position began to crumble in the early

2000's, and the Federal Circuit's 2009 Geren v. Tecom, Inc. decision formalized the start of a new era.3

In Tecom, the Federal Circuit explained that "where neither the contract nor the FAR dictates the treatment of specific costs, we must determine how those costs

are to be treated by looking to the principles and standards in [FAR 31.204(c)] and the treatment of similar or related selected items."4 The Circuit then
announced a two-part test to govern when costs incurred by a contractor in defending and settling third-party claims—at least in the context of Title VII
discrimination cases—are allowable under a government contract:
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(1) we ask whether, if an adverse judgment [had been] reached, the damages, costs, and attorney's fees would be allowable; (2) if not, we ask

whether the costs of settlement would be allowable.5

Tecom involved the costs of settling and defending a lawsuit alleging employment discrimination, and the contract at issue incorporated the clause at 52.222-26,
"Equal Opportunity." The Circuit reasoned that, because an adverse judgment that the contractor had violated Title VII of the Civil Rights Act of 1964 would
breach the underlying contract, the costs of defending and settling such a lawsuit were unallowable—unless the contracting officer determined that Title VII

plaintiff had "very little likelihood of success on the merits."6 The Circuit provided no insight into the meaning of "very little likelihood of success on the merits."

After Tecom, contractors were left in a quandary about the treatment of litigation expenses. Should the costs be segregated under FAR 31.205-47(g) pending
resolution, as a successful defense would render the costs allowable, and resolution through settlement would be unknowable at commencement of a case? Would
the standard apply only to Title VII litigation or to all third-party litigation? What would be sufficient to demonstrate that the plaintiff would have "very little
likelihood of success on the merits"? And, so on.

Bechtel: Prior Proceedings
The Bechtel case involved allowability of costs associated with two discrimination lawsuits brought by former employees on a contract that included FAR 52.222-
26, "Equal Opportunity." The contracting officer reviewed the claims and issued a final decision disallowing the contractor's costs associated with defending the
cases, citing Tecom. The contractor appealed, arguing that because the underlying contract included a specific DOE Acquisition Regulation (DEAR) speaking to

the allowability of litigation costs,7 that the Federal Circuit's two-part test from Tecom should not apply. Specifically, Bechtel invoked the qualifying language
from Tecom suggesting that its two-part test only applies "where neither the contract nor the FAR dictates the treatment of specific costs." There was no challenge
to the contracting officer's determination with respect to the likelihood on the merits of the third-party claims. The Court of Federal Claims rejected this

argument, finding the settlement costs unallowable under Tecom.8

Appeal to the Federal Circuit
Bechtel appealed, arguing primarily that the Court of Federal Claims improperly applied the Tecom standard on the basis that the DOE clause provided for the
allowability of the costs at issue. Bechtel argued that the regulatory history of the DOE clause and the parties' prior course of conduct showed that DOE intended
to assume the risk of reimbursing costs associated with defending against third-party claims. Bechtel further argued that, in the event the Tecom standard did
apply, the Federal Circuit should revisit Tecom en banc to clarify the scope of its holding.

The Circuit affirmed by a unanimous opinion by Judge Newman in which Judges Shall and Dyk (author of the Tecom majority opinion) joined. The Circuit
acknowledged that: "Tecom recognized that the analysis for determining whether the costs are allowable could change if there was a contract provision

'dictat[ing] the treatment of specific costs.'"9 The Circuit concluded, however, that the DEAR provision at issue does not qualify, because although the DEAR
clause "generally provides for reimbursement," it only does so "subject to certain exceptions," including where other provisions of the contract disallow the costs

in question.10 Because the same FAR clauses at issue in Tecom appeared in the DOE contract at issue here, FAR 31.204 and 52.222-26, they serve this role.11 The
Circuit concluded that because the contractor abandoned its arguments regarding the "little likelihood of success on the merits" prong of the Tecom test, the

defense costs are unallowable.12
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The panel also reemphasized and restated that one of the underlying rationales for the Tecom standard is the view that "'pass[ing] such costs on to the
government in a contract context' would be contrary to public policy under the Supreme Court's decision in NAACP v. Fed. Power Comm'n, 425 U.S. 662

(1976)."13 This holding suggests that the prospect of "wrongdoing" was a driving factor in Tecom and the assessment of cost allowability.

The panel concluded that, as a prior precedential decision, it is "bound by Tecom" and noted that the contractor "has not demonstrated that Tecom is in any way

unsound such that the panel should recommend en banc review pursuant to Federal Circuit Rule 35."14

Conclusion & Lessons Learned
Bechtel serves as a wholehearted reaffirmation of the Tecom standard, and a narrowing of the potential for contractors to sidestep the Tecom standard by
pointing to express contract provisions and prior course of dealing indicating an agency's willingness to reimburse litigation expenses associated with defending
against third-party claims.

Open issues remain, in particular with respect to how explicit a contract provision must be to avoid the Tecom standard. More broadly, the Circuit also declined to
address whether Tecom may be applied to litigation defense and settlement costs outside of the employment discrimination context—for example, those

associated with general breach of contract allegations—despite considerable debate between the parties on this point.15 And, the decision leaves unanswered
(because the contractor did not pursue the issue on appeal) the critically important question of what is sufficient to demonstrate the "very little likelihood of
success on the merits" standard. Contractors are therefore still without any guidance regarding this primary avenue through which the cost of defending or
settling a third-party lawsuit may be allowable costs under government contracts.

The Bechtel decision is not encouraging to any who hoped the Federal Circuit might be willing to reign in Tecom. Unlike Tecom, which was a 2-1 decision with a
substantial and reasoned dissent, Bechtel is unanimous. Although the Federal Circuit decision to rehear a case en banc is not dependent on any recommendation
from the merits panel, the panel judges have clearly indicated they are unlikely to vote in favor of or encourage en banc review of Tecom. If Bechtel files a petition
for en banc review, any amici curae that decide to weigh in may guide the Court's consideration.

In sum, Bechtel reaffirms that Tecom is the law of the land and narrows at least one possible avenue around application of the Tecom standard. Short of en banc
action, if contractors want this standard to change, regulatory or statutory action will likely be the only way around the Federal Circuit's established test.

© Arnold & Porter Kaye Scholer LLP 2019 All Rights Reserved. This Advisory is intended to be a general summary of the law and does not constitute legal advice. You
should consult with counsel to determine applicable legal requirements in a specific fact situation.

1 Geren v. Tecom, 566 F.3d 1037 (Fed. Cir. 2009). It is noteworthy that that Judge Lourie penned a vigorous dissent in Tecom.

2 See Arnold & Porter's prior Advisory on the lower court Bechtel decision, which provides more detail.

3 566 F.3d 1037 (Fed. Cir. 2009).

4 566 F.3d at 1041 (internal quotation omitted).
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5 Id. at 1041.

6 Id. at 1043-46.

7 DEAR 970.5204-31(e), which provides "{e}xcept as provided in subparagraphs (g) and (h)…the contractor shall be reimbursed…for liabilities…including
litigation costs…" Subsections (g) and (h) list specific circumstances in which such costs are not allowable, including where they "are otherwise unallowable by
law" or are the result of managerial personnel's willful misconduct or bad faith.

8 Bechtel Nat'l, Inc. v. United States, 137 Fed. Cl. 423 (2018).

9 Bechtel National, Inc. v. United States, Case No. 2018-2055 at *7 (Fed. Cir. July 16, 2019) (quoting Tecom, 566 F.3d at 1041).

10 Id. at *7-8.

11 Id. at *8 ("DEAR 970.5204-31 does not override the FAR provisions that we interpreted in Tecom as disallowing those costs.").

12 Id. at *10.

13 Id. at *9 (quoting Tecom, 566 F.3d at 1044).

14 Id. at *11.

15 Id. at *11.
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October 22, 2019

Federal Circuit Issues Controversial Decision Involving Expressly
Unallowable Costs
Advisory
By Paul E. Pompeo,  Nathaniel Castellano

In its second significant cost allowability decision of the year, the Federal Circuit held that salaries associated with lobbying activities are expressly unallowable

under Federal Acquisition Regulation (FAR) 31.205-22.1 Although the decision is limited to salary costs associated with lobbying activities, its rationale creates
uncertainty for other types of costs subject to a FAR Part 31 Cost Principle that uses similar "associated with" language. Contractors should anticipate closer
scrutiny from auditors, who may feel emboldened by the Federal Circuit's decision to characterize costs as expressly unallowable. The decision may also have
implications for compliance with Cost Accounting Standard 405.

Although many types of cost may be generally unallowable, a smaller subset of costs are expressly unallowable. An expressly unallowable costs is "a particular
item or type of cost which, under the express provisions of an applicable law, regulation, or contract, is specifically named and stated to be unallowable."2

Contractors are subject to penalty if they submit to the government any expressly unallowable cost.3 Congress made clear that the penalty was intended for
limited circumstances where the regulations explicitly prohibit inclusion of a type of cost; providing alcohol as an example.

FAR 31.205-22(a) provides that costs "associated with" a list of lobbying and political activities are unallowable.4 FAR 31.205-22 does not specifically name and
state salary, or any other type of cost; it merely states "associated with." The narrow question presented to the Federal Circuit was whether salary costs of
employees engaging in such lobbying activity qualify as expressly unallowable costs.

Even though FAR 31.205-22 does not expressly name and state salary or compensation as unallowable, the Federal Circuit nevertheless held that such salary costs
are expressly unallowable:
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The definition in FAR § 31.001 of an "expressly unallowable cost" refers to "a particular item or type of cost." These two categories of costs confirm that an
"expressly unallowable" cost includes more than an explicitly stated "item." Costs unambiguously falling within a generic definition of a "type" of
unallowable cost are also "expressly unallowable." Here, salaries of in-house lobbyists are a prototypical lobbying expense. Subsection 22 disallows "costs
associated with" activities such as "attempt[ing] to influence . . . legislation . . . through communication with any member or employee of the . . .
legislature" or "attend[ing] . . . legislative sessions or committee hearings." Salaries of corporate personnel involved in lobbying are unambiguously "costs

associated with" lobbying.5

The Federal Circuit's reasoning raises at least four implications moving forward.

First, whereas the FAR defines expressly unallowable costs as those "specifically named and stated to be unallowable," the Federal Circuit seems to have adopted
a broader test that encompasses "[c]osts unambiguously falling within a generic definition of a 'type'" deemed unallowable. Now, instead of asking only which
types of costs are specifically named and stated as unallowable, contractors must apparently also consider what types of cost unambiguously fall within generic
definitions of types of unallowable costs. The Federal Circuit's attempt to distinguish an item from a type of cost appears specious. And, the Federal Circuit seems
to have muddied the differing concepts of unallowable costs, directly associated costs, and expressly unallowable costs.

Moreover, the Federal Circuit's approach strikes as a contradiction of the plain language of the definition of an expressly unallowable cost, and is inconsistent
with Congressional intent. The reason that Congress included the "specifically named and stated language" was to avoid penalizing contractors where the
regulations lack specificity. The onus is on the government to draft cost principles that are precise.

Relevant here, the Federal Circuit's decision clarified in dicta that its holding effectively overturns, in part, the ASBCA's 2015 decision that bonus and incentive
compensation (BAIC) are not "expressly unallowable" under FAR 31.205-22. The ASBCA had concluded such costs did not meet the definition of expressly
unallowable because "neither 'BAIC' cost nor 'compensation' cost is specifically named and stated as unallowable under this cost principle, nor are such costs

identified as unallowable in any direct or unmistakable terms."6 Without considering the underlying rationale, the Federal Circuit was not persuaded: "That
decision is not binding on this court, and in any event, is contrary to the plain language of Subsection 22 to the extent that it concludes that salaries in the form of

bonus and incentive compensation for lobbying and political activities are not 'expressly unallowable.'"7

Second, the Federal Circuit's reasoning could impact other cost principles that speak in terms of costs "associated with" a particular activity. FAR 31.205-1, for
example, speaks to the allowability of public relations activities "associated with areas such as advertising, customer relations, etc." FAR 31.205-27 governs
"expenditures in connection with" business organization costs. Although the Federal Circuit's decision is tied to the language of FAR 31.205-22, the Defense
Contract Audit Agency (DCAA) is guaranteed to rely on this case with abandon to assert that a host of costs are expressly unallowable.

Third, despite the concern of DCAA overreach, the Federal Circuit's conclusion seems inherently tied to its understanding of the relationship between lobbying
and lobbyists: "salaries of in-house lobbyists are a prototypical lobbying expense." Inherent in the decision is the Federal Circuit's inability to identify any other
types of costs associated with lobbying. Thus, in the eyes of the Federal Circuit, salary would qualify as expressly unallowable under the "prototypical lobbying
expense" standard. Furthermore, the Federal Circuit examined the history of the cost principle, which, under DAR 15.205.51 specifically disallowed the

"applicable portion of the salaries of the contractor's employees . . . engaged in lobbying."8 Thus, to the extent there is a silver lining to this case, it is that it may
be limited to salaries, and is dependent on the unique history of the prohibition. It still leaves open the question of what other types of cost are so "unambiguously
falling" within an "associated with" type of cost.
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Finally, this case implicates CAS 405. That standard directs the segregation of expressly unallowable costs from billings, claims, and proposals. The uncertainty
that the Federal Circuit has created regarding the definition of an expressly unallowable cost—which is identical in CAS 405—could lead to an implosion of alleged

noncompliances with CAS 405, itself subject to compound daily interest.9

Contractors should consider reviewing their accounting systems and implementing a more risk averse posture with respect to allocation of any types of costs that
could be characterized as "unambiguously falling" within a type of cost identified as unallowable, or as a "prototypical expense" of an expressly unallowable costs.

© Arnold & Porter Kaye Scholer LLP 2019 All Rights Reserved. This Advisory is intended to be a general summary of the law and does not constitute legal advice. You
should consult with counsel to determine applicable legal requirements in a specific fact situation.

1 Raytheon Co. v. Secretary of Defense, No. 2018-2371, 2019 WL 5280873 (Oct. 18, 2019).

2 FAR 31.0001 (emphasis added); see also CAS 405-30(a)(2).

3 FAR 42.709-1(a)(1).

4 FAR 31.205-22(a).

5 Raytheon, No. 2018-2371 at *6-7 (alteration in original, internal citation omitted).

6 Raytheon Co., ASBCA No. 57576, 15-1 BCA ¶ 36043.

7 Raytheon, No. 2018-2371 at *4.

8 Raytheon, No. 2018-2371 at *7.

9 Gates v. Raytheon co., 548 F.3d 1062, 1070 (Fed. Cir. 2009).
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