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INSPECTOR GENERAL

DEPARTMENT OF DEFENSE

4800 MARK CENTER DRIVE
ALEXANDRIA, VIRGINIA 22350-1500

September 8, 2014
MEMORANDUM FOR DIRECTOR, DEFENSE CONTRACT AUDIT AGENCY

SUBJECT: Review of Audits Issued by the Defense Contract Audit Agency
in FY 2012 and FY 2013
(Report No. DODIG-2014-109/Project No. D2013-DAPOCF-0004.000)

We are providing this memorandum for your review and comment. We performed an
evaluation of 16 Defense Contract Audit Agency (DCAA) audits and identified deficiencies
with generally accepted government auditing standards in the areas of audit planning,
evidence, working paper documentation, and supervision. In addition, our review

disclosed instances of auditors not obtaining adequate cost or pricing data.

We considered management comments on a draft of this memorandum. DoD
Directive 7650.3 requires that recommendations be resolved promptly. Comments
provided by the Defense Contract Audit Agency were partially responsive. We request

that management reconsider its position and provide comments by October 8, 2014.

Table 1. Number of Recommendations Requiring DCAA Comment

Number of Recommendations
Requiring Comment

Memorandum Number

Memorandum No.2

Memorandum No.3

Memorandum No.5

Memorandum No.8

Memorandum No.11

Memorandum No.13

[EE < NN I NS R A< N R S R N

Memorandum No.14

Review Objective

As part of our oversight responsibility of DCAA, we evaluated a cross section of
16 DCAA audits completed between October 2011 and February 2013, including 5 audits
of forward-pricing proposals and 11 audits of incurred cost proposals and other
audit types. We reviewed the audits primarily to determine whether DCAA:
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» correctly applied applicable acquisition regulations and DCAA policy;
¢ determined the adequacy of contractor cost or pricing data (if applicable);
o gathered sufficient evidence in support of the reported opinion; and

¢ issued an audit report that adequately explained the audit findings and

met the contracting officer’s needs.

At the conclusion of each review, we issued a memorandum that identified the findings
and recommendations. The memoranda (see Attachments 1 through 16) served to
timely alert DCAA of any deficiencies we uncovered and to recommend that DCAA

initiate corrective action.

This evaluation focused primarily on DCAA’s compliance with applicable regulations
and certain aspects of DCAA policy on 16 audits. On August 21, 2014, the DoD Inspector
General issued a “Pass with Deficiency” rating to DCAA after performing a peer review
on DCAA’s system of quality control. We did not evaluate the DCAA system of quality
control or perform a comprehensive review of the 16 selected audits for compliance

with all professional standards.

Findings

We identified 1 or more significant inadequacies associated with 13 of the 16 DCAA
audits. Our review of the 5 forward-pricing proposal audits disclosed instances
when DCAA did not:

sufficiently advise contracting officers on the adequacy of cost or pricing
data (see Attachments 2, 5, 10, 11, and 13);

¢ adequately review the proposal for compliance with Cost Accounting
Standards (CAS) (see Attachments 2, 5, and 13);

» consider the work of a technical specialist (see Attachments 2, 5, 10, and 13);

e obtain sufficient evidence to support the opinion (see Attachments 2, 5,
and 11);

¢ obtain access to contractor accounting records (see Attachments 2 and 13); or

o effectively communicate with the contracting officer (see Attachment 11).



For the 11 incurred cost and other audits, we found examples when DCAA did not:

o effectively plan the audit (see Attachments 1, 3, 6, 8, 14, 15, and 16);

¢ obtain sufficient evidence to support the opinion (see Attachments 3, 6, 8,
and 9);

* appropriately supervise the audit (see Attachments 1, 3, and 15);
¢ adequately document the work performed (see Attachments 1, 6,9, and 15);

e issue a report that correctly conveyed the findings (see Attachments 3, 6,
and 16); or

¢ accurately calculate recommended penalties (see Attachments 6, 9, and 15).

Management Actions

For two memoranda (Attachments 1 and 6), DCAA management provided us with
adequate written comments and planned corrective actions in response to seven
recommendations. See Attachments 1-A and 6-A for the complete text of DCAA's

comments. We require no additional comments on these two memoranda.

Recommendations, Management Comments and
Our Response

We recommend that the Defense Contract Audit Agency:

1. Submit written comments on the findings and recommendations
contained in Attachments 2, 3, 5, 8,9, 10, 11, 13, 14, 15, and 16.

DCAA Comments and Our Response

Of the 87 recommendations contained in these 11 attachments, DCAA agreed with 63
and did not agree with 24. We request that DCAA reconsider its responses to 21 of
the 24 recommendations for which DCAA did not concur. See Attachment 17 for a
summary of the DCAA management comments and our response to each comment.

The full text of the management comments is included as Attachment 18.

2. Provide training to all audit staff on the proper handling of superseded

working papers.



DCAA Comments

DCAA agreed in principle that all auditors should be aware of how to properly
handle superseded working papers. DCAA believes the required training and guidance

currently provided to auditors is sufficient to address the recommendation.

Our Response

The management comments are responsive, and no further comments are required.

3. Improve the reliability and accuracy of recommended penalties by:

a. providing training to all audit staff covering the computation of

recommended penalties and

b. assessing the adequacy of, and making improvements to, existing
Defense Contract Audit Agency policies and procedures to help
ensure auditors correctly compute recommended penalties in

accordance with Federal Acquisition Regulation 42.709.

DCAA Comments

DCAA agreed and stated the Agency is undertaking a project that will ensure a consistent
understanding of what cost principles are expressly unallowable. Once completed, DCAA
will incorporate the results of the project into existing training on the calculation of

recommended penalties.

Our Response

The management comments are responsive, and no further comments are required.

Scope and Methodology

We conducted this review from March 2012 through June 2013 in accordance with the
Council of the Inspectors General on Integrity and Efficiency “Quality Standards for
Inspection and Evaluation.” We selected 16 audits from a listing of DCAA reports issued
between October 2011 and February 2013. The following table lists the number of audits
by audit type and DCAA region.



Table 2. Number of Audits Selected for Review by Type and Location

Type of Field North- Mid-

Audit Detachment Central b Eastern Atlantic R Totals
Price 1 1 1 2 5
Proposal
Incurred
Cost 1 1 1 1 2 6
Termination 1 1
Iraq Direct
Cost 1 1
CAS 1 1
Business
Systems 2 2

Totals 2 2 1 2 3 6 16

To accomplish our objective, we obtained a copy of each audit working paper package,

interviewed appropriate DCAA employees, and examined relevant documents.

Use of Computer-Processed Data

In selecting audits, we relied on a DCAA listing of reports from FYs 2012 and 2013
generated from the DCAA Management Information System. We did not selectively test
the listing for accuracy and completeness. However, the listing had no impact on the

results of our review of the 16 audits.

Prior Coverage

During the last 5 years, the Government Accountability Office (GAO) and DoD Inspector
General (IG) have issued several reports related to the quality of DCAA audits.

Unrestricted GAO reports can be accessed over the Internet at http://www.gao.gov/

and unrestricted DoD IG reports can be accessed at http://www.dodig.mil.

On August 21, 2014, the DoD Inspector General issued a “Pass with Deficiency”
rating to DCAA based on the performance of a peer review covering DCAA’s system of
quality control in effect between January 1, 2013, and June 30, 2013. As part of the
peer review, the DoD Inspector General examined 92 audits and found that 11 lacked
sufficient documentation to understand the judgments and conclusions drawn by the
DCAA auditor. The peer review involved a comprehensive review for compliance with

the professional standards and the DCAA system of quality control.
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In contrast to the peer review, this evaluation was focused primarily on DCAA’s
compliance with applicable regulations and certain aspects of DCAA policy. Like the
peer review, we did find instances where the audit documentation did not comply
with the GAGAS requirements for sufficiency of documentation. However, we did not
perform a comprehensive review of the 16 selected audits for compliance with all

professional standards or evaluate the DCAA system of quality control taken as a whole.

We appreciate the courtesies extended to our staff. Please direct any questions to
Ms. Carolyn R. Davis at (703) 604-8877 (DSN 664-8877), carolyn.davis@dodig.mil.

Randolph R. Stone
Deputy Inspector General
Policy and Oversight

Attachments:
As stated



FOR OFFICIAL USE ONLY

Attachment 1

INSPECTOR GENERAL
DEPARTMENT OF DEFENSE
4800 MARK CENTER DRIVE

ALEXANDRLA, VIRGINIA 223501500

MAY 23 2012

MEMORANDUM FOR DIRECTOR, DEFENSE CONTRACT AUDIT AGENCY
REGIONAL DIRECTOR, DEFENSE CONTRACT AUDIT
AGENCY CENTRAL REGION

SUBJECT:  Results of High Risk Review (HRR) Regarding Audit Assignment
Mo, 3321-2009K 10180035 (APO HRR Memorandum No. 1)

This memorandum sets forth the results of our review of Defense Contract Audit Agency
(DCAA) Assignment No. 332 1-2009K 10180035, Our review of the audit assignment disclosed
that the auditor did not appropriately adjust the audit scope for a significant amount of claimed
costs which another field audit office had previously examined and the contracting officer had
negotiated. In addition, we found that the auditor did not properly retain or supersede several
working papers, The field audit office also overstated questioned costs by 36,128,000 in the
DCAA Defense Management Information System (DMIS).

Background

As part of our continuous oversight of DCAA, we initiated an effort to periodically select
and review audit assignments performed in arcas we identified as “high risk.” (also referred to as
high-risk reviews) Our first selection under this high-risk review effort was DCAA Assignment
Mo, 3321-2009K 1018003 5.

Under Assignment No. 3321-2009K 10180035, the DCAA Resident Office in Houston,
Texas, examined the costs billed by a DOD subcontractor submitted under a Firm Fixed Priced
Indefinite Delivery, Indefinite Quantity subcontract. The Resident Office performed the
examination to determine the allowability, allocability, and reasonableness of the billed
subconiract costs otaling $53,212,513 in 35 subcontractor invoices. As part of the assignment,
the auditor fully tested all 35 subeontractor invoices. On October 13, 2011, the Resident Office
issued Audit Report Mo, 332 [-2009K 10180035, questioning $8,725,017 of the billed costs. OF
this amount, the Resident Office questioned $7,164,600 as unreasenable in accordance with
Federal Acquisition Regulation (FAR) 31.201-3, and $1,560,417 as unallowable per
FAR 31.201-2, Determining Allowability.

Objective and Scope of High-Risk Review

We reviewed Assignment Mo, 3321-2009K 10180035 to determine if the Resident Office
in Houston, Texas:

s correctly applicd appropriate criteria such as the FAR, Defense Federal
Acquisition Regulation Supplement, and Cost Accounting Standards;
e followed Agency procedures and guidance:

DODIG-2014-109 | 7



s aathered sufficient evidence n suppeort of the reported fndings and
rccommcnd ations; and

v issucd an audit coport that adequatcly deseribedd the dinilings and
recommendations and served a wseful purpos Lo the contractiog aflicer.

Tor wpcomplish the obgective, we ohained a copy of the assihment working paper
package, inleryiewed appropriabe TMOA A emplavees, and reviewed other relovant docaments, As
part of the tnlervicws, we placed employvees unler gath, we recorded the inteeviews, and we
abtained a transcription of the recordings, We did net perform a2 comprehengive review of
Assnrienl Mo 332 1-2009K 1010035 for complianes with all generally accepted govemment
audining standands,

Results of High Risk Review
Unnecessary Audit Effort

Our review disclosed that the Resident Qdlice 0 Houston, Texas, examined a sipnificant
arount of costs which were previcusly audited by another DA A ollice and oepotiaied by the
eomlracting oificer. As detailed below, we found that 66 percent of the inveices and 59 percent
of the elaimed costs andited m Assipament Mo, 3321-2009K 10180035 had alecady been
cxamined in an assist andit conducied by the DEAA g Branch {0fice, under Assignment
Mo 213 -200TRIG1E002-5].

Table, ovoaves and {osts ]‘rﬂmus]}r Examined and Questioned

" Prior Assigminent dms!gn ment Mo e !
No, 2131- i 3321- 1 ExaminedQuest,
HTRIDIS0002-51 l ZO09K 10180035 [n Prier

| Assignment

W, ol Examinel | !. _________ .
Invoices ! 33 | G655

 Costs Included in i o -

| Examined Invoices LE] AR KR | 553212513 9%
| Questioned Costs | $ 7577213% T S RTISOL 1%

" & These amounts include ose repocted in DCAA Form | No. 135, May 30, 2008,

In addition, 91 percent of the costs questioned hal proviowsly been questioned by the
DCAA Tray Braonch office. {n May 30, 2008, DCAA (ssued 3 Form | 1o suspend the cosis
yuestioned in preor Assisnment Moo 213 -2HT101080002-50, On July 15, 2019, the contracting
officer reached & negotinted serlement with the gontrear an the questioned casts included in
the DCAA Form | Thorefore, the Resident Qffice’s effons 0 later re-examing the same
invoices and re-question the same costs did not serve 4 useful purpose,

The Resident GiTice shouwld have tailorsd the audit scape ta exchude or limit its review of

the 23 Invoices thal the Treog Branch QMce previowsly cramiecd, and the questioned costs that
the contracting officer had alrcady negetiated. The Resident CHTce vould have saved &

T Ll ]



sipmificant smownt of searcy medit cesources 1F 10 had appropriately witored the audit scope.
Resident Ofiec auditors cxpendsd 859 honrs on Assigmrnent No, 3322009101 30035, In
addition, the reporting of the same questioned costs likely resalted in wasted effort on the part of
the contrcting ufticet by having 1o re-address guestioned costs he previously nepidiated.

Our imervivws diselosed that the Resident Otfice superviser might have given
inappropriate guidance in estahlishing the audit scopo under Ascigmnent Mo, 3321-
2O09E 10180035, According o one of e awdilees wie Intervicwed, the auditor alerted Ue
superyisor of the negmiawed questioned costs bul the superviser ingomectly advised the auditor to
Ul perform a full examanation of all invmecs. The Resident Office, a Trequent recepient of
assist aedits Trom Neld audil ofTices, should be provided training on the proper Riloting of aodil
scope For assist audit results and nepgoliated seilements.

Remowva! of Superseded Working Papers

W neted that several audibors had wocked on Assignmeant o, 3321-2009K 180035 but
were reassigned Lo perform other iedits belore the sssigament’s complation. Our review
disclosed that the last auditor whe worked on, and completed Assignment M. 3321-

ORI BO035 (herealter teleered W as the “last auditor™)y did not properly redain or supersede
working papers prepared by a prioe auditor in accordance with TR AA procedure, CAA
Contract Audit Manmal {CAM) 4-403042) stales!

Supereded working papers should be clearly identitivd as swch and inelode iy
working papers prepared during the course of 1he audit that dk ksl sugpeart or ane
not relevznt 10 the comclusions n ke awdil report, This wall beclode, for
cxample, working papers chunped due W myisions o aidi methodalogy that are
ol re e 1o the walin com Taseans.

On Gctober 15, 2010, approximately 9 months befre the lase anditor egan warking on
the assipnment, DCAA issued Memorandum For Repional Threctee (MR L-PAR-29{H} 10
announce the above policy and to emphasize the rctention of all working papers, including
supeTselied working papers. '

We nbtained an cacher. unafltcial version of the wocking papers leom one of the prior
audioies {hereafber reforred to as the prior auditor™) and comparsd it the ollicial workinge
papers Tor Assignment Mo, 33212009 10180035, Our comparison dischosed that the Lasl
auditor had signifivantly revised 149 of the prioe apditor’ s working papers by re-writing working
paper namrative, deleting the prioc auditors indtials, and inserting his own initals, The fast
auditor did not retain the origingl working papers or label them “superseded” i accardance with
the above procedurs. In the case of Towr additional working papers, the Last audiboe did naet
thanpe thee prior anditor's workdine papet ranrative, but be replaced the prior auditer's initials
with his pwn. As o result, the official wocking papers contain little evidence of the prioe
auditor’s work performed or conshusions reached, sven thaugh the prior aoditor incurred 543
howrs on the assignmient. In addition, the oflicial working papers fbil to adequaledy eaplain wiy
the las auditor changed the prior audinot’s seope and conelusions. CAM 4303001 reguires
aneliteors e ancdeygieately deseribe the reaton Bar any revisions o the oniginal audit scope.

FOR-OF RS F-O N
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The supereiser acknowledged ke might have incorrectly advised the Just awditor b reliin
anly theee wirking papers which suppon the final reponted conclustons. Soch advice likely gave
the Dt adivar the False impressign he conld remoye the priur auditors Wﬂi‘king [rapers fraum the
official working paper package,

On Apeil 3, 20012, approximately one week alter we conducted our intervicws, the
Regigenn Offee provided teaining on the proper handling ot superseded working papers 1o s
staff, The purpase of the trining was e liminate any migconecplions aboutl superseded
working papers and 1o retterane the reguiremen) o retain all work papers. A a result, we have
ne additional recommuendations for this finding.

Ovarstatement of Questioned Costs in DMIS

We frund that the Resident € ee reported 5,725 00 T of quesiioned costs in Lhe [0AA
DMIE, cven though the Iraq Branch Office had previows|y reported 56,128 000 of the same
questioned eosts in e DM, The Besident Office should hove only reported the difference of
S2.39700 7, cesulting in dhe overstatement of $6, 128,000, The accuracy of WIS information is
impertant bevause DCAA fregquently wses 11 a% 2 rmanagement toal, and 13CAA reparts key
stalistics rom DMIS o Congress and vanons federml agenoes,

W da not know e extent to which the Resident Office might have incerreetly reported
guestionied cosls im DTS on athuer assigoment. lowever, the Resident Office Freguently
regeivies assist ancdits fronm varioms Meld aodil olTices lke the brag Bracch Offics, and the
feosident OFfce cowld therefore be wsing the same flawed reporting methodology in several| odher
instances, The Resident (0Fice should revicw its procedures and intermal controls for WIS
reptinng and make appropciae inprovements for helping to ensure the aceurate reports of
yuestiomed costs i 1MTS

Recammendations

We recommend thar the Drirector, Pelense Contraet Awdit Agency direet the Regional
Dircctor, DUAA Central Region to:

1. Provide training b gl Resident OiT3ce audie stadt on how to properly tailot the
audin scope for the receipt of wssisy audits and negotialed sertlemgnes.

2. Meview the Resident Office procedures for repotting questioned eosts in DMIS
and make appropriste mprovernents @ help ensuee e aceurate repoting of those

RLsls,

Closing Remarks

We plan Lo issue a Toemnal deafi report covering the rosults of multiple high-risk roviews,
ingluding this revigw. We will request 2 fonnal written cesponse From DU AA anee we igsue the
drafi repoert, Herwewer, we welceme any informal commenls po the Gacteal matters diseussed in
this mwemorandur i advance of the deall repor.



Attachment 1 (cont’d)

We appreciate the courtesies extended to my staff. If you have any questions, please
contact or

(_'/; K Do

Carolyn Da¥is
Assistant Inspector General
Audit Policy and Oversight

11
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Attachment 1-A

CENTRAL REGION
DEFENSE CONTRACT AUDIT AGENCY

DEPARTMENT OF DEFENSE
6321 EAST CAMPUS CIRCLE DRIVE
IRVING, TX 75063-2742

RAME-3 September 28, 2012
MEMORANDUM FOR INSPECTOR GENERAL, DEPARTMENT OF DEFENSE

SUBJECT:  Results of High Risk Review (HRR) Regarding Audit Assignment
No. 3321 —2009K 10180035 (APO HRR Memorandum No. 1)

The DoD-IG reviewed the ] Resident Office’s Assignment No. 3321-2009K 10180035
and reported its conclusions from its review by memorandum dated May 23, 2012. The DoD-IG
concluded the following:

1. The - Resident Office did not appropriately adjust the audit scope for a significant
amount of claimed costs which the Iraq Branch Office examined in 2007, and whose
costs were suspended on DCAA Form 1 Notice No. 135 and negotiated by the cognizant
ACO on July 15, 2010.

2. The auditor that completed the assignment did not properly retain or supersede several
working papers in the Assignment No. 3321-2009K 10180035 working paper file.

3. The - Resident Office reported $6,128,000 of questioned costs in the DCAA
Defense Management Information System (DMIS) under Audit Report No. 3321-
2009K 10180035 which duplicated questioned costs previously reported by the Iraq
Branch Office under Audit Report No. 2131-2007R10180002 in 2007.

As a result of the findings listed above, the DoD-IG made recommendations regarding items
1 and 3. The DoD-IG did not make recommendations regarding retaining and/or superseding
working papers because the FAO conducted training on that subject shortly after the DoD-IG
evaluator completed employee interviews at the - Resident Office.

The DoD-IG recommendations and the Central Region responses to those recommendations
follow:

Recommendation 1. Director, Defense Contract Audit Agency should direct the Regional
Director, DCAA Central Region to provide training to all Resident Office audit staff on how to
properly tailor the audit scope for the receipt of assist audits and negotiated settlements.

DCAA Response to Recommendation 1. The Central Region will provide training to all audit
staff at the Resident Office on how to properly tailor the audit scope for the receipt of assist
audits and negotiated settlements by October 31, 2012.  The training will be provided at a
scheduled Field Audit Office Staff Conference.




Attachment 1-A (cont’d)

RAME-3 September 28, 2012
SUBJECT:  Results of High Risk Review (HRR) Regarding Audit Assignment
No. 3321 - 2009K 10180035 (APO HRR Memorandum No. 1)

Recommendation 2. Director, Defense Contract Audit Agency should direct the Regional
Director, DCAA Central Region to review the Resident Office procedures for reporting
questioned costs in DMIS and make appropnate improvements to help ensure the accurate
reporting of those costs.

DCAA Response to Recommendation 2. The Central Region will review (I)c- Resident
Office’s procedures for reporting questioned costs in DMIS and make appropriate improvements
to help ensure the accurate reporting of those costs. The Resident Office Assistant for
Quality will prepare a presentation on accurately reporting the results of audit in DMIS in
accordance with Appendix A of the DMIS User’s Guide. The review of the - Resident
Office’s procedures for reporting questioned costs in DMIS and the FAO Assistant of Quality
presentation will take place by October 31, 2012.

Please direct any questions to
- or the undersigned at :

/signed//
TIMOTHY C. CARR
Regional Director

(]

DODIG-2014-109 | 13



Attachment 2

INSPECTOR GENERAL
DEPARTMENT OF DEFENSE
4800 MARK CENTER DRIVE

ALEXANDRIA, VIRGINIA 22350-1500

JUL 18 2012

MEMORANDUM FOR DIRECTOR, DEFENSE CONTRACT AUDIT AGENCY

SUBJECT:  Results of DoD OIG High Risk Review — DCAA Audit Report No. 3141-
2011M21000001, (APO HRR-FP Memorandum No. 2)

This memorandum sets forth the results of our oversight review of DCAA Audit Report No.

3141-2011M21000001 Independent Audit o Defense, LLC's
Proposal under Contract Number
issued by the Chicago Branch Office on October 17, 2011, The review is being performed

under DoDIG Project No. D2012-DIPOAI-0013. Our oversight review disclosed:

DCAA audited an inadequate proposal (Finding A),
I D:fcnse LLP did not provide records requested by DCAA and DCAA
did not pursue access to the records (Finding B),
¢ DCAA did not determine compliance with Cost Accounting Standard 401
(Finding C),
o DCAA requested DCMA technical assistance without testing the [l
Defense data (Finding D), and
The DCAA audit report does not reflect the audit work performed (Finding E).

The audit report should be rescinded and the contracting officer should be advised not to rely on
the audit report as a basis to evaluate (i) the adequacy of all contractor submitted cost or pricing
data and (ii) contractor compliance with appropriate provisions of FAR Part 31 and the Cost

Accounting Standards when negotiating a contract price for the ||| | [ | EEGEG

(vehicles).
Background

We selected DCAA Assignment No. 3141-2011M21000001 for oversight review as a part of our
responsibility to perform oversight of DCAA audits.

On May 27, 2011, the DoD Program Office (JPO)
requested DCAA audit the Defense) May 19, 2011, proposal for
250 vehicles with a proposed price of $49,418,592. The contractor submitted its proposal in the
‘add/delete’ format provided for change orders, modifications, and claims in accordance with
FAR 15.408, Table 15-2, Part III - Format for Submission of Line Item Summaries, as follows:

14 | DODIG-2014-109




Attachment 2 (cont’d)

Summary,- Defense proposal for 250 vehicles

Cost Elements Proposed Cost
Added matenal costs $86.035.370
Deleted matenial costs (51.544.198)
Labor and other costs 6,727,583
Proposed cost before profit $41218,755
Profit 8,199,837
Net Proposed Price $49.418.592

* Defense completed production of all 250 vehicles to be acquired under the proposal and
made delivery of the last unit to the U. S. Government (USG) on March 28. 201 1. which was

52 days prior to submitting its proposal to llxc- JPO. Consequently, the Defense
proposal should have been based on actual costs mcurred for all 250 vehicles and not estimated
costs.

Objective and Scope of High-Risk Review

The purpose of our oversight review is to evaluate whether the DCAA audit case file
documentation (audit working papers) demonstrate that DCAA:

¢ Evaluated the contractor's proposal for compliance with FAR, CAS and existing
DCAA policy,
Determined the adequacy of contractor cost or pricing data, and
Performed work sufficient to support the audit opinion on the acceptability of the
contractor's proposed costs for negotiation of a fair and reasonable price.

Results of High-Risk Review

Finding A. DCAA audited an inadequate proposal

DCAA audited th Defense May 19, 2011 proposal which was based on estimated
costs. However fense had completed and delivered all 250 vehicles 52 days prior to
submitting its proposal to the JPO. FAR 15.408, Table 15-2, Part I - General Instructions,
paragraph (F) provides the following guidance for contractor use when submitting a proposal
with cost or pricing data:

Whenever you have incurred costs for work performed before
submission of a proposal, you must identify those costs in your
cost/price proposal.

o
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Attachment 2 (cont’d)

On July 11, 2011, DCAA reviewed lh- Defense May 19, 2011 proposall for adequacy
but incorrectly concluded that incurred costs were not applicable. Available DD Form 250
Material Inspection and Receiving Reports demonstrate lhat!)D(sfense had delivered all
250 vehicles included mn the proposal by March 28, 2011. However, DCAA never requested that
Defense provide the incurred costs for all 250 vehicles for audit examination.
Consequently, DCAA did not obtain and audit the actual costs Defense incurred in
producing and delivenng all 250 vehicles and DCAA did not compare the actual incurred costs
to the estimated costs that formed the basis of the Defense proposed price of
$49.418,592 for a determination of cost reasonableness.

Recommendation A
By September 30, 2012, the DCAA Branch Manager, Chicago Branch Office, should:

1. Implement a procedure requiring that the auditors provide positive assurance through
inquiry with the contracting officer and contractor that incurred costs have been
appropriately included in the contractor’s proposal submission in accordance with FAR
15.408, Table 15-2, Part I — General Instructions, paragraph (F).

o

Provide training to the audit staff regarding DCAA audit policy for issuing audit reports
where the contractor has submitted an inadequate proposal, including training on the
appropnate use of a disclaimer of opinion.

Finding B. - Defense did not provide records requested by DCAA and
DCAA did not pursue access to the records

DCAA did not notify the JPO contracting officer that the Defense proposal was (1)
either so deficient as to preclude an audit or (i1) that Defense was denying DCAA
access to its books and records. FAR 15.404-2(d) provides i part that:

The ACO or auditor, as appropriate. shall notify the contracting
officer immediately if the data provided for review is so deficient
as to preclude review or audit, or if the contractor has denied
access to any records considered essential to conduct a satisfactory
review or audit.

On July 28, 2011, DCAA requested Defense provide access to the labor hours incurred
and utilized in producing and delivern Recovery Vehicles. On July 29, 2011, DCAA
requested that Defense provide the mcurred labor hours “in order to verify cost

reasonableness”. Defense in its August 3, 2011, response did not provide the incurred
labor hours as requested by DCAA. Instead, Defense requested that the Defense

' The DCAA “Criteria for Adequate Contract Pricing Proposals’ used by the auditors provides as its purpose that
“Proposals should be evaluated for adequacy within seven days after receipt so that comrective action can be taken
immediately (CAM 9-103). The [checklist criteria] can be used to evaluate the adequacy of a contract price
proposal when the proposal is based on cost or pricing data...” and “Most of the ¢riteria [are] specifically required
by the Federal Acquisition Regulation (FAR) and are referenced accordingly.™

3
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Contract Management Agency (DCMA) engineer” validate the original estimate of proposed
direct labor hours as a part of the DCMA technical engineering review. On August 5, 2011, the
DCAA auditor advised- Defense that DCAA had its own audit to complete and
requested- Defense provide the previously requested incurred labor hours.

Defense responded that the existing contract lacked a requirement to track and record actual
labor hours and that this information was not available. h Defense never provided the
requested incurred labor records.

DCAA audit policy at DCAM 1-504.5 Resolution of Contractor Denials provides procedures the
auditor should follow when access to contractor records is not forthcoming. These include

(1) attempting to resolve the issue with responsible contractor officials authorized to make
decisions and (ii) following the procedures cited in DCAA Instruction 7640.17. If the
performance of these procedures do not result in auditor access to the denied records, DCAM
provides that the DCAA regional office should consider requesting that DCAA Headquarters
subpoena the records in accordance with DCAA Regulation No. 5500.5. Finally, DCAM
1-504.6 provides that when the contractor denies the auditor access to records/data, the costs
affected by the denial should be questioned under price proposal audits.

If a contractor’s records are inadequate or not in a condition for audit, DCAM 1-506 provides
that the auditor should immediately bring the deficiency to the contractor’s attention. If the
contractor does not take prompt corrective action, the auditor is to notify the regional office and
the requesting procurement activity. DCAM 1-506¢ provides that any reports issued under these
circumstances should contain appropriate comments on all the facts with any necessary
disclaimer, adverse opinion, qualifications, and/or explanations of questioned costs.

DCAA did not comply with FAR 15.404-2(d) and notify the JPO contracting officer that either
(1) the - Defense accounting records were so deficient as to preclude a review or audit of
direct labor hours or (ii) thati Defense was not providing records considered essential to
conduct a satisfactory audit. DCAA also did not comply with DCAM and pursue access to the
requested incurred labor records or determine that the records were so deficient as to preclude an
audit. Instead DCAA completed its audit and issued its audit report without ever having audited
the- Defense incurred labor hour accounting records or determining that the records were
so deficient as to preclude and audit.

Recommendation B

By September 30, 2012, the DCAA Branch Manager, Chicago Branch Office, should provide the
audit staff with training on FAR 15.404-2(d), DCAM 1-504 Access to Records of Contractor,
and DCAM 1-506 Other Access to Records Issues — Records Destroyed or Not in Condition for
Audit and should implement procedures for audit staff use in documenting and pursuing to
completion any future instances of possibly deficient contractor accounting records or potential
contractor denial of access to records.

2 On August 1, 2011, DCAA requested DCMA technical engineering assistance with the evaluation of the-
Defense proposed labor hours.

4
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Finding C. DCAA did not determine compliance with Cost Accounting Standard
401

Without the requested labor hour records, DCAA inappropriately determined that the
Defense proposal complied with 48 CFR 9904.401 Cost accounting standard -
consistency in estimating, accumulating and reporting costs (CAS 401)°. FAR 15.404-

1(c)(2)(iv) requires:

Verification that the offeror’s cost submissions are in accordance
with the contract cost principles in part 31 and, when applicable,
the requirements and procedures in 48 CFR Chapter 99 (Appendix
to the FAR loose leaf edition), Cost Accounting Standards,

48 CFR 9904.401-40(a) requires “A contractor’s practices used in estimating costs in pricing a
proposal shall be consistent with his cost accounting practices used in accumulating and
reporting costs.” The DCAA audit working papers provide that:

i was unable to provide us with the actual labor hours
behind their [basis of estimate] because they do not track and
record actual hours™;

“There 1s not enough information available to determine whether a
CAS 401 noncompliance exists, as we do not have specific
information regarding the labor hours for each category. We
anticipate returming to this topic once we have received the
[Defense Contract Management Agency] technical report™; and

“As [the Defense Contract Management Agency] was not able to
obtain information from regarding historical labor for
direct labor hours, we believe has a strong potential for a
CAS noncompliance.”

DCAA never pursued the requested Defense accounting records sufficient to understand
and evaluate theq Defense proposal for compliance with CAS 401 (see Finding B).
Instead DCAA reported 1n Audit Report No. 3141-2011M21000001 that the Defense
proposal was prepared in compliance with applicable Cost Accounting Stan and that the
proposed labor costs were ‘unsupported.”

DCAA did not perform sufficient work to demonstrate compliance with CAS 401 and, by
reporting the proposed labor costs as ‘unsupported,” DCAA obscured the underlying issues that
DCAA had left unanswered i its audit. DCAA policy at DCAM 10-304.8¢ provides that:

¥ 48 CFR 9904.401-20 Purpose provides in past that “With respect 1o individual ¢ ts, the consi application
of cost accounting practices will facilitate the preparation of reliable cost estimates used in pricing a proposal and
their comparison with the costs of performance of the resulting contract. Such comparisons provide one important
basis for financial control over costs during contract performance and aid in establishing accountability for cost in
the manner agreed to by both parties at the time of contracting. The comparisons also provide an improved basis for
evaluating estimating capabilities.”

5
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Costs should be classified as unsupported when the contractor does
not furnish sufficient documentation to enable a definitive
conclusion and the insufficiency is not caused by contractor denial
of records.

DCAA should have pursued access to the- Defense records until such records were
obtained. If the records could not be obtained, DCAA should have reported the proposed labor
costs as questioned cost in accordance with DCAM 1-504. If DCAA had obtained the requested
records and found they were so deficient as to preclude an audit, DCAA should have complied
with DCAM 1-506 and reported all the facts with any necessary disclaimer, adverse opinion,
qualifications, and/or explanations of questioned costs.

Recommendation C

1. By September 30, 2012, the DCAA Branch Manager, Chicago Branch Office should
establish procedures for supervisory auditor use in documenting the satisfactory
resolution of any identified potential CAS noncompliances identified in the audit working
papers.

2. By September 30, 2012, the DCAA Regional Audit Manager with cognizance of the
Chicago Branch Office should implement quarterly reviews of the Chicago Branch
Office. The quarterly reviews should determine whether any reported contractor
unsupported costs are the result of a potential contractor denial of access to accounting
records and data, and should document for the record the results of each quarterly review.

Finding D. DCAA requested DCMA technical assistance without testing the

- Defense data

DCAA requested DCMA technical assistance in its examination of] - Defense
proposed direct labor hours and direct material kinds and quantities. DCAA did not
make appropriate tests of the- Defense accounting data provided to and used by
the DCMA engineer. DCAM D-101d provides that:

“The auditor is also required to make appropriate tests of
accounting data provided to and used by the specialist.”

Regarding proposed direct labor hours, DCMA reported on Sept. 15, 2011 that it was:

“...unable to obtain supporting documentation (historical data,
manufacturing router information, contract invoices etc) that was
used by ﬁ to develop the summary information provided in
the proposal. As a result, DCMA was not able to verify the direct
labor hours required for wrecker integration.”

Regarding proposed material costs, DCMA reported on August 12, 2011 that:
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“...DCMA could not confinm the delete [material] list as being
neither reasonable nor unreasonmable. The data provided was
sufficient to complete the review”

And

“DCMA was unable to validate the completeness of the delete
[material] List due to lack of access to an IBOM [mdentured bill of
material] from the vehicle where the delete list originated.”

Based upon the reports submitted by the DCMA technical specialist, DCAA reponedF
Defense proposed direct labor and deleted matenal costs as unsupported in DCAA Audit Report
No. 3141-2011M21000001. However it was DCAA policy and a DCAA responsibility to ensure
the accounting data provided to and used by the DCMA technical specialist was appropriate for
use by such specialist in determining cost reasonableness. Had DCAA examined lheh
Defense accounting data to be used by the DCMA technical specialist prior to requesting
assistance, the DCMA technical specialist could have been in a position to evaluate the
reasonableness of the contractor’s estimates.

Recommendation D

By September 30, 2012, the DCAA Branch Manager, Chicago Branch Office, should provide the
audit staff with training on the requirements of DCAM Appendix D and should implement
procedures that ensure the auditors make appropriate tests of contractor accounting data provided
to and used by the DCMA technical specialist.

Finding E. DCAA audit report does not reflect the audit work performed

On October 17, 2011 DCAA issued Audit Report No. 3141-2011M21000001. DCAA reported
that the cost or pricing data submitted by Defense to support $51,544,198 of deleted
matenal costs and $688,198 of labor costs were not adequate. DCAA reported that the proposal
was prepared in compliance with applicable Cost Accounting Standards and appropriate
provisions of FAR Part 31. DCAA reported that “Because the cost or pricing data inadequacies
are considered to have a significant impact on the proposal taken as a whole, we do not believe
the proposal is an acceptable basis for negotiation of a fair and reasonable price...”

The DCAA audit report is not supported by the work documented in the audit working papers.
The audit working papers demonstrate that:

e DCAA examined an inadequate contractor proposal that did not mclude
Defense costs incurred to produce all 250 proposed vehicles (Finding A),

¢ DCAA did not complete the examination o Defense mcurred labor
hours for which DCAA had requested access but did not provide
(Finding B),

e DCAA did not properly examine- Defense labor hours for compliance
with CAS 401 (Finding C), and
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* DCAA did not make appropriate tests of the [JJJJJlj Defense accounting data
provided to and used by the DCMA technical specialist (Finding D).

Recommendation E
1. By August 1, 2012, the DCAA Branch Manager, Chicago Branch Office should:

a. Rescind DCAA Audit Report No. 3141-2011M21000001, dated
October 17, 2011.

b. Advise the JPO contracting officer of the short-comings included in the audit and
that the contracting officer should not rely on DCAA Audit Report No. 3141-
2011M21000001, dated October 17, 2011 as a basis for negotiating a fair and
reasonable price.

¢. Recommend the JPO contracting officer obtain a new proposal from [ that
complies with FAR 15.408, Table 15-2, Part I — General Instructions, paragraph

(F) and includes Defense incurred cost for work performed in producing
and delivering all 250 Vehicles.

2. By September 30, 2012, the DCAA Regional Audit Manager with cognizance of the
Chicago Branch Office should implement periodic reviews of proposal audit reports
issued by the Chicago Branch Office to validate that the reported findings and
recommendations are supported by the work performed and documented in the audit
working papers.

Concluding Remarks

We do not require a formal written response from DCAA at this time. We plan to issue a formal
draft report covering the results of multiple high-risk oversight reviews, including this review.
We will request a formal written response from DCAA once we issue the draft report. However,
we welcome any informal comments on factual matters discussed in this memorandum in
advance of the draft report.

If you have any questions, please contact the undersigned or at
I o' by il

A Devis

CarolynR. Davis
Assistant Inspector General
Audit Policy and Oversight

cc:
Assistant Director of Integrity and Quality Assurance
Regional Director, Central Region

Regional Audit Manager (RAMC-3), Central Region
Branch Manager, Chicago Branch Office, Central Region
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INSPECTOR GENERAL
DEPARTMENT OF DEFENSE
4800 MARK CENTER DRIVE

ALEXANDRIA, VIRGINIA 22350-1500

July 19, 2012

MEMORANDUM FOR DIRECTOR, DEFENSE CONTRACT AUDIT AGENCY
REGIONAL DIRECTOR, DEFENSE CONTRACT AUDIT
AGENCY WESTERN REGION

SUBJECT:  Results of High Risk Review Regarding Audit Assignment No. 4551—
2009B11010001 (APO HRR Memorandum No. 3, Project No. D2012-DIPOAI-
0013.000)

This memorandum sets forth the results of our review of Defense Contract Audit Agency
(DCAA) Assignment No. 4551-2009B11010001, involving the audit of a contractor’s billing
system and related internal controls. Our review disclosed that the field audit office (FAO) spent
an excessive number of hours auditing a billing system that is no longer in use, reported on
transaction tests that were not current or relevant, and recommended the withholding of
contractor payments without sufficient evidence.

Background

As part of our continuous oversight of DCAA, we initiated an effort to periodically select
and review audit assignments performed in areas we identified as “high risk.” (also referred to as
high-risk reviews) Our second selection under this high-risk review effort was DCAA
Assignment No. 4551-2009B11010001.

Under Assignment No. 4551-2009B11010001, an FAO in San Diego, California,
examined the billing system internal controls for a major DOD contractor to determine if the
system had significant deficiencies and material weaknesses. On November 17, 2011, the FAO
reported that the billing system had 16 significant deficiencies which could have resulted in
overstated interim and final vouchers. The FAO recommended that the contracting officer
suspend a percentage of progress payments or reimbursed costs in accordance with Defense
Federal Acquisition Regulation Supplement (DFARS) 242.7502.

During the planning and fieldwork stages of Assignment No. 4551-2009B11010001, the
contractor transitioned from a Systems, Applications and Products (SAP)-based billing system
(hereafter referred to as the “legacy” system) to a Deltek-Costpoint based billing system
(hereafter referred to as the “new” system). The FAO elected to extensively test and report on
both the legacy and new billing systems. The FAO statistically sampled and tested billing
system transactions from both systems processed between December 1, 2007 and May 10, 2010,
to support its reported opinion. FAO auditors spent 7,416 hours to complete the audit. The
contractor completed the transition to the new billing system on January 22, 2010, nearly one
year and 10 months before the FAO issued its report on November 17, 2011.



Attachment 3 (cont’d)

Prior to Assignment No. 4551-2009B11010001, the FAO last reported in Audit Report
No. 4171-2003B11010001, December 20, 2005, that the same contractor’s billing system and
related internal controls were adequate. In 2009, however, the Government Accountability
Office (GAO) concluded that the FAO did not perform sufficient or adequate testing in support
of the reported opinion in part because the testing was over two years old by the time the FAO
issued the audit report (See Page 99 of GAO Report No. GAO-09-468). As a result, the FAO
rescinded Report No. 4171-2003B11010001 on April 7, 2009.

Objective and Scope of High-Risk Review
We reviewed Assignment No. 4551-2009B11010001 to determine if the FAO:

e correctly applied appropriate criteria such as the Federal Acquisition Regulations,
DFARS, and Cost Accounting Standards;

o followed key Agency procedures and guidance;

e gathered sufficient evidence in support of the reported findings and
recommendations; and

e issued an audit report that adequately described the findings and
recommendations and served a useful purpose to the contracting officer.

To accomplish the objective, we obtained a copy of the assignment working paper
package, conducted face-to-face interviews of appropriate DCAA employees, and reviewed other
relevant documents. We did not perform a comprehensive review of Assignment Number 4551-
2009B11010001 for compliance with all generally accepted government auditing standards.

Results of High-Risk Review

Our review disclosed that the testing performed by the FAO on the billing system was
comprehensive and well documented. However, we also found that the FAO, (1) expended an
excessive amount of time testing the legacy system, and (2) reported on the results of tests that
were not current.

Excessive Testing of Legacy System

Based on our review of the working papers for Assignment No. 4551-2009B11010001,
we learned that the FAO planned and conducted roughly an equal amount of sample tests for
both the legacy and new billing systems. For both the legacy and new billing systems, FAO
auditors conducted numerous sample tests of all relevant controls discussed in the standard
DCAA billing system audit program. Although the working papers do not break out all hours
incurred between the legacy and new systems, we estimate that FAO auditors dedicated
approximately 48 percent of their time to reviewing and reporting on the legacy system, which
equates to 3,560 hours of the 7,416 total hours charged to the assignment. In the planning stage
of the assignment, the FAO manager instructed the lead auditor to expend about one-third of her
time on the legacy system and two thirds on the new system.

We question the FAO’s decision to plan and expend such a large amount of resources on

a legacy system that would no longer be in use by audit completion. From the inception of the
audit, the FAO knew the contractor was transitioning to the new billing system, and the

2
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contractor would complete the transition by early 2010. Two of the contractor’s major business
units had already transitioned to the new system prior to the commencement of any audit field
work, and the remaining business units were transitioned by January 23, 2010 (six months before
completion of the FAQ’s transaction testing). The FAO explained to us that the auditors
reviewed both billing systems because:

e both systems were operational during part of the time the FAO performed the
testing; and

e some ongoing projects included costs that were converted from the legacy billing
system.

While limited testing of the legacy system might have been justified, the FAO should not
have expended the resources it did to audit a system that would not exist in the near term. The
FAO should have significantly reduced its audit scope of the legacy system as a result of the
transition. For example, rather than test all legacy system controls, the FAO could have
justifiably limited its testing to those controls associated with the contractor’s conversion of costs
to the new system. Conducting a full audit of the legacy system internal controls was not useful
to the contracting officer or reflective of the audit risk to the Government.

Our review of Agency guidance on audits of contractor business systems (including
billings systems) disclosed no specific guidance on the tailoring of audit steps or approach while
contractors transition from one system to another. The lack of agency-wide policies and
procedures could result in significant wasted audit resources, and an inconsistent approach to
auditing major business systems during a system transition. DCAA should develop such
procedures to ensure that auditors take into account the limited risk associated with contractor
business systems that will be phased out in the near future.

Non-Current Testing

The auditor tested contractor billing system transactions that took place between
December 2007 and May 2010. However, the FAO did not issue its report on the billing system
until November 17, 2011, one year and six months after the last tested transaction. The oldest
tested transaction was nearly four years old. As such, the FAO’s testing was untimely and not
necessarily an accurate reflection of the current billing system. This is a repeated deficiency
because GAO also noted in Report No. GAO-09-468, September 2009 (Page 99) that testing
associated with the FAO’s 2005 billing system audit of the same contractor was untimely and did
not support the reported opinion.

Although the FAO restricted the reported audit opinion to the time period tested
(December 2007 through May 2010), we question the usefulness of this opinion since the tested
transactions were up to four years old. In accordance with DFARS 242.7502(c), the contracting
officer, in consultation with the auditor or technical specialist, is responsible for determining the
acceptability of the contractor’s current accounting system (which includes the billing system),
approving or disproving it, and withholding a percentage of billings if significant deficiencies
exist. Untimely reporting of deficiencies often precludes contracting officers from taking actions
that might be necessary to protect the Government’s interests until the contractor corrects system
deficiencies.
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As aresult of the untimely testing, the FAO also did not have sufficient evidence to
recommend contractor withholdings in this case. Therefore, the FAO should supplement the
report to remove the recommendation for contractor withholdings.

We examined the factors which contributed to the untimely testing and noted that the
FAO took one year and four months after testing to issue the report. While the auditor took only
one month and 19 days to prepare the initial draft report, the FAO spent the remaining time (over
one year and two months) performing several management/technical reviews, editing the report
format, and incorporating the contractor’s response. GAO noted that the same FAO took two
years to issue the 2005 report after completion of testing.

In DOD Inspector General Report No. D-2011-6-011, September 21, 2011, we
substantiated an allegation that DCAA had no written agency-wide policy or guidance regarding
the need to perform testing of “current” data to support an opinion of a contractor business
system. We recommended that DCAA Headquarters develop agency-wide policy and guidance
on the need to test current data to support such opinions. In response, DCAA issued
Memorandum For Regional Director 12-PAS-012(R), April 24, 2012, emphasizing in part that
timely reporting is essential and that every effort should be made to plan and perform the audit
and issue the audit report within a timeframe which avoids the elapse of excessive time between
the tested transactions and the report date. Since January 2012, DCAA Headquarters has
required that auditors use a milestone plan to assist them in this effort.

Due to the repeated instances of untimely reporting, DCAA should perform a detailed
review of the San Diego FAO’s report preparation and review processes to ensure compliance
with current DCAA policy and make any other improvements necessary to reduce the cycle time
between completion of testing procedures and report issuance.

Recommendations

1.  Werecommend that the Director, Defense Contract Audit Agency:

a. Develop policy and guidance on the tailoring of audit steps and approaches to
auditing a business system while a contractor transitions from one system to another.

b. Perform a review of the report preparation and review processes employed at the San
Diego field audit office to ensure compliance with current DCAA policy and to make
any other improvements necessary to reduce the cycle time between completion of
testing procedures and report issuance.

2. Werecommend that the Director, Defense Contract Audit Agency direct the Regional
Director, DCAA Western Region, to supplement Audit Report No 4551-2009B11010001
in order to remove the recommendation for withholding a percentage of contractor

payments.
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Closing Remarks

We plan to issue a formal draft report covering the results of multiple high-risk reviews,
including this review. We will request a formal written response from DCAA once we issue the
draft report. However, we welcome any informal comments on the factual matters discussed in
this memorandum in advance of the draft report.

We appreciate the courtesies extended to my staff. If you have any questions regarding
this memorandum, please contact either

dc‘j,) £ D

Carolyn R. Davis
Assistant Inspector General
Audit Policy and Oversight

wn
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INSPECTOR GENERAL
DEPARTMENT OF DEFENSE
4800 MARK CENTER DRIVE

ALEXANGRIA, VIRGINIA 22350-1500

August 2, 2012

MEMORANDUM FOR DIRECTOR, DEFENSE CONTRACT AUDIT AGENCY
REGIONAL DIRECTOR, DEFENSE CONTRACT AUDIT
AGENCY MID-ATLANTIC REGION

SUBJECT: Results of High Risk Review Regarding Audit Assignment No. 6421
2011819200007 (APO HRR Memorandum No. 4, Project No. D2012-
DIPOAI-0013.000)

This memorandum sets forth the results of our review of Defense Contract Audit
Agency (DCAA) Assignment No. 6421-2011B19200007, involving a reported Cost
Accounting Standard (CAS) 403 noncompliance. Our review of the assignment disclosed
no exceplions.

Background
As part of our continuous oversight of DCAA, we initiated an effort to
periodically select and review audit assignments performed in areas we identified as

“high risk™ (also referred to as high-risk reviews). Our fourth selection under this high-
risk review effort was DCAA Assignment No, 6421-201 1B19200007.

In Audit Report No, 6421-2011B19200007, December 27, 2011, a field audit
office (FAD) in Chantilly, Virginia, reported a CAS 403 noncompliance associated with a
major DOD contractor’s inequitable allocation of recruiting costs to final cost objectives.
The FAO recommended that the contractor change its method for allocating recruiting
costs in order to comply with CAS 403, The FAQ initially found the reported CAS 403
noncompliance during its examination of a forward pricing rate proposal, under
Assignment No. 6421-2011B23000002.

Objective and Scope of High-Risk Review
We reviewed Assignment No. 6421-201 1B19200007 to determine if the FAO:

e correctly applied appropriate criteria such as the Federal Acquisition
Regulations, DFARS, and Cost Accounting Standards;
followed key Agency procedures and guidance;
gathered sufficient evidence in support of the reported findings and
recommendations; and
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o issued an audit report that adequately described the findings and
recommendations and served a useful purpose to the contracting officer.

To accomplish the objective, we obtained a copy of the assignment working paper
package and reviewed other relevant documents, We did not perform a comprehensive
review of Assignment No. 6421-2011B19200007 for compliance with all generally
accepted government auditing standards.

Results of High-Risk Review

Our review of Assignment No. 6421-2011B19200007 disclosed no exceptions
with the criteria applied, procedures followed, evidence gathered, or findings and
recommendations reported.

Closing Remarks
We plan to issuc a formal draft report covering the results of multiple high-risk

reviews, including this review. We appreciate the courtesies extended to my staff. If you

have any questions regarding this memorandum, please contact cither

f /ty ADeernls

Carolyn R. Davis
Assistant Inspector General
Audit Policy and Oversight
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W selecred I0CAA Adsigmment Mo S34]-200 L2 LOMIE: Tor veersiphl revicw i parl o oue
responsthiliny b pertorm eversight o [0S audis,
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Ui Jume 200 207 L the Anos Conlrwe g O onmmemel Buslatone, ceguested el jpriciong sapport
Frvson 1260, e huacde all applacalsde ndics, O Taly 240, 200 0 Do et Comteact
Sbarzcoient Agency (DO A ) [T hiladephin onice requestied 1A audit the

Jume 15 31 Adultivear Bridee Proposal and
Foreian Militer :‘:::,Ill.;_ Il prive peeoguesal loe 144 n-;'.\- aircradb weriy

poopuased price al 530U A7 127 a6 fullies:

Sumnary, - prapuosal fn-r_ Adreraft

v Cost Elenents . Propsed Cast k
{ Divest Lo |lenues! . - ; . - i1 K \
ivect Labur _ _ $38.196.950
Do Waterial FLOT 442 843 .
Ioterslivisiomal Work Aaborizations BITAIA AR
! {Mher Costs _ FREUEL
i{herbead _ _ _ CORILRTAI0L
: General & Admnusiestive ST AT 0 )
~Businegs Lewlership S4T30
Facilitics Capital Cost of Money I 5123205+
_ Tooling Kgmts ' BRAGT 120
CTotul Proposed e _____ CSHMROTAITS
LE N . FRTRIL
it SS0T92 L34

Tl Preposied Prive $369.475,027

fMrgieetive ayred Soeope of fifvde Bish e

The parpuse ab our veersinht cevtes s o evalwate whether the IAA auclal code Ale
oo itations (aodit working pagers] demonstrate that DUAA:

s Petermimed the wleapuaey ol camtraclor ot or pricing gt

#  Iovaluaned the corrracios s proposal for complinnee with AR CAN and exising
DA policy: and

«  Perfommel wark sufficient W sapmert the ol apiien on the geeeptabilily ol W
cem e len s cost o propised costs Tor nepotiation uf s B and reasonalle price.

Results of Diah Risk Review

Ul et Latwar hewrs propeced by [T e d 1990557 cncineering Fabar lours, 365 Y ol e
Eitlwer Bcers el A5, 388 mtsce Haneuws and ¢4 Labwor ioucs.




Finding &. DCAA did rot evaluate the adequacy of the cost or pricing data
supporting the propused divect Iabor hours

1w June 13,2 11 ]|‘ﬂ[]ﬂh‘;!| for 14 mew aiteridt inclhwded 63 9ot pamulw il'll,'
t L
Tunurs omd 1490537 @n 'il'lt"i:["iﬂj_l Twwirs.

Thre st umiaalysis Lechniques published ot FAR 15 0d-160 020 inchucde lechnigues the
eIt may use b ensure g 1o andd reasonable price, FAR L3 403-1ieH 20y provides in
praard ewe o B e duteraine whetbuer any cosl it oe priciig i, tecessan 1o make (e
vl s praposal suitalle o megediation, have mot Deen cither submitbed e idertified §n writing
b e of Teeor.”

DOAA adin poleey at DOAM 92035 pros ides shat the auditer shall evaduate the propoesal 1o
determine the sdegquacy of the centified cosd or priviog Gata bor aodit purposes, DOAM 9-2045
provides that the anditor sheuld wie professional pualpmem when desiding wlzether all reesonaily
availiohle st bovs T sokarnitnend oo iderified s e auiiter ot the giene o the propssal awdit.

B il i propesed Taboer hours using an inmprevement earve and sed [fsiorgal Jabase
kgL aul,;-:._'uunling Jakar s (e buists Bocoics 'ln1.|'un".'r:rm_'|1t curve e hniqllc. - weeel the resulis of
P05 proeeie e e analysis as the hasis Tor estimating oiber proposed labor hours s ulso
wsed cost estimating reluticnships 1o estimate labor ears, The TN eost cstinaing
relmivnshins were also bused upen istorival Bbor cost accoumting i,

The 1M 2AA audit working ]}ﬂ]}fﬁ»l dermonstirate 1hat EAA:

v lgerrectly conelwded that th [T asis of extimates for labar bows with detailed
rationale were ol applivable 1o hbe p]'upn:uﬂ:.

s Warked as completed an audit step or cvaloasting [T isovical labor duta for
comnplianee with FAR Part 31 and CAS withoan selerenving o sorkine paper shepe
applicable andi pracedures bad Teen perfermed. Instesd DCAGY refereneed the
comttactor’s own praposal md Envimeer Analysis" withoul futher ¢splanaien,

s Sumararized the cesolis of wadit ol 463,068 proposed nandusturing hoowes wnd
149,557 proposce engziteering howms with o sarkiog poper thit s only that THCA RN
petpuested & twovcriment techmical review of diveet lalsr hours.”

The DO AM mulit working [:u;lpura': clo sl lemsmnetrnte i 136074 detemiipel conprliance with
PR 13 A04- 10602 0 b anud TI0AA anelin pobicy,

= The endy awdil provedune Sooenstamel 3n the aadit working papees o verification M the propes
manwfaciuring and cagineerng Zbaor oo reconciled with sinkar amouts in U [T eroresal informiien
sxslom,

CIHCAA el I,|||.;- preapeal S seguet o Ao &, WL .-'L'll!h-.:-ugl'l_ Aol prowvided Bisiz oot
Eslimnates (13181 witle detaalvad radionale te suppuzl Bz colimates for prososed Liber heers, D0AA o its

wane s ol propesal adeg ey, determined thes indormeatioa i applicabde” to U proposal.

U gfene Cumipact Avdic Samal 100 AR S, Chaprer s-d0, Sectina-l feeir B b Mepers parageaplh -1 =401
shittes that ~The preparativn of soorkieg oy adsds 18 unditer i aceoengli-Ting the ehjeetives of an saodin
aestznmenl and serve s e prinviple suppor: for the cons Fsions in the audit ceporl. They also poovide o ceeend ol
1lee work perfnenzed; recend of comniunications will e comtzdor odor Oosemment persanned, svidewes af
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Recommendation A

[ By Lwowary 310 2005 be T3OAA Branch Maezct, Southormn e Jersey Baaoch (e,
sheuld provide thw audit sl wIh manine on e eegairements of FAR 15 30W-2ew 2 0wy
wrnd DO AN W24 Pherseantodigs o ofpepaenge b © veteficed Ot v Pedelne P,

30 e TIOAA Brameh Manaper, Southern Wew Tersey Braneh {4 ee, should ke cotrective
aglicnn M eresure L0 AN comgctly implemsnls FAB 154041000 2 0w and the audin
suidanee in U AN 9204 when pecformiog price proposal atits ar the DCAA [T

The DUAA Bl Marszer, Sonthern Mew Jeesey Bromch OFge, should perfomea
MOAA delcetive pricing aodic on the contrel setion resulling oo the meeatiation of the
B e Peopesad anad Foreian Miliars Sale [T - o0
1hiar e 11u513[i'¢1ll_'4.l et I'I-I';:L'L" ittt ] foeg e sl heegomse e contraetor did et subnt
o diselese acenrate. complete and curgent corlified cost o peicing doa.

[

d. The 0CAA Repiomal Awslit Slamager should perfomm oversight of the actions iken by e
Prameh Manaver, Southern e Jerses Hemeh OMce, repanling comuplejon of e
actisns identilied imitems A throogh 30 above, and dosament the results of such
veersiell o s guaelerly basis unti] eomecled.

Finding . DMCAA did nod perfirm sufficient wark te decermine the need ta vequest
stanee of v fechmicul specialist

1hoe s

AN cicl oo connply with the audin gy provicded in the UAA Contrwl Adit Mmool
(0 AMY Appendis T3 Yechuica! Specialist Avviaotes” when O reguected 10 %13 qeclmical
assistanee inits audit of the Jabor hours ineluded in the [T one 13, 20003xed price propusal

for 14 mew | oircea

B -iated it proposed Tabor lours using an improvenent oo e amd wed histocical Libor
cost eenunting data as the hasis for its improvenent curve technigue. [T wsed se cesules of
i provemigeot curve arslvsis ws e basis e estimating olber propesed Tt wours and also
sl cost edtimating relalionslups o estimste laboo s, 'I'h-,:- cersl extumaling
relatamrshipes were alse bascd wpan Lstorical Jalwse ot accoamling il

degquate sapervizion. are wsed as supmariae dida during ne ol ives, appeals, and igalions; ad grevide o xsis
tur oy olker qualiy assurirce reviews.”

Y The TH A Coneract Audn Marwal (D6 AN Appeedix L Feetipedd Speci ot Aovetaee, Sclion IR Seaps
spet sl asadslance = needed, 427

stance, M1 aclueving gedd comuueation s

.

preveades sl i g et the v uor "o 1] decidong of weebice
elenizvime the specilic Lvpe ol assestince oeeded, §39 Tequesting the s
with techvical specialiss, (5] asiesing the inpact of reclnical spyewdize Gudings vpon du aud s opinion, gl ()
sepun e e e usg ol weckiieal specialings e e amngact af o penervarlili i The LW 35 viilal ke on
DCAA wobeile al bipesweeew adeeaamal? snder 'whliction..
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tecbmigues wsed by [T o o Basis of the estimated Tabor hours, Tl expluined that Fe Bl no
evalited the acceplability of the historical lubor eost duts used by [T s 2 hasis oo esimace
b e propneied oanafaclring or enaineering Libor bones, Ne alss explaised That th 31 s el
e rele of the goveroment enginee W cvialuale the aeceptability of canteastis histotici] cost
st iog it used W suopon comracter Basis of cslimates.

Recommendation B

Lo By Ly LA 20050 e DCAA Branch bonoeer, sewmbern ivew Jersey rameh COthiee,
sheuld prfwiclu the ancly stad T winke [|':iinir:g 1y e |'l,'n;,|1:|1'r|_'|T'|-.:r11'5 ol AR Appencis 1
Freluea! Speciefist dssistonce. The trainivng shauld cover:

A Bpecifee goicdmee reauiringe the suditer ke approprivie ests ol accoenting
datta peovided toand nsed by the speciadists as ideotificd at DCAM 120004,

b, Bpecilic puidamee recoring the wetiens the auditer shaold foke wherne it as found

the comntractor s ased o labor gaimating eehnigue that ix hased om higstorical

dailanaes identitied at 12O AR 12210207 ¢,

Specilie guidane: repandim the getions the doaditer shoakl eke indetermining

whether o ventractor Talwr estimating teehnigue Fsed upon the use of nisteneal

il 15 apprgpoine as ideotified w, [HCAR [3-205¢,

o

20 e PYCAA Branch Manager, Southern ew Jersey Branch Office, should taks corrective
Ao ko ensure [0AA correenly implemenls the aodic goidines in DOAM Appeadis 10
Tecluviead Spaclalin dodsionce when performing price pecposal anedis ab the 1054
Y o,

300 The DICAA Kezional Audu Marager showdd perfisma osvvrsight o the iaetins taken by e

Branch Manageer. Sowthern Sew lersey Baanch O ce to onsure DA careect]y
implements tw audit puidanee in BOAR Appendis 13 Feefical Specialise -Lssintamee
el dlognernt tlae resulls ol sweh aversight enoa guarterly asis anlil comectad,

Finding C. DCAA did not examine the propesed Iabor lours for complianee with FAR
Paret 31 2nd CCAS

The ICAA audil working papers do ped demonstrate that DCAA evaluated the [T popaesed
diceet Labar howes tor commpliimas with AR Par 3 agd CAS us prosided by FAR 13,4404-

[ m 2 peany atsed 1004 awdit palicy.

FAR D41 (23 (20 (iv) reguings:

Verieaion that the offvror's cost submissions ane i accordomes
witl the vondroet cost principles o opart 31 aml, when applicable,




The vggpivengngs apd progechuoegs in 48 R C liipangr S5 f;'h,]*.upx}ur_li,x
i the FAR Lo lealf edivion ], Cost Awgonting $tinubands.

Tov ardelifgar Tun e Loaasl, prim,;i.plu.-i iclenuiied i Par _'!-],- 13 suhject 1o Public | e 108675
(A0 222 wlneh reguires that they commply sl the £t Aceomnting Simckinds (07AS) and
diselose i wriliog and ollow consistently theie cost aceounting practices . Accordingly [
i veguired Lo afisetese Uieie method ol eliareinge eaeh diceet labor coleeory Ovlmdiatoring Labor,
Enuinceting 1abor and { Hher Direct) to Federal contracts” and for complyiog with all A%
spreiticd in 48 CFR 04 i etfect ot the date of conteact avard®. For instance, CAS 301 -
Cunststency we estineitng, ecctemafoig ane reportiag costs | Teguites that a contrelor’s
practices weeel in estimaning cosla for a propasal are corsagienr with cost necomting pooclices
used by hiny in accumukaing and repocting costs. Also CAl HIZ Cowsistoirer in allacatiug
ot e for the sanre papoxe’ regnines that eueh eaimate of vost by ineurred iz
ablocated anly onee and o oy one Basis o any conbvacl or alber cost objeclive. Where i s
lound it a cantractet Tas ok complived i an applicahle eos aocouting stamded o tellowed
uny cust o oumting practive constsieotly onad such futlone cesuls ooy mereised sosts paaad the
Uimiedd Mpates, FAR 33230220 0w decotetting Stenclrds provides thal the contractse shill
agree o an adjusiment of e contaer price or cost allosvance, s appropiiadle.

1M AR B304 Lrefit enf Sovpinacntedd, Acormefiied wnd Beporteed ©owst T Avcerfivdn O empadacrnee
wElE AR ed FLLE povides that the LOAA suclitor b respaensible Gee comeaesing s 1o
aswerain whether Uhe conmaclor’s actzal cost wecountimg practices compy with CAS and
FAR Paot 3" 10 als prowides thal aaditoes are cipeuied b be kuowledpenble of complioomes:
reguitenteris arsl consider e as applicable i examingion of contrist [:arclpu:-i;l.i.-i.l:

T IO AN Stambiued Aadit Propram tor perfonning price proposal aadits provides procedures
fonr udicioge slirces T Doons tha ticlude testing propesed direet Talwr hours fer compliamey
with FAR Part 31 and CAN .

Vi 1A sudis waking papers do nat demansirate et DCAA exomined the TR roopesa
anel determined that [ had complicd with the requivements of FAR Tart 31 and the
requireiments and procedures in 48 CFR Chapter 99 CAgppendis o the TAR foese lear edition ),
Cost Accouniing Sundaeds, Spoctlicadly, the audin working papers do not demuonsieans thil
D0AA evalmled he propaosed H03.94Y aomatactucioge Tours ool LAIET enpiieering s la
determine that the hours were elassifed conststent with [T established and disclose
avcounting practives for dirced lubor and complied with the reguirenenes of CAS 401 and

AR 12, Dakewase, e adil workinge papers do ! demensteale that DEA A evaluaed the
histarical labar hout data used by [ o sopport its labor houe estimating techigues and

A5 CEFR 2903107 Case Acenuming: Soaulasds.
S AN Fope 35 Digm g 2080 et il wlwees s lilylomsg zos opels groguzyean vash_ds |l
.: AR LEH A3 200 S Pl o emipe
AR CER RN 600
SIS CTT 90002
LA S L BTt e,
PN #2043 ok Ausdils.
" A Standard Audit Progrim, aekiviee code 2 1000, Audit Program for Price Propozal. availakhe o
B e o izl
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sletermined suel histerival Ebor hour daa is in aeasonable complismes with [ 0isclosed
seenumane practecs and CAS K and UAS 402,

Recommendation ¢

[ By Tamuars T30 2003 e DUAA Braneh Munoeer, Soulhern Sew Tersey Brumeh O,
bl preeicle The aneht sialt stk lemugng one e regairciceods o FAR L5 404
e 2a0ivh and DCAND - Awdie of FMepimpoted) deeinedetodd e Soporiod € usrs o
Ascerrein {amylianee with U oind AR

14

Phe 337 AA Branch Manager, Svuthern Nesc lersey Branch (Htlee, should take carrectinve
setion te enmure DOAA correctly implements FPAR 13042002 500v) und the audil
euidunce 100 AM $-304 when prerlommiimg price groquesal ausdis an the T8 A

I R (ot

The BCAA Brnch Manager, Soutbem Mew Jersey Branch Office, shouie perlorm
NeAA CAS compliance wadit on the [ oo cod R #ropesal and Foreign
silitary Salc [ GG oo doterine that O [ proposal was submiued in
complianes with its cetablisbed e Jisclosed aeeoming practives oy well os FAR Pt
31 anad CAS A b CAS 02

=l

4o e DA Regkrnnl At sManaeer should perform eversight ol ke netions 1aken by Lhe
Bramch Mapger, Sowsern Sew Jersey Bnweh Qe resomling cemmpletecn of the
Actierns fleteficad i dtems OO0 throuph 3 alose, angd document the resulss of siech
oversisht on a quartery basis umiil correcned.

Finding . DCAA did not compare proposed meterial cost with documents describing
tndividual transactions eoteved o NN cdzers and journals.

DO AA il st comply with DCAA policy at BCAYM 32104, Te when they audite:) [ IR
propeseid material vosss, T [T oo 15 200 proposal 1 ke U5 Gevermment diwlugled
propesisl manerial cosss todaling $167.492.843 . (4 this amount, [ disctosed it had previcos
pitrchase history for parts vatued at 5137419737 Compuring documertany evidenee

sapporling Lhe purchise bistory cemtaioed in lewigews and jourmids W proposed costs [or
parts 11 Hhds proposal could Bave enstieed preogsmest stertal godts were Sie aned
resascHa b,

When examining aucdil ovidence developal by the contractor, DAM 321040040 prosiles
suridanere on the tse o’ eoncraetor fedeers and formals:

"R o ovctlids o csriman: profoced meteial. Ay the detheds used 10 prepesal wers
purchise conlracle, e rmnagreemenls, T sussles somimnereial prisong. roalliesgr uglisns, sl provose-
pure hizse sy,




e gdpress o phoion on e contsieln®s represcasatbons of ieurred voats, e
Avelitor should have evidenes e the:

17 s elainmed e supported By enteies in1be Jedper accounts,

(20 Awcconml totals coreectly sofwmarige the deladled entrics amd

(31 Entrivs in e oeoounls  cepeesenl o Proporoaccounling  inlerprotalion of
trimtsation s,

['he chatn of evidenee cxotemds Tvom docwments describini nwdicidoad loosaciions
Hreough Ui books of ariginal ertey W ledger sceounls and we the okl representationg.”

The DA sudit warking papers doonot demonstrate el DOCAA complizd with DCAM 3-

104, T ] el gl the costs gombiidngel im - le g ol _i,m!n'u:jl:—c mepescnled a
[ckaer aecounting nterpretaion of leangactoms by oxaminimg documents deseriling individoal
rarsaction:. Jistead, e OA A audin working papers demonsirate DCAS compared [T
[rcrpsed prices I.u- Pecluers wd fommmals withewt Darther examingfon. The addieod
slep ol connparing e dn the comivacton s ledeers and jouenals winth docinentary evidenee off
transactions such s v endor ivoiees could hive ensuced [T rorosed moaterial costs were
tair and ressomable,

Recommendalion

[ Py Jamary 152003 the 133044 Bromeh Manasger, Seothern lew Jevsey Braneh Office,
shoold proveide the sslit sult seith waining on the reguienepts o POARD 3704, 14

20 The DO AA Branch Manoger, Sowthern Sew Jerseys Hraneh CHTve slwowld ke cormectivye
aetlon o ensure DUAA correetly implemsnts the regueirements o DCAM 310414
when perfomming priee proposal aedits e DCAA |
_ [ ation.

30 The CAA Fecrennd Awdic Muamacer shoudid periorm ovorsicht of the actions tiken by the

Branch Mamaper, Sowthem Sew lersey Branch OfTice, rewanding vomdetion of the
setivms tdentified incitems 31 amd 2, above. anc decuinent the reandts of such ceersicn
e sl uarle ey bases wli] eormected.

Firling F. iHIAA did oot eompare praposed material eost with docomentary evidener
ercated by an Harm's length™ parvty.

1A did mot camply witl DOAA pobicy ot DUAM 2200413 Phpees condd 8lowe of B ramsoctions
when they it [ ropesed maenial coas, oo [T e 1502000 proposad o e
LL&, Giovermment inclusled propased e ial costs of STa7 4482 845 (O 1y ﬂln::«l]ﬂl,-
peovasled moats Pasis o eskionate that it Tl oegotiated multrvear aptions for material costs
extimated at 551 283,030,
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LI0CAA policy PCAM 3T TS proscides Lhan, Tie oramsagions g e generated extemalby sugh
as alerials. the awdit seope Bovdten limited o verificatiom o doecimenlaey evidenee creaded vy
i aTin s engla” party o instanes, endor voives subeitled Ty aaterial sapplier) that
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Attachment 6

INSPECTOR GENERAL
DEPARTMENT OF DEFENSE
4800 MARK CENTER DRIVE

ALEXANDRIA, VIRGINIA 22350-1500

December 18, 2012

MEMORANDUM FOR DIRECTOR, DEFENSE CONTRACT AUDIT AGENCY
REGIONAL DIRECTOR, DEFENSE CONTRACT AUDIT AGENCY
NORTHEASTERN REGION

SUBJECT: Results of High Risk Review (HRR) Regarding Audit Assignment No. 2701—
2006A10100002 (APO HRR Memorandum No. 6, Project No. D2012-DIPOAI-
0013.000)

This memorandum sets forth the results of our review of Defense Contract Audit Agency
(DCAA) Assignment No. 2701-2006A10100002, involving DCAA Bay States Branch Office’s
audit of an incurred cost submission of a major DOD contractor. We recommend that the field
audit office (FAO) supplement the audit report to include required audit qualifications, complete
Mandatory Annual Audit Requirement (MAAR) No. 5, and obtain sufficient audit evidence
related to consultant costs. In addition, the FAO should assess and document its consideration of
potential irregularities and report the matter in a Form 2000 if warranted. These and other noted
deficiencies are discussed in the Results of High Risk Review section below.

Background

As part of our continuous oversight of DCAA, we initiated an effort to periodically select
and review audit assignments performed in areas we identified as “high risk” (also referred to as
high-risk reviews). We selected DCAA Assignment No. 2701-2006A10100002 as part of this
high risk review effort.

Under Assignment No. 2701-2006A10100002, the DCAA Bay States Branch Office
examined the 2006 incurred cost submission of a major DOD contractor. The purpose of the
examination was to determine allowability of direct and indirect costs and recommend contracting
officer-determined indirect cost rates for the period January 1, 2006 through December 31, 2006.
On February 29, 2012, the DCAA Bay States Branch Office issued Audit Report No. 2701-
2006A 10100002, questioning the following costs:
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Cost Element Proposed Questioned
Cost Cost
Direct Costs $346,732,718
Subcontract costs $11,227,228
Indirect Costs $ 61,606,462
DCAA allocation intercompany assist $( 411,183)
audits
Direct costs claimed as indirect expenses 328,217
Net Indirect Cost Questioned $(  82,966)

Allocation Base $375,422,109

General & Administrative Expense $(1,561,382)

Objective and Scope of High-Risk Review
We reviewed the assignment to determine if the FAO:
e correctly applied appropriate criteria such as the Federal Acquisition Regulation
(FAR), Defense Federal Acquisition Regulation Supplement, and Cost
Accounting Standards;
e followed key Agency procedures and guidance;
e gathered sufficient evidence in support of the reported findings and
recommendations; and
e issued an audit report that adequately described the findings and
recommendations and served a useful purpose to the contracting officer.

To accomplish the objective, we obtained a copy of the assignment working paper
package, interviewed appropriate DCAA employees, and reviewed other relevant documents.
We did not perform a comprehensive review of Assignment No. 2701-2006A10100002 for
compliance with all generally accepted government auditing standards (GAGAS).

Results of High-Risk Review

Our review of Assignment No. 2701-2006A10100002 disclosed exceptions with the
criteria applied, procedures followed, evidence gathered, and findings and recommendations
reported. Details of the exceptions are as follows:

Audit Planning

1. The auditor did not document an understanding of internal controls that are material to
the subject matter in order to plan the engagement and design procedures to achieve the
objectives of the attestation engagement, as required by:
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e GAGAS 6.10, Internal Control,

e DCAA Contract Audit Manual (CAM) 2-306, Internal Controls; and

e DCAA CAM 5-101, 5-102, 5-103.1d, Obtaining and Understanding of a
Contractor’s Internal Controls and Assessing Control Risk.

Since the contractor implemented a new Enterprise Resource Planning (ERP) system (including
a new accounting system) on January 1, 2006 that had not been reviewed, the auditor could no
longer rely on the results of prior reviews as a basis for obtaining an understanding of the
internal controls. Although the auditor set control risk at maximum and increased testing to
mitigate risk of loss to the government, the auditor should have still documented an
understanding of the key processes and applicable policies and procedures related to the cost
areas being evaluated.

Because the audit covers 2006 incurred costs, it might not be practical for the FAO to develop
and document an understanding of the contractor’s internal controls that were in effect six years
ago. However, the FAO needs to emphasize to the audit staff the requirement for documenting
the relevant internal controls in current and future audits.

2. The auditor did not perform MAAR 5, which requires that the auditor review the
complete set of internal financial statements, such as the general ledger and trial balance.
The auditor considered the expense statement only. The complete general ledger was not
evaluated for other income or credits that could potentially result in decreased costs to the
Government. Examples of these other income or credits include purchase discounts, sale
of scrap, royalty income, and capitalized losses. MAAR 5, Miscellaneous Income and
Credits, states in part:

The auditor should evaluate the contractor's internal financial statements,
to include the general ledger, trial balance and other subsidiary ledgers to
identify any income or credits in which the Government should share as
well as to evaluate the exclusion of any adjustments not reflected by the
contractor in contract costs.

Therefore, to effectively perform MAAR 5, the auditor should examine the complete general
ledger, trial balance and other subsidiary ledgers to identify any income or credits which the
Government should share, and evaluate the exclusion of any adjustments not reflected by the
contractor in claimed contract costs.

Reported Scope of Audit

Under the scope of audit section of the report, the internal control system paragraph indicates
that the contractor’s accounting system is adequate for accumulating, reporting, and billing costs
on Government contracts. The FAO had no basis for making this statement because the
contractor implemented a new accounting system that the FAO had not reviewed. The statement
should be consistent with the paragraph addressing the accounting system included in the
Contractor’s Organization and Systems section of the report, which states:
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Effective January 1, 2006 [the contractor] has implemented a new Oracle
Enterprise Resource Planning (ERP) system. The implementation affects
virtually all accounting and internal control systems by replacing the majority of
their legacy systems. We have not yet performed examinations of the
company’s Labor System, Accounting System and Billing System to determine
if the new implemented systems can be relied upon to produce reliable cost data.
Until such time as those audits are complete, our audits will include expanded
testing of cost data to provide a reasonable basis for our opinion. (contractor
name omitted)

Reported Qualifications

1.

In accordance with DCAA CAM 10-210.4 and 10.504.4, Qualifications, the report
requires a qualification for the $4.5 million in unresolved cost allocated from a related
company that is considered material to the subject matter. The FAO should supplement
the report to add this qualification.

In accordance with DCAA CAM 10-504.5b, Results of Audit, the direct cost opinion
paragraph requires an “except for” qualification statement related to the $47.9 million in
unresolved direct cost. The FAO should supplement the report to add the “except for”
qualification.

The first qualification statement relating to unresolved assist audit subcontract cost states,
“These assist audit results do not impact the indirect expense rates of the prime contractor
for this fiscal year.” This statement is inaccurate since any adjustment to the final direct
subcontract cost could impact the rates that include subcontract costs in the allocation
base. For this contractor, the impacted rates would include the Procurement, General &
Administrative expense, and Cost of Money rates. In addition, the assist audit results
could impact the calculation of penalties since subcontract costs are included in the base
for determining applicable penalties. Therefore, the FAO should supplement the report to
remove this qualification.

Field Work

L.

In Exhibit A (G&A), Note 6 and Exhibit G (Penalties), the auditor incorrectly identified
and applied a penalty to an unreasonable training cost which is not specifically
unallowable under FAR 31.205 and is therefore not subject to a penalty. Accordingly,
the FAO should supplement the report to remove the penalties applied to unreasonable
training costs.

The auditor accepted the claimed cost for Professional Service Cost of a consultant based
solely on the review of a consulting agreement. The working papers do not include
sufficient audit evidence to support this conclusion. GAGAS 7.55 —7.71 and DCAA
CAM 2-506, Obtaining Sufficient, Appropriate Audit Evidence, requires auditors to
obtain sufficient, appropriate audit evidence to provide a reasonable basis for their
findings and conclusions. The working papers do not support that the auditor adequately

considered the specific documentation requirements of FAR 31.205-33(f), Professional
and Consultant Service Costs. FAR 31.205-33(f) states in part:

...fees for services rendered are allowable only when supported by
evidence of the nature and scope of the service furnished. Evidence

4
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necessary to determine that work performed is proper and does not
violate law or regulation shall include details of all agreements,
invoices to include details as to the nature and timing of work and the
consultant’s work product to include related documents, trip reports
and collateral information.

Therefore, to conclusively determine the allowability of the consultant costs, the auditor needs to
perform additional field work to examine the consultant invoices, work product, related trip
reports and any other documentation necessary to support the nature and scope of the services
rendered.

Reporting

1. The auditor questioned direct costs in excess of $11 million, which represents the entire
direct cost claimed under Subcontract Agreement No. S-2789. In Exhibit F, Note 1, the
auditor discusses eight strong indicators of potential irregular activity for which the
issuance of a Form 2000 should be considered as recommended by GAGAS and DCAA
policy.

GAGAS 6.33, Reporting Deficiencies in Internal Control, Fraud, Illegal Acts, Violations of
Provisions of Contracts or Grant Agreements and Abuse, states:

For attestation engagements, auditors should report, as applicable to the
objectives of the engagement, and based upon the work performed, (1)
significant deficiencies in internal control, identifying those considered
to be material weaknesses; (2) all instances of fraud and illegal acts
unless inconsequential; and (3) violations of provisions of contracts or
grant agreements and abuse that could have a material effect on the
subject matter of the engagement.

DCAM 2-404(c), Reporting Deficiencies in Internal Controls, Fraud, Illegal Acts, Violations of
Provisions of Contracts, states:

...when fraud or suspected irregularities are discovered, DCAA should issue a
Form 2000 instead of including the matter in a report. Therefore, the auditor
should document the consideration of the above circumstances as a suspected
irregular activity and report the matter if warranted (preferably using a Form
2000).

2. In Appendix 2, the auditor included a Schedule of Claimed Direct Cost by Contract
which serves no useful purpose. Moreover, the use of this schedule may result in
unintended consequences because it does not identify significant unresolved and
questioned costs, including $47,858,158 in unresolved costs, $11,227,728 in questioned
costs, and $1,489,307 in expressly unallowable intercompany profits. Accordingly, the
FAO should supplement the report to remove this schedule.

Recommendations

We recommend that the Director, Defense Contract Audit Agency direct the Northeastern
Regional Director to:
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1. Advise the contracting officer that the FAO will supplement the report to correct several
reported errors and omissions,

2. Perform a review of MAAR § to identify any other income or credits which the
Govemnment might be entitled to receive.

3. Re-examine claimed consultant costs, ensuring that the auditor adequately considers the
specific documentation requirements for consultant costs contained in FAR 31.205-33(f).

4, Prepare and issue a supplemental report in accordance with DCAA CAM 10-214 to:
a. correct the reported qualifications;
b. revise the recommended penalties;
¢. remove the Schedule of Claimed Direct Cost by Contract; and if necessary
d.  incorporale the results of performing the MAAR 5 and re-examining claimed
consultant costs (discussed in Recommendations 2 and 3 above).

5. Provide training to Bay States Branch Office Auditors for;

a. developing and documenting an understanding of internal controls;

b. completing MAAR 5, including the potential cost reductions resulting from an
adequate review of the contractor’s internal financial statements, to include the
general ledger, trial balance and other subsidiary ledgers;

¢. incorporating appropriate report qualifications; and

d. obtaining sufficient, appropriate audit evidence to provide a reasonable basis for
the findings and conclusions on the allowability of consultant costs.

Closing Remarks

We plan to issue a formal draft report covering the results of multiple high-risk reviews,
including this review. We will request a formal written response from DCAA once we issuc the
draft report, However, we welcome any informal comments on the matters discussed in this
memorandum in advance of the draft report.

We appreciate the courtesies extended to my staff. If vou have any guestions regarding
ct either

/€. Aeo

Carolyn R. Davis
Assistant Inspector General
Audit Policy and Oversight
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NORTHEASTERN REGION
DEFENSE CONTRACT AUDIT AGENCY
DEPARTMENT OF DEFENSE
59 LOWES WAY, SUITE 300
LOWELL, MASSACHUSETTS 01851-5150

IN REPLY REFER TO:

RD-2 225.2.B May 13, 2013

MEMORANDUM FOR THE ASSISTANT INSPECTOR GENERAL FOR AUDIT POLICY
AND OVERSIGHT, DEPARTMENT OF DEFENSE, 4800 MARK CENTER
DRIVE, ALEXANDRIA, VIRGINIA 22350-1500

ATTENTION: Carolyn R. Davis, Assistant Inspector General

SUBJECT: Response to Inspector General (IG) December 18, 2012 Memorandum on the
Results of High Risk Review (HRR) Regarding DCAA Audit Assignment No.
2701-2006A 10100002

REFERENCE: APO HRR Memorandum No. 6, Project No. D2012-DIPOAI-0013.000

The referenced APO Memorandum transmitted the results of the Inspector General’s
High Risk Review regarding DCAA Audit Assignment No. 2701-2006A10100002. This
memorandum documents the corrective actions taken by the Field Audit Office (FAO) in
response to the cited recommendations in the referenced memorandum. The cited
recommendations and our responses are as follows:

1. IG Recommendation:

Advise the Contracting Officer that the FAO will supplement the report to correct
several reported errors and omissions.

1. DCAA Response:

The FAO notiﬁed_, DCMA Divisional Administrative Contracting
Officer (DACO), in Memorandum No. 2013-005 (See Enclosure 1) dated January 29, 2013, that
a supplemental audit report would be issued to address the issues identified by the IG.

2. IG Recommendation:

Perform a review of MAAR 5 to identify any other income or credits which the
Government might be entitled to receive.

2. DCAA Response:

The FAO performed additional audit steps relative to MAAR 5 to identify any other
income or credits which the Government might be entitled to receive. See Note 11 of Exhibit A
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RD-2 225.2.B May 13, 2013
SUBJECT: Response to Inspector General (IG) December 18, 2012 Memorandum on the Results of
High Risk Review (HRR) Regarding DCAA Audit Assignment No. 2701—
2006A 10100002

(Page 17) of Audit Report No. 2701-2006A10100002—S1 (See Enclosure 2), dated April 30, 2013, for
the audit results.

3. IG Recommendation:

Re-examine claimed consultant costs, ensuring that the auditor adequately considers the
specific documentation requirements for consultant costs contained in FAR 31.205-33(f).

3. DCAA Response:

The FAO performed additional audit steps relative to claimed consultant costs to determine
allowability pursuant to FAR 31.205-33(f). See Note 15 of Exhibit A (Page 21) of Audit Report No.
2701-2006A10100002-S1 (See Enclosure 2) dated April 30, 2013, for the audit results.

4. 1G Recommendation:

Prepare and issue a supplemental report in accordance with DCAA CAM 10-214 to:

correct the reported qualifications;

revise the recommended penalties;

remove the Schedule of Claimed Direct Cost by Contract; and if necessary

incorporate the results of performing the MAAR 5 and re-examining claimed consultant
costs (discussed in Recommendations 2. and 3. above).

o o

4. DCAA Response:

The FAO issued Supplemental Audit Report 02701-2006A10100002-S1 (See Enclosure 2)
dated April 30, 2013 to || || | | | | EEl. DCMA DACO, in accordance with DCAA CAM 10-214
that address the IG’s recommendations as follows:

a. included a qualification related to $4.5 million in unresolved- allocation costs
(See Note 4 on Page 4 of Enclosure 2); we also included the “except for” language in
our results section to reference the qualification for the $47.9 million unresolved direct
costs (See Page 5 of Enclosure 2);

b. revised the recommended penalties to correct Exhibit A, Note 6 (Page 12 of Enclosure
2) to remove the penalty recommendation on unreasonable training costs and revised
Exhibit G, Penalty Schedule (Page 48 of Enclosure 2) accordingly;

c. replaced the Schedule of Claimed Direct Cost by Contract with the Schedule of
Government Cost-Reimbursement and Flexibly Priced Contracts and Subcontracts (See
Appendix 2 of Page 54 of Enclosure 2) to exclude dollar values associated with the
schedule of contracts; and

d. incorporated the results of our expanded audit steps related to MAAR 5 (See Page 17 of
Enclosure 2) and claimed consultant costs (See Page 21 of Enclosure 2) as discussed in
Responses 2. and 3. above.
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RD-2 22528 May 13, 2013
SUBIJECT: Response to Inspector General (IG) December 18, 2012 Memorandum on the Results of
High Risk Review (HRR) Regarding DCAA Audit Assignment No. 2701
2006A 10100002

s IG Recommendation:
Provide training to Bay States Branch Office auditors for:

a. developing and documenting and understanding of internal controls:

b. completing MAAR 35, including the potential cost reductions resulting from an adequate
review of the contractor’s internal financial statements, to include the general ledger,
trail balance, and other subsidiary ledgers:

c. incorporating appropriate report qualifications; and

d. obtaining sufficient, appropriate audit evidence to provide a reasonable basis for the
findings and conclusions on the allowability of consultant costs.

5. DCAA Response:

The FAO provided training on all four recommended areas for the Bay States Branch
Office auditors on April 3" and 4* of 2013 (See Page 4 of Enclosure 3).

Questions regarding this memorandum should be directed to the undersigned at (978) 551-
9710.

Ronald C. Meldoniawn
Ronald C. Meldonian
Regional Director

Enclosures, 3

1. Supplemental Notification Memorandum 2013-005

2013-005 Merno For

Il 0ACO.dox

2. Supplemental Audit Report 02701-2006A10100002-S1

01 DCAA Ragort
SIS JT0AA157 DO

3. Bay States Branch Office Quality Training Minutes

(-2._3]

2013-133.docx

Copy fumished:
Hos. oo (D
DRD-2
RAMC-2

ra0 270! (D
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ALENARDREA, WIRGIHS 223500501

DEC 13 292

MEWVOR AN FOR DIRECTOR, DEFENSE CONTRAUT AU AdRRCY
EEGHAAL DIELECTOR, DEFENSE CONTEACT AU
AGEMCY WESTERN RIGION

SUTIECT: Resubs ol MTigh Rish Revicw (TIRRY Reparbing Awifil Assipnment loo. 42010
A0TALT HOFN L (AP THRIE dMaomwroili By 7, Project N, D200 2-DIPOAL
ML 3 00040

Thiz memoroncum seis Forth the reanlts of oor review of 1 ense Comlrael Avdil Ageney
(0AAY Assicimwed o, 42002010200 70007, invalvipg DCAA Paeilic Bonch €0ee™s audil
et an the somtiactar™s toneenpdianee with Defense Federal Acouisition Hegulation
Sapvalorienn (PIAISE 252 242000, Aceoanting Syveom Adminisieztion. O review of the
assipnment dizelased no significant creepiions.

Bachground

A part of our conlinus oversizht of DCAMA, we mitiated an affor o periodically select
and vevivw edil wssipnnoenis perlemeed o arcas woe identitiod us “high visk™ {also vefeored to as
hizh-risi eevews) We seleoled DCAA Assienment Moo 200 -2001211 DTG ax pant ol s
high risk revicae ¢,

Uindur Al Woenerd Sles 20720020 11070007, the 120AA Paeilie Bl Oiee cied
the contractor o nencopaplisnes wille PIEARS 252 2427006 due o signifemtdeliciencics in
ey koeping, accimulating, and 2lecating labor coms, Tha FACY Temmd the deliciensies during:
an exandnation of the eonractor’s timickeeping system performed under Assipnment Moo 4200 -
0 Nara7ron0d, and repoeried the findings in Aodit Report o 200 200271 1074040 |

Objective and Scope of High-Risk Review

W revbewend Ui assigrment 10 detgrnaine 1 e FAQ,

v comvestly applicd agpeopeiate crieria sueh o5 1he Federal Acguisinon
Regulation (FARY, Defense Fedeval Acquisition Regulation Sapplement, and
Coxst Avcowaling Slndards;

v feebloaven ] v Agne s procodduras s gaiialinees;, and

e aathered soflicient evidence o suppost of the reported findings and
pevennrne i lalions; sl sl wn audil repor! 1as adegulely describod 1w
lincdings amd recomvirmendations and seived 2 mxclol pogwese oo conlmeting,
offioer.
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Attachment 7 (cont’d)

To accomplish the objective, we obtained and reviewed a copy of the assignment
working paper package, interviewed appropriate DCAA employees and the cognizant
contracting officer, and reviewed other relevant documents. We did not perform a
comprehensive review ol Assignment No. 4201-20121.11070001 for compliance with all
generally accepted government auditing standards (GAGAS).

Results of High-Risk Review

Our review of Assignment Na, 4201-20121.11070001 disclosed no significant exceptions
with the criteria applied, procedures followed, evidence gathered, or findings and
recommendations reported.

Closing Remarks

We plan to issue a formal draft report covering the results of multiple high-risk reviews,

including this review. We appreciate the courlesies extended to my staff. If you have any
uestions regarding this memorandum, please contact cither
*ﬂ‘

W /f) /So’ ng-

CarolynR. Davis
Assistant Inspector General
Audit Policy and Oversight

DODIG-2014-109




Attachment 8

INSPECTOR GENERAL
DEPARTMENT OF DEFENSE
4800 MARK CENTER DRIVE

ALEXANDRIA, VIRGINIA 22350-1500

January 24, 2013

MEMORANDUM FOR DIRECTOR, DEFENSE CONTRACT AUDIT AGENCY
REGIONAL DIRECTOR, DEFENSE CONTRACT AUDIT AGENCY
WESTERN REGION

SUBJECT: Results of High Risk Review (HRR) Regarding Audit Assignment No. 4411-
2005X10100017 (APO HRR Memorandum No. 8
(Project No. D2012-DIP0AI-0013.000)

This memorandum sets forth the results of our review of Defense Contract Audit Agency
(DCAA) Assignment No. 4411-2005X10100017, involving an audit of a DoD contractor’s
claimed incurred cost for 2005. Our review of the audit assignment disclosed that the auditor did
not:

e complete all mandatory annual audit requirements;
e perform tests on audit criteria cited in the report; and
e review the contractor's IRS Forms 941.

Background

As part of our continuous oversight of DCAA, we initiated an effort to periodically select
and review audit assignments performed in areas we identified as “high risk” (also referred to as
high-risk reviews). We selected DCAA Assignment No. 4411-2005X10100017 as part of this
effort.

Under Assignment No. 4411-2005X10100017, the field audit office (FAO) examined the
contractor’s June 30, 2006 certified final corporate home allocation proposal and related books
and records for reimbursement of 2005 incurred costs. The FAO performed the examination to
determine the allowability, allocabiltiy, and reasonableness of claimed corporate allocations
totaling $158 million and fringe benefit costs of $172 million. On January 30, 2012, the FAO
issued audit report 4411-2005X10100017, questioning $20,786,742 of claimed corporate
allocations.

Objective and Scope of High-Risk Review
We reviewed Assignment No. 4411-2005X10100017 to determine if the FAO:

e correctly applied appropriate criteria such as the Federal Acquisition
Regulation (FAR), Defense Federal Acquisition Regulation Supplement, and
Cost Accounting Standards (CAS);

o followed key agency procedures and guidance;
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Attachment 8 (cont’d)

+ gathered sufficient evidence in support of the reported findings and
recommendations; and

o issued an audit report that adequately described the findings and
recommendations and served a useful purpose to the contracting officer.

To accomplish the objective, we obtained a copy of the assignment working paper
package, conducted face-to-face interviews of appropriate DCAA employees, and reviewed other
relevant documents. We did not perform a comprehensive review of Assignment No, 4411-
2005X10100017 for compliance with all generally accepted government auditing standards.

Results of High-Risk Review

Our review of Assignment Mo, 4411-2005X10100017 disclosed that the FAO did not
perform sufficient tests in support of the reported findings. We found that the FAO: (1) did not
perform all Mandatory Annual Audit Requirements; (2) cited criteria in the audit report that was
not tested; and (3) did not review the contractor’s TRS forms 941,

DCAA Mandatory Annual Audit Requirements

Our review disclosed that the FAO did not complete DCAA Mandatory Annual Audit
Requirements (MAARs) 6, 10, and 15 as required by the DCAA Contract Audit Manual {CAM),
section 6-105, and the DCAA incurred cost audit program,

MAAR 6 (floor checks) - The auditor told us she does not perform MAAR 6 at this
contractor location because the contractor's employees charge all labor as indirect. We do not
agree with the auditor’s explanation. The FAO should have accomplished this MAAR on a
concurrent basis to test the reliability of employee time records, ensure employees are actually at
work and performing in assigned job classifications, and the time is charged to the proper cost
objective. The need to accomplish MAAR 6 was particularly important since the FAO did not
audit the contractor’s lahor accounting system, complete other labor related MAARs, or
aceomplish all audit program steps related to labor cost. For 2005, in lieu of & concurrent floor
check, the FAQ must perform labor transaction testing to verify the reliability of claimed labor
costs (as instructed in audit program section -1, step 8). 1f the labor transaction testing results
in additional questioned cost, the FAQ should supplement the audit report. In the future, the
FAOQ needs Lo begin performing concurrent floor checks at this contractor location,

MAAR 10 (adjusting journal entries) - The auditor should have performed MAAR. 10 in
order to review labor and indirect adjusting journal entries, and identify adjustments that require
further audit analysis and explanation. In working paper 14 (MAAR Control Log) of the subject
assignment, the auditor stated that this MAAR is not applicable because the incurred cost review
relates to a eorporate office, Although this contraetor location is a corporate office with no direct
government contracts, it can still use adjusting journal entries to manipulate cost allocated to
government contracts at the division level. The FAQ needs to obtain a listing of adjusting
joumal entries and select a sample of them to identify any adjustment that requires further audit
analysis. I the audit analysis results in additional cost, the FAO should supplement the audit
report.

DODIG-2014-109




Attachment 8 (cont’d)

MAAR 135 (indirect cost comparison) - The FAO should have performed MAAR 15
which compares claimed indirect pool and base costs to respective budgetary data to identify
significant variances requiring further review, In the working papers, the auditor stated
“Comparison to prior year(s) cost deemed most effective method. Time consumption for budget
comparison not deemed warranted,” This statement does not adequately explain why the auditor
omitted MAAR 15, When limiting the comparison to prior years, the auditor might not be
identifying all variances that require further review. For example, a comparison to budgetary
data could disclose accruals that were not adjusted to actual cost at vear-end, Therefore, DCAA
should perform a budgetary cost comparison and review any significant variances. 1f the review
of significant variances results in additional questioned cost, the FAO must supplement the audit

report.

Cited Criteria not Used During the Audit

The Scope of Audit section ol Audit Report Mo, 4411-2005X 10100017 indicates that the
auditor used the Department of Enerpy Acquisition Regulation Supplement as one of the eriteria
to evaluate the contractor's 2005 incurred cost proposal, However, we found no evidence in the
working papers that the auditor used this criteria to evaluate the proposal, CAM 10-210.3(d)
Scope of Audit, states that the scope paragraph should identify the established or stated criteria
used to evaluate the proposal, submission, or system. The FAQ needs to determine whether it
should expand testing of the proposal to incorporate the Department of Energy Acquisition
Regulation Supplement eriteria and supplement the report, if necessary,

Required Review of IRS Form 941 Not Completed

The auditor did not examine the contractor's IRS Forms 941 as required by audit program
section D-1, step 4a. The auditor should review these forms to verify the accuracy of the
contractor’s claimed labor cost and payroll taxes. If the verification results in additional
questioned cost, the FAQ must supplement the auditl report,

Recommendations

We recommend that the Director, Defense Contract Audit Agency, direct the Western
Regional Director to:

1. Advise the contracting officer that:

a. the report should not be used for any purpose because the FAO did not
perform suflicient tests in order to provide a reasonable basis for its opinion;
and

b. the FAO will supplement the report, as necessary, to reflect the results of the
additional tests,

2. Begin performing MAAR 6 on a concurrent basis at the contractor facility. For

contractor fiscal vears where MAAR. 6 was not performed coneurrently, conduct
labor transaction testing to verify the reliability of claimed labor costs,

FOR-OF RS ONEY
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Attachment 8 (cont’d)

3. Perform a review of MAAR 10 to identify indirect adjusting journal entries which
require additional review.,

4. Perform a review of MAAR 15 to identify and review cost elements which show a
material variance from the contractor budgetary data,

5. Determine if the auditor should expand testing of the proposal to incorporate the
Department of Energy Acquisition Regulation Supplement criteria.

6. Reconcile IRS Forms 941 to the contractor’s claimed labor and payroll taxes.

7. Prepare and issue supplemental audit report in accordance with DCAA CAM
10-214, as necessary, to incorporate the results of Recommendations 2 through 6.

Closing Remarks

We plan to issue a formal draft report covering the results of multiple high-risk reviews,
including this review. We will request a formal written response from DCAA once we issue the
draft report. However, we welcome any informal comments on the factual matters discussed in
this memorandum in advance of the draft report.

stafl. If you have any guestions regarding

We appreciate the courtesies extended to my

'©¥ Carolyn R. Davis
Assistant Inspector General
Audit Policy and Oversight

DODIG-2014-109




Attachment 9

INSPECTOR GENERAL
DEPARTMENT OF DEFENSE
4800 MARK CENTER DRIVE

ALEXANDRIA, VIRGINIA 22350-1500

April 1, 2013

MEMORANDUM FOR DIRECTOR, DEFENSE CONTRACT AUDIT AGENCY
REGIONAL DIRECTOR, DEFENSE CONTRACT AUDIT AGENCY
WESTERN REGION

SUBJECT: Results of High Risk Review (HRR) Regarding Audit Assignment No. 4151-
2005T10100004 (APO HRR Memorandum No. 9)
(Project No. D2013-DAPOCF-0004.002)

This memorandum sets forth the results of our review of Defense Contract Audit Agency
(DCAA) Assignment No. 4151-2005T10100004, involving an audit of a DoD contractor’s
claimed incurred costs for 2005. Our review of the audit assignment disclosed that the auditor:

o understated recommended penalties by $54,207;

e did not maintain supporting documentation for the reported penalty
participation rate as required by FAR 42.709-2(b)(2); and

o failed to question unallowable bonus costs and related adjustments.

Background

As part of our continuous oversight of DCAA, we initiated an effort to periodically select
and review audit assignments performed in areas we identified as “high risk” (also referred to as
high-risk reviews). We selected DCAA Assignment No. 4151-2005T10100004 as part of this
effort.

Under the assignment, the field audit office (FAO) examined the contractor’s
January 14, 2008, certified final indirect cost proposal and related books and records for
reimbursement of 2005 incurred costs. The FAO performed the examination to determine the
allowability, allocabiltiy, and reasonableness of claimed direct and indirect cost totaling
$33 million. On October 3, 2012, the FAO issued its audit report, questioning $751,855 of
claimed indirect costs.

Objective and Scope of High-Risk Review
We reviewed the assignment to determine if the FAO:
e correctly applied appropriate criteria, such as the Federal Acquisition

Regulation (FAR), Defense Federal Acquisition Regulation Supplement
(DFARS), and contract terms;
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Attachment 9 (cont’d)

o followed key agency procedures and guidance;

e gathered sufficient evidence in support of the reported findings and
recommendations; and

e issued an audit report that adequately described the findings and
recommendations and served a useful purpose to the contracting officer.

To accomplish the objective, we obtained a copy of the assignment working paper
package, made inquiries to FAO personnel, and reviewed other relevant documents. We did not
perform a comprehensive review of the assignment for compliance with all generally accepted
government auditing standards.

Results of High-Risk Review
Our review of Assignment No. 4151-2005T10100004 disclosed the following:

Penalty Assessment on Home Office Flow-Down

Our review disclosed that the FAO under-stated recommended penalties on questioned
home office flow-down cost'. The FAO received DCAA Report No. 4151—2005A10100003,
which questioned $91,877 in home office flow-down costs that were subject to penalty.
However, the schedule of recommended penalties contained in DCAA Report No. 4151-
2005T10100004 did not include the $91,877 as subject to penalties, which caused an
understatement of $54,207 in recommended penalties based on a Government participation rate
of 59 percent ($91,877 x 59 percent = $54,207). The FAO did not comply with the DCAA
Contract Audit Manual 6-609(b)(3), requiring that the receiving FAO report home office flow-
down costs subject to penalties. The FAO should supplement the report to include the additional
$91,877 in questioned cost subject to penalty and $54,207 in recommended penalties.

Other Penalty Errors

The FAO made the following three additional errors associated with the calculation of
penalties:

e Incorrectly calculated government penalty participation rates;

e Incorrectly allocated questioned penalty cost within the contractor’s combined
fringe benefit pool; and

¢ TFailed to assess penalties on questioned cost due to questioned rates within the
contractor’s indirect pools.

We discussed these errors in greater detail with the FAO personnel who conducted the
audit. We are not requesting that the FAO supplement the report to correct them because, in this

! Home office flow-down costs are costs accumulated at the contractor’s corporate or intermediate “home office”
and subsequently allocated down to its reporting segments or divisions.



Attachment 9 (cont’d)

case, the errors did not result in significant differences. However, the FAO should be provided
with training on the proper calculation and reporting of penalties in the near future.

Unsupported Penalty Computations

The working papers did not include any support for how the FAO computed its reported
penalty participation rates. The FAO attempted to recreate the computations after advising us
that it was unable to locate the original computation. However, the recreated computation did
not tie to the reported rate. In accordance with FAR 42.709-2(b)(2), the auditor must maintain
rationale and supporting documentation in the working paper file for any recommendations
related to penalties. The FAO should be provided training on maintaining the appropriate level
of support for its recommended penalty assessments in the working papers.

Incorrect Bonus Cost Adjustment

Within the contractor’s FY 2005 incurred cost claim, we noted that the contractor made
two downward adjustments of $21,500 each to the fringe benefits and on-site overhead bases.
According to the FAQO, the contractor made the adjustments in an attempt to reverse a FY 2004
error of claiming unallowable bonus costs on Contract No. DRTA01-03-D-0003, Delivery
Order 12. However, the adjustments actually had the effect of overcharging the Government for
indirect costs in FY 2005, and failing to reimburse the Government for the unallowable bonus
costs claimed in FY 2004. The FAO did not question the FY 2005 downward adjustments or the
FY 2004 claimed unallowable bonus costs. The FAO should supplement Audit Report No.
4151-2005T10100004 to question the downward adjustments of $21,500 each, and supplement
Audit Report No. 4151-2004T10100004 to recommend disallowance of the unallowable bonus
cost. In addition, the FAO should reflect these recommended changes in the FYs 2004 and 2005
Cumulative Allowable Cost Worksheets.

Recommendations

We recommend that the Director, Defense Contract Audit Agency, direct the Western
Regional Director to:

1. Advise the contracting officer that the FAO must:

a. supplement Audit Report No. 4151-2005T10100004 to adjust recommended
penalties and other questioned bonus costs; and

b. supplement prior year Audit Report No. 4151-2004T10100004 to recommend
disallowance of unallowable bonus costs on Contract DRTA01-03-D-0003.

2. In accordance with DCAA Contract Audit Manual 10-214, instruct the FAO to
supplement:

a. Audit Report No. 4151-2005T10100004 to: (1) reflect the additional $91,877
in questioned cost subject to penalties and $54,196 in additional
recommended penalty assessments, (2) question the two $21,500 bonus
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Attachment 9 (cont’d)

adjustments, and (3) make appropriate adjustments to the Cumulative
Allowable Cost Worksheet; and

b. Audit Report No. 4151-2004T10100004 to: (1) question $21,500 in
unallowable direct bonus costs on Contract No. DTRA01-03-D-0003,
Delivery Order 12; and (2) revise the Cumulative Allowable Cost Worksheet
to reflect the questioned honus cost plus applicable indirect costs.

3. Provide training to the FAO auditors on how to properly calculate and document
recommended penalties.

Closing Remarks

We plan to issue a formal draft report covering the results of multiple high-risk reviews,
including this review. We will request a formal written response from DCAA once we issue the
draft report. However, we welcome any informal comments on the factual matters discussed in
this memorandum in advance of the draft report.

uestions regarding

We appreciate the courtesies extended to my staff. If you have any
this memorandum. please contact either

Aﬂ. waa

Carolyn K Davis
Assistant Inspector General
Audit Policy and Oversight

DODIG-2014-109




Attachment 10

INSPECTOR GENERAL
DEPARTMENT OF DEFENSE
4800 MARK CENTER DRIVE

ALEXANDRIA, VIRGINIA 22350-1500

April 2, 2013
MEMORANDUM FOR DIRECTOR, DEFENSE CONTRACT AUDIT AGENCY

SUBJECT: Results of High Risk Review-Forward Pricing (HRR-FP) Regarding DCAA Audit
Report No. 2701-2012C21000001 (APO HRR-FP Memorandum No. 10)

This memorandum sets forth the results of our oversight review of DCAA Audit Report
No. 2701-2012C21000001 Independent Audit o

Proposal. The report was 1ssued by the DCAA Bay States Branch Office on March 23, 2012.
The subject of the audit was a firm fixed price subcontract price proposal included in a prime
contract proposal submitted to the U.S. Government by th
Company. The oversight review is performed under DoD OIG Project No D2012-DIPOAI-0013.

We selected DCAA Assignment No. 2701-2012C21000001 as part of our responsibility
to perform oversight of DCAA audits.

Our oversight review disclosed:
¢ DCAA audited an inadequate subcontract proposal. (Finding A)

o DCAA Bay States Branch Office did not align their audit scope and depth with
the needs of the contracting officer thereby significantly diminishing the

usefulness of the report. (Finding B)

e The DCAA Bay States Branch Office did not incorporate the results of a
requested technical evaluation into their audit report. (Finding C)

In accordance with DCAA audit policy, the Bay States Branch Office audited an
madequate Systems subcontractor proposal. DCAM 9-205d discourages reviews of clearly
madequate contract proposals; however. DCAM provides that if a contracting officer maintains
their request for audit despite significant proposal deficiencies, the auditor will perform the audit
but advise the contracting officer that under the circumstances the audit report should not be used
as a basis for negotiation. Additionally, DCAA did not align the scope and depth of its
subcontract proposal audit to reflect the minimum essential supplementary information needed
by the DoD Joint Strike Fighter Program Office (Program Office) contracting officer to conduct
a cost analysis of the* acquisition. As a result of the misalignment, the Program
Office did not need or use DCAA Audit Report No. 2701-2012C21000001 to establish a
pre-negotiation position.
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DCAA Bay States Branch Office expended 1,481 audit hours on the audit of lha.-
Systems subcontract proposal. In total, DCAA field audit offices expended 8,803 audit hours
auditing seven inadequate subcontract proposals (including Systems) in support of lhe-
* acquisition. The Program Office did not need the seven subcontract audit reports to
complete its cost analysis and establish its pre-negotiation position on November 30, 2011.

Objective and Scope of High Risk Review

The purpose of our oversight review is to evaluate whether the DCAA audit case file
documentation (audit working papers) demonstrates that DCAA:

e Determined the adequacy of contractor cost or pricing data;

e Evaluated the contractor’s proposal for compliance with FAR, CAS and existing
DCAA policy: and

s Performed work sufficient to support the audit opinion on the acceptability of the
contractor’s cost or proposed costs for negotiation of a fair and reasonable price.

Background

On March 31, 2011, the contracting officer requested the DCAA Ft. Worth Resident

Office (DCAA Ft. Worth) provide “full scope audit assistance™ on lhc_
# fixed price incentive fee/cost plus incentive fee contract
proposal. The $4.5 billion prime contract proposal dated April 25, 2011 was for the purchase of
32 aircraft, The request for proposal had been amended on January 13, 2011 to reduce the
quantity of aircraft to be procured from 42 to 32. The Program Office advised DCAA Ft. Worth,
the DCAA field audit office performing the prime contract audit, that it was “willing and open to
discuss realistic, creative solutions to the generation and transmission of audit data to seek the
greatest benefit to the Government.”

DCAA Ft. Worth determined the proposal to be adequate for audit on May 20, 2011.

On August 25, 2011, DCAA Ft. Worth requested the DCAA Bay States Branch Office
rform an assist audit of the

ystems). DCAA Ft. Worth requested the DCAA Bay States Branch Office provide their
audit report by November 30, 2011,

The attachment to this memorandum provides a chronology of significant events
surrounding the contracting officer’s request for audit, subsequent determinations by DCAA of
proposal adequacy and inadequacy, and the March 23, 2012 DCAA Bay States Branch Office
audit report on an inadequate proposal.
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Results of High Risk Review

Finding A — DCAA audited an inadequate subcontract proposal

On September 14, 2011, the Bay States Branch Office evaluated the September 1, 2011
- Systems firm-fixed price subcontract proposal to determine if the contractor had submitted
an adequate proposal in accordance with FAR 15.408 Table 15-2. The proposal was priced at
$188,309,894 for 42 ship-sets and $163,896,983 for 32 ship-sets.

On September 19, 2011 the DCAA Bay States Branch Office notified DCAA Ft. Worth
by memorandum that they were unable to perform an audit of the - Systems subcontract
proposal due to numerous inadequacies including:

e Lack of a consolidated bill of materials to support proposed material costs of
$77,866,155 for 42 ship-sets as required by FAR 15.408, Table 15-2 1I.

e Failure to perform adequate cost and price analysis on 11 subcontract proposals
totaling $55,789,960. Each subcontract proposal was in excess of the threshold
for submitting cost or pricing data as required by FAR 15.408, Table 15-2.

e Lack of cost or price analysis demonstrating that prices proposed for
commercially priced items were fair and reasonable in accordance with
FAR 15.404-3.

. The- Systems pricing model used to derive the 32 ship-set pricing from the
42 ship-set baseline used different factors and base amounts than those included
in the- Systems certified proposal and resulted in different proposed amounts
for both the 42 ship-sets and 32 ship-sets.

In accordance with DCAA audit policy at DCAM 9-205d', the DCAA Bay States Branch
Office concluded the memorandum by stating that “If the contracting officer or DCAA Ft. Worth
insists, the Bay States Branch will perform an audit of the subject proposal; however, an adverse
opinion will be a certainty.”

DCAM 9-205d states in part that:

If the certified cost or pricing data are so deficient that an examination
cannot be performed, the auditor should notify the contracting officer of
the deficiencies and recommend that the contracting officer return the
proposal to the contractor. However, if the contracting officer decides
not to return the proposal and maintains the request for audit, the auditor
should document the discussion and evaluate the proposal to the extent
practical under the -circumstances. Because the deficiencies are

! The DCAA Contract Audit Manual (DCAA Manual 7640.1) is an official publication of the Defense Contract
Audit Agency (DCAA). It prescribes auditing policies and procedures and furnishes guidance in auditing techniques
for personnel engaged in the performance of the DCAA mission.

3
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significant, the report will advise the contracting officer that the proposal
should not be used as a basis for negotiation until specified corrective
actions are completed.

On September 26, 2011 DCAA Headquarters coordinated with the DCAA Bay States
Branch Office and the Bay States Branch agreed to perform an audit on the inadequate proposal.

FAR 15.404-2(d) Deficient proposals provides in part that:

The ACO or the auditor, as appropriate, shall notify the contracting
officer immediately if the data provided for review is so deficient as to
preclude review or audit.

And

The contracting officer immediately shall take appropriate action to
obtain the required data.

FAR 15.402 — Pricing Policy requires that contracting officers shall purchase supplies
and services at fair and reasonable prices. When a contracting officer elects not to ‘take
appropriate action to obtain the required data’ identified by the auditor to make a deficient
proposal acceptable, it can undercut the effectiveness of the audit services requested. It can also
incentivize a contractor to disregard the requirement in FAR 15.408 Table 15-2 to submit all
accurate certified cost or pricing data. DCAA audit policy at DCAM 9-205d allowing the
auditor perform an audit on an inadequate proposal does not ensure that taxpayer dollars are
spent on fair and reasonable prices. In operation it can undermine the FAR requirement that a
contractor submit to the U.S. Government an adequate proposal. It also results in the inefficient
and ineffective use of limited DoD contract audit resources.

Recommendation A

By June 30, 2013, the Director, DCAA should evaluate DCAA audit policy, including
that specified at DCAM 9-205d, and make the revisions necessary to provide reasonable
assurance that:

1. DCAA audit policy does not result in DCAA performing audits on contractor and
subcontractor proposals that DCAA auditors have determined are inadequate for
audit.

2. DCAA audit policy will result in DCAA auditors performing contractor or
subcontractor proposal audits only after the contracting officer has taken
appropriate action and obtained the required data necessary to make the proposal
adequate in accordance with FAR 15.408 Table 15-2.

3. DCAA audit policy provides for DCAA notifying the OIG of an unsatisfactory
condition when a contracting officer has not taken the appropriate action to obtain
the required data in accordance with FAR 15.404-2(d) Deficient proposals.

4
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Finding B - DCAA Bay States Branch Office did not align their audit scope
and depth with the needs of the contracting officer thereby significantly
diminishing the usefulness of the report

In accordance with DCAA audit policy at DCAM 9-205d and at the direction of DCAA
Headquarters, the DCAA Bay States Branch Office audited the Systems subcontract
proposal previously determined to be inadequate and issued Audit Report No. 2701
2012C21000001

March 23, 2012. DCAA reported that the Systems subcontract proposal was not an
acceptable basis for negotiation of a fair and reasonable price and that the cost or pricing data

submitted by Systems were not adequate. DCAA reported that to make the cost or pricing
data adequate, Systems needed to perform the following:

s Perform adequate cost and price analyses for subcontracts that exceed the cost or
pricing data threshold.

¢ Perform adequate analyses to demonstrate the continuing reasonableness of long
term agreements with subcontractors and matenal vendors.

¢ Perform commercial item determination (CID) and cost or price analysis to
establish a fair and reasonable price in accordance with DFARS 244,402 and
FAR 15.404-3.

Additionally, the audit report was untimely. It was issued 113 days after the Program
Office had approved on November 30, 2011 their Pre-Negotiation Business Clearance
Memorandum for negotiating !hc- contract.

FAR 15.404-1(a) provides that the contracting officer is responsible for evaluating the
reasonableness of offered prices and that the analytical techniques and procedures described in
FAR 15.404 - Proposal Analysis may be used. singly or in combination with others. to ensure
that the final price is fair and reasonable. Additionally, FAR 15.404-2(a) provides that the
contracting officer shall tailor requests for field pricing assistance to *“...reflect the minimum
essential supplementary information needed to conduct a technical or cost or pricing analysis.”

In January 2011, the Program Office elected not to require— to obtain
revised subcontract proposals to reflect the reduction in aircraft procured from 42 to 32. Due to

‘enormous pressure to get WIa up by late summer/early fall’ the Program Office had
determined that it would rely on the prime contractor, to demonstrate in its
subcontract price and cost analysis how 1t had adjusted proposed subcontract prices associated

with 42 aireraft to the 32 aircraft requirement. The Program Office explained it could not
achieve its negotiation schedule if 1t waited to begin DCAA subcontract audits until after updated
subcontract proposals were received, reviewed and released by

The Program Office Pre-Negotiation Business Clearance Memorandum established a
government negotiation position of $119,763,930 for lhc- Systems subcontract. The
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Pre-Negotiation Business Clearance Memorandum position relied upon input from the Program
Office Cost Analyst and considered the Systems subcontract proposal,
price/cost analysis and technical analysis of the supplier.

The Pre-Negotiation Business Clearance Memorandum states that
proposed a price of $133,803,402 for the *}Systmm subcontract and that
arrived at the price using variable pricing techniques. It further states on
July 20, 2011 revised its price/cost analysis to $123.177.055 to account for a quantity reduction
from 42 to 32 aircraft,

The Program Office Pre-Negotiation Business Clearance Memorandum addressed the
DCAA September 19, 2011 notice of proposal inadequacy al- Systems. It justified the
decision to proceed with negotiations as follows:

“The Govemment determined that the inadequacies found in DCAA s audit were not
materially substantial to withhold negotiations wilh* [The-
q price and cost analysis] on this supplier and an independent Government
analysis based on historical data and future projections is adequate to support a fair
and reasonable position.”

“The [Pre-Negotiation Business Clearance Memorandum] position relies on [Program

Office] Cost Analyst input for this supplier. In developing its position, the

Govemment reviewed and took into account the supplier’s proposal and
| price and cost analysis and technical analysis of the supplier.”

“The Government agrees with the analysis performed in lhem
revised [price and cost analysis]. but included additional challenges to CLINs 1001,

2001, and 3001 through an 86% leaming curve applied to cost history.”

“The Govemment agrees with the [price and cost analysis] evaluated profit rate of
12.04%. For comparative purposes, lhe- considered negotiated profit for this
supplier was 12.85%."

The Program Office Pre-Negotiation Business Clearance Memorandum demonstrates a
combination of analytical techniques and procedures used by the contracting officer to establish
a fair and reasonable pre-negotiation position for the Systems subcontract. Additionally,

the Program Office advised DCAA Ft. Worth in January 2011 on its decision not to require
# to obtain revised subcontract proposals and to use the#
subcontract price and cost analysis to assist in achieving a fair and reasonable contract price.

FAR 15.404-2(c) Audit assistance for prime contracts or subcontracts provides at
paragraph (3) that the auditor is responsible for the scope and depth of the audit. In this case the
scope and depth of the audit established by DCAA included performing an audit of lhc-
Systems subcontract proposal. This did not align with minimum essential supplementary
information the Program Office needed to conduct a cost analysis to determine a fair and
reasonable price on Qhe_ procurement.
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Further review of the November 30, 2011 Program Office Pre-Negotiation Business
Clearance Memorandum demonstrates that at the time the Program Office approved its
pre-negotiation position, DCAA field audit offices had outstanding a total of seven subcontract
audits (including Systems) where DCAA had notified the contracting officer that the
proposal was inadequate for audit. The seven subcontract proposal audits were as follows:

Subcontract Proposal Subcontract Value | DCAA Audit Hours Expended
$ 188.309.894 1.481

622.344.215 1.283

73,261,070 2,151

51,241,447 920

53,212,603 584

24.638.105 1.343

93,179.115 1.041

Total $1,106,186,449 8,803

As with the- Systems subcontract proposal, the Program Office Pre-Negotiation
Business Clearance Memorandum demonstrates that the program office used a combination of
analytical techniques and procedures to establish fair and reasonable pre-negotiation positions
for these subcontract proposals and did not await 1ssuance of the subcontract audit reports by
DCAA.

Recommendation B

By June 30, 2013, the Director, DCAA, should evaluate DCAA audit policy and
determine whether policy changes are needed to ensure that in planning the audit scope and
depth of DCAA proposal audits, the auditor tailors his or her audit scope and depth to obtain the
minimum essential information requested by the contracting officer while still complying with
Govermnment Auditing Standards.

Finding C — The DCAA Bay States Branch Office did not incorporate the
results of a requested technical evaluation into their audit report

On November 3, 2011, the DCAA Bay States Branch office requested Defense Contract
Management Agency (DCMA) perform a technical evaluation of proposed labor and material
costs included in lheh Systems subcontract proposal. The audit working papers demonstrate
that the DCMA techmical evaluation report was received on February 3, 2012, seven weeks
before the date of the DCAA report. However, DCAA Bay States Branch Office in their
March 23, 2012 audit report stated the technical evaluation report was received too late to be
mcorporated into their report. The DCAA Bay States Branch further determined that the late
receipt constituted a limitation to the scope of the audit.
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DCAA audit policy at DCAM Appendix D-302¢ provides that:

“It is the auditor’s responsibility to examine the technical evaluation report to
ensure reasonable understanding of the actual work performed. The auditor’s
working papers must document:

(1) the auditor’s understanding of the actual work performed,

(2) the degree of reliance the auditor placed on the technical evaluation,
including its impact on the results of audit.”

After the auditor has examined the technical evaluation report and determined the degree
of reliance, DCAAM Appendix D-302c also requires the auditor to “use the work of the
specialist(s) unless findings are obviously unrealistic, or procedures used appear inadequate.”
DCAAM Appendix D-302c¢ (3) requires the auditor attach the report to the audit report as the
final appendix.

The DCAA Bay States Branch Office had ample time to incorporate the results of the
technical evaluation into Audit Report No. 2701-2012C21000001 but the audit working papers
do not demonstrate that DCAA evaluated the results between the time the technical evaluation
report was received and the time the DCAA audit report was issued. The audit working papers
also do not indicate that a supplemental report including the technical evaluation was issued.

Recommendation C

L.

By June 30, 2013, the Branch Manager, DCAA Bay States Branch Office, should
provide the audit staff with training on the requirements of DCAAM Appendix
D-300 Section 3, Evaluation, Use and Impact of the Results of Government
Technical Specialist Assistance and DCAAM 9-103.8c Technical Evaluations
Impact on Audit Report Schedule.

By April 30, 2013, the Branch Manager, DCAA Bay States Branch Office, should
implement procedures that provide reasonable assurance that the audit staff has
complied with the audit guidance in DCAM Appendix D Technical Specialist
Assistance and DCAAM 9-103.8c Technical Evaluations Impact on Audit Report
Schedule when performing price proposal audits and issuing price proposal audit
reports.

The DCAA Regional Audit Manager should perform oversight of the actions taken
by the Branch Manager, Bay States Branch Office to ensure DCAA correctly
implements the audit guidance in DCAM Appendix D-300 Section 3, Evaluation,
Use and Impact of the Results of Government Technical Specialist Assistance and
DCAAM 9-103.8c Technical Evaluations Impact on Audit Report Schedule and
document the results of such oversight on a quarterly basis until corrected.
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Concluding Remarks

We plan to issue a formal draft report covering the results of multiple high-risk reviews,
including this review. We will request a formal written response from DCAA once we issue the
draft report. However, we welcome any informal comments on factual matters discussed in this
memorandum in advance of the draft report.

If i'ou have any iucstions. ilcasc contact the undersigned or ||| NG -

%A”f Db e
Carolyn R. Davis

Assistant Inspector General
Audit Policy and Oversight

Attachment:
As stated
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Chronology of Significant Events

Results of High Risk Review-Forward Pricing (HRR-FP)
Regarding DCAA Audit Report No. 2701-2012C21000001
(APO HRR-FP Memorandum No. 10)

September 29, 2010 — The DoD Joint Strike Fighter Program Office (Program Office) requested
audit assistance from the DCAA Ft. Worth Resident Office (DCAA Ft. Worth) in anticipation of

Proposal, based on a quantity of 42
aircraft.

January 13, 2011 — The Program Office amended their request for proposal to reduce the
quantity of aircraft from 42 to 32 due to “unforeseen circumstances.”

January 18, 2011 — A teleconference was held with Program Office, DCAA Ft. Worth, DCMA,
and representatives in attendance to discuss the - proposal update. For
audits of subcontractor proposals, DCAA Ft. Worth preferred to wait for proposals for the
revised quantity of 32 aircraft and then commence audits. The Program Office’s position was to
not require revised proposals because that approach would add considerable time to the
negotiation schedule.

January 19, 2011 — The contracting officer sent an e-mail to the Program Office Director of
Contracts discussing the previous day’s teleconference and DCAA’s position. In the e-mail, the
contracting officer stated, “While I understand [DCAA’s] concern, I do not believe that the
program office, much less the SAEs [JSF Service Acquisition Executives] will support a slip in
the negotiation schedule.”

January 21, 2011 - The Program Office advised DCAA Ft. Worth on its decision to not require

to obtain revised subcontract proposals to reflect the reduction in aircraft from
42 to 32. On that same day DCAA Ft. Worth had advised the Program Office that it was likely
that the subcontractors probably would not support DCAA audits of their proposals until the
subcontractors had completed updates, and that DCAA would likely be unable to audit the
proposed subcontract costs until updates were provided.

March 31, 2011 — The Program Office requested DCAA Ft. Worth provide “full scope audit
assistance” on the - proposal. The Program Office advised DCAA Ft. Worth that it was
“willing and open to discuss realistic, creative solutions to the generation and transmission of
audit data to seek the greatest benefit to the Government.”

April 25, 2011 — Date of _ $4.5 billion (Prime) fixed price incentive fee/cost
plus incentive fee- contract proposal for 32 aircraft

April 26, 2011 - DCAA Ft. Worth received the_ $4.5 billion proposal.

May 20, 2011 — DCAA Ft. Worth determined the proposal to be adequate for audit. At that time
DCAA Ft. Worth working papers demonstrate that_ was awaiting receipt of

Attachment
Page 1 of 2
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37 subcontract proposals valued at $1.7 billion and lhal_ had not com
required subcontract cost or price analysis in accordance with FAR 15.404-3(b). The
Systems subcontract proposal was included n the 37.

ilclcd the

August 25, 2011 - DCAA Ft, Worth requested the DCAA Bay States Branch Office perform an
assist audit of the

Systems). DCAA Ft. Worth requeste
report by November 30, 2011.

the DCAA Bay \mec Branch Office provide their audit

September 1, 2011 - DCAA Bay States Branch Office received the Systems subcontract
proposal priced at S188,309,894 for 42 ship-sets and $163,896, 983 tor 32 ship-sets. The
subcontract proposal included pricing for 32 ship-sets based on a baseline quantity of 42 ship-
sets.

September 14, 2011 - DCAA Bay States Branch Office performed an adequacy review of the
* subcontract proposal, and determined that the subcontract proposal was madequate for
audit

September 19, 2011 - DCAA Bay States Branch Office notified DCAA Ft. Worth by
memorandum that they were unable to perform an audit of llxc- subcontract proposal due to
numerous madequacies including a lack of a consolidated bill of nm!crial:#failmc to
perform adequate cost and price analyses for eleven subcontracts: the lack adequate of support
for commercially priced items: and iconsistency belween- proposal and their pricing
model.

DCAA Bay States Branch concluded the memorandum by stating that “If the contracting officer
or DCAA Ft. Worth nsists, the Bay States Branch will perform an audit of the subject proposal;
however, an adverse opinion will be a certainty.”

September 26, 2011 - After a telephone discussion with DCAA Headquarters, the DCAA Bay
State Branch Office agreed to provide an audit report on lhe- Systems subcontract proposal
by January 17, 2012,

November 16, 2011 - DCAA Bay States Branch Office provided a memorandum as a non-audit
service to DCAA Ft. Worth conveying limited information regarding the costs included in the

proposal, The DCAA Bay States Branch Office also advised DCAA Ft. Worth that they
expected to issue an audit report on January 17, 2012 recommending the- Systems proposal
not be used as a basis for negotiations.

November 30, 2011 — The Program Office arproved their Pre-Negotiation Business Clearance

Memorandum for negotiating th contract.

March 23, 2012 - DCAA Bay States Branch Office issued Audit Report No. 2701
2012C21000001 Independent Audit o

basis for negotiation of a fair and reasonable price. and that the cost or pncmq data submuitted by
Systems were not adequate.

Attachment
Page 2 of 2
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Attachment 11

INSPECTOR GENERAL
DEPARTMENT OF DEFENSE
4800 MARK CENTER DRIVE

ALEXANDRIA, VIRGINIA 22350-1500

May 10, 2013
MEMORANDUM FOR DIRECTOR. DEFENSE CONTRACT AUDIT AGENCY

SUBJECT: Results of High Risk Review — Forward Pricing (HHR-FP) Regarding DCAA
Audit Report No. 4821-2011R21000012, (APO HRR-FP Memorandum No. 11)

This memorandum sets forth the results of our oversight review of DCAA Audit Report No.
4821-2011R21000012. Independent Audit of Parts of a Proposal

1ssued by the DCAA Mesa Resident Office
1e oversight review 1s being performed under DoD OIG Project No.

on February 3, 2
2012-DIPOAI-0013.

&~ .

We selected DCAA Assignment No. 4821-2011R21000012 as a part of our responsibility to
perform oversight of DCAA audits.

Our oversight review disclosed:

= DCAA Work papers do not document planning and interim discussions with the
contracting officer (Finding A),

= DCAA provided the contracting officer with conflicting advice regarding the
adequacy of the proposal (Finding B),

«  DCAA was untimely i notifying the contracting officer that they were not auditing
the proposed mndirect rates (Finding C),

« DCAA did not establish and maintain effective communications with the
contracting officer in the audit of proposed labor hours (Finding D),

« The DCAA audit report did not meet the needs of the Contracting Officer
(Finding E), and

= DCAA overstated dollars examined. questioned costs, and net savings reported in
the DCAA Management Information System. (Finding F).

After expending 4,807 hours the DCAA Audit Report No. 4821-2011R21000012 did not meet
the needs of the AMCOM contracting officer. The DCAA work papers do not establish that
DCAA complied with existing DCAA policy and communicated effectively with the contracting
officer. The AMCOM contracting officer had to expend additional DoD resources and convene
a post-audit report issnance fact-finding summit to make the DCAA audit report useable for
negotiating the contract. Additionally, amounts reported in the DCAA Management Information

' DCAA issued a revised audit report, DCAA Audit Report No. 4821-2011R21000012 (Revised) on
February 7, 2012. Work paper Ola provides that “The report was reissued due formatting changes and page shifting
that occurred during the conversion to a pdf document.™
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System for Audit Report No. 4821-2011R21000012 for dollars examined, questioned cost and
net savings were corrected in some instances for significant overstatements and not corrected in
others. Additionally, the final amount reported in DMIS for net savings, $18.9 million. was not
calculated in accordance with DMIS guidance.

Objective and Scope of High-Risk Review

The purpose of our oversight review is to evaluate whether the DCAA audit case file
documentation (working papers) demonstrate that DCAA:

* Evaluated the contractor's proposal for compliance with FAR, CAS and existing
DCAA policy.

* Determined the adequacy of contractor cost or pricing data, and

= Performed work sufficient to support the audit opinion on the acceptability of the
contractor's proposed costs for negotiation of a fair and reasonable price.

Background

On September 1, 2011, the Army contracting officer at the Army Contracting Command -

Redstone (AMCOM) requested that DCAA perform an audit o Proposal No.
dated August 18, 2011 for
sal. The $996.7 million firm-fixed price proposal was for the remanutacture

and was priced as follows:

Summary [ proposi fo- I

Cost Elements Proposed Cost
Direct Labor Hours” 2,476,999
Direct Labor £164,520,.807
Direct Material 319,299 331
Interdivisional Work Authorizations 179.062.404
Other Direct Costs 29,382,952
Program Site Management & Other 1,476,739
Overhead 74.857.185
General & Administrative Expenses 63,592,806
Facilities Capital Cost of Money 2.201.648
Total Proposed Cost $834,393,872
Profit $162.277.483
Total Proposed Price £996.671.355
* The direct labor hours proposed b:'lF included 741,149 touch labor hours, 211,337 non touch labor hours,
729,623 non-recurring labor hours, 794,890 factored labor hours.

DODIG-2014-109
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In accordance with FAR 15.404-2(a), the contracting officer requested that DCAA conduct an
audit of the- proposal and any supporting data and prepare a report on the contractor’s
proposal. The contracting officer specifically identified the following areas for DCAA review™:

* “Validity of Section 1.5 Rates/Factors/Disclosures — request verification of, but
not limited to, rates/factors/pricing methodology.

» Validity of Section 2 Cost Summaries — request verification of
rates/factors/pricing methodology and facilities of cost of money.

» Validity of Section 3 — Bid Matrix — verification of recorded costs.

« Validity of Detail Substantiation — Section 5 — Material Volume $319,299,331.

» Validity of Detail Substantiation — Section 6 — Other Direct Costs $29,382,953
(Note on travel — the number of trips/people will be evaluated b_ PM
Technical).

« Validity of Detail Substantiation — Section 7 IWAs Volume - $179, 062,404.

« Validity of Recorded Cost (Incurred Cost) — Section 8 (verify the recorded costs
and also verify Appendix A — TINA Disclosures and Appendix [ — Material
Back-up).

» Verification of contractor’s system review (purchasing, estimating, accounting
system etc.) and Disclosure statements.”

The PCO excluded proposed direct labor hours from DCAA review. The PCO also requested
that DCAA contact her ‘immediately’ should the DCAA audit field work identify any significant
proposed costs that were unsupported. The PCO requested DCAA complete the audit by
January 11, 2012. DCAA issued the report on February 3, 2012.

Results of High-Risk Review

Finding A. DCAA Work papers do not document planning and interim
discussions with the contracting officer

FAR 15.404-2(a)(3) provides that when field pricing assistance is requested, contracting officers
are encouraged to team with appropriate field experts throughout the acquisition process. It also
provides that:

Early communication with these experts will assist in determining the extent
of assistance required, the specific areas for which assistance is needed, a
realistic review schedule, and the information necessary to perform the
review.

On September 9, 2010, DCAA issued memorandum 10-PAS-024(R)* subject: Audit Guidance
on Auditor Communications. The audit guidance provided in part that:

* For some cost elements, the contracting officer identified the specific value of proposed dollars included in the
proposal. For other cost elements the contracting officer did not specify specific proposed amounts.
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» Effective communication with the contracting officer throughout the audit process
is an essential part of performing a Generally Accepted Government Auditing
Standards (GAGAS) compliant audit while meeting the requestor’s needs.

e Auditors must communicate with the contracting officer to gain a clear
understanding of the requestor’s needs and specific concerns that he or she may
have relative to the audit.

» Auditors should keep the contracting officer informed on the status of the audit as
well as issues and problems arising during the course of the audit. and

+ Auditor communications with the contracting officer should be appropriately
documented in the working papers.

The DCAA working papers for audit assignment number 4821-2011R21000012 do not
demonstrate that the auditors complied with DCAA audit policy and communicated with the
AMCOM contracting officer to gain a clear understanding of her needs and any specific
concerns that she had relative to the audit. Nor do they demonstrate that the auditors kept the
contracting officer informed on the status of the audit as well as issues and problems arising
during the course of the audit. In fact, the administrative working papers included in section 07,
Government Notes/Correspondence’ do not document the results of any discussions and/or
communications held with the AMCOM contracting officer.

With regard to working papers, DCAA audit policy at DCAM 4-401 provides in part the
following:

The preparation of working papers assists the auditor in accomplishing the
objectives of an audit assignment and serve as the principle support for the
conclusions in the audit report. They also provide a record of the work
performed; record of communications with the contractor and/or
Government personnel; evidence of adequate supervision; are used as
supporting data during negotiations, appeals, and litigations; and provide a
basis for any other quality assurance reviews.

For audit assignment number 4821-2011R21000012, the DCAA working papers do not provide
a basis to demonstrate that the auditors (i) communicated with the contracting officer in
accordance with DCAA audit policy or (ii) teamed with the contracting officer in accordance
with FAR 15.404-2(a)(3).

* The audit guidance included in 10-PAS-024(R) was subsequently incorporated into the DCAM and the DCAA
standard audit program for performing price proposal audits.

> DCAM Figure 4-4-2 provides that the contents of administrative work paper section 07 are for “Government Notes
/ Correspondence.”
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Recommendation A

The Resident Auditor, DCAA_ Resident Office. should:

1. Provide the audit staff with training on Audit Guidance on Auditor Communications,
including the applicable sections of DCAM and the DCAA standard audit program for
price proposal audits.

2. Provide the audit staff with training on the use of administrative working papers to
document discussions and communications with the contracting officer in planning and
performing the audit, including the use of working paper section 07, Government
Notes/Correspondence.

Finding B. DCAA provided the contracting officer with conflicting advice
regarding the adequacy of the- proposal

FAR 15.408 Table 15-2 provides contractors a format for submission of cost or pricing data
when certified cost or pricing data are required by the contracting officer in accordance with
FAR 15.403-4 — Requinng Certified Cost or Pricing Data (10 U.S.C, 2306a and 41 U.S.C, 254b).

DCAA audit policy at DCAM 9-103.1b states that contractor proposals should be evaluated for
adequacy® as soon as possible after receipt so that corrective action can be taken immediately.
Additionally, the contracting officer in her September 1, 2011 request for audit specifically
requested that DCAA contact her ‘immediately’ should the DCAA audit field work identify any
significant proposed costs that were unsupported.

As descnibed in Finding A, the DCAA work papers do not provide a record of any
communications held with the contracting officer to discuss any issues or problems arising
during the course of the audit. The administrative working papers in section 07 Government
Notes/Correspondence do not document the results of any discussions and/or communications
held with the contracting officer.

The August 18, 2011 proposal was the third proposal submitted by n response to
the 1 request for proposal dated October 29, 2010. The first proposal was submitted by
E on March 12, 2010. On April 27, 2010, DCAA determined the proposal was inadequate
and advised the PCO they would not proceed with an audit. The second proposal was submitted
by* on November 16, 2010, DCAA performed an adequacy review and on

ember 3, 2010 determined the proposal to be inadequate. On December 6, 2010, the
Through
January 2011 the contracting officer worked with on proposal adequacy issues. On
January 19, 2011, a web conference was held with and representatives of AMCOM,
DCMA, and DCAA to discuss the path forward for submission of an acceptable proposal.

Dec

AMCOM contracting officer submitted a formal rejection notice to

® FAR 15.408 Table 15-2 provides contractors a format for submission of cost or pricing data when certified cost or
pricing data are required by the contracting officer in accordance with FAR 15.403-4 — Requinng Certified Cost or
Pricing Data (10 U.S.C. 2306a and 41 U.S.C. 254b).
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Regarding the adequacy of third- proposal dated August 18, 2011, DCAA and the
contracting officer attended a proposal walk-through provided by- from

August 30 through September 1, 2011. On October 3, 2011 DCAA advised the PCO by
memorandum that they had ... completed their adequacy review of the proposal and, at this
time, consider it adequate.” DCAA commenced its audit thereafter.

The DCAA work papers documenting the adequacy review of the- August 18,2011
roposal do not identify the proposal inadequacies observed by DCAA in the review of the
March 12, 2010 and November 16, 2010 proposals. The DCAA working papers also do
not demonstrate that- had corrected the previously identified inadequacies with the
submission of their August 18, 2011 proposal.

On December 20, 2011, DCAA issued a memorandum to the PCO notifying her that the
deficiencies in cost or pricing data submitted by- and identified by DCAA in their on-
going audit of the August 18, 2011 proposal were significant. DCAA advised the
contracting officer that the final DCAA report would render an adverse opinion and state that the
proposal was not an acceptable basis for negotiation of a fair and reasonable price. Deficiencies
identified by DCAA in the memorandum included:

» Proposed material costs of $147,707,896 were unsupported for various reasons
including inadequate subcontractor cost or pricing data submissions, inadequate and
incomplete cost price analyses on subcontractors, and lack of supporting
documentation.

* Proposed recurring labor hours (486,352) were unsupported due to the use by

of unauditable historical cost or pricing data.

According to the contracting officer, DCAA advised her prior to the audit exit conference held
on January 30, 2012 that the - proposal was inadequate. The contracting officer stated she
would not have required a DCAA audit of an inadequate proposal if she had been advised at the
start of the audit that it was inadequate. According to the contracting officer, DCAA advised her
that the proposal was “adequate for field work™ but not “adequate as a proposal.”

On February 3, 2012 DCAA issued Audit Report No. 4821-2011R21000012. DCAA reported
that the cost or pricing data submitted by in support of proposed direct labor, direct
material, Interdivisional Work Authorizations (IWA), Other Direct Costs (ODC), indirect costs
for Calendar Years (CYs) 2008 through 2010, and recorded direct costs was not adequate.
DCAA reported that because these inadequacies were significant, DCAA did not believe the
proposal was an acceptable basis for negotiation of a fair and reasonable price. DCAA reported
that to make the cost or pricing data adequate, - must provide adequate cost or pricing data
support, perform adequate cost price analyses, provide adequate documentation to support basis
of estimates, and demonstrate continuing reasonableness of the proposed costs.

The following table depicts the proposed direct labor, direct material, Interdivisional Work

Authorizations (IWA), Other Direct Costs (ODC), indirect costs for Calendar Years (CYs) 2008
through 2010, and recorded direct costs included in the- August 18, 2012 proposal that
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DCAA reported as not adequate and not acceptable as basis for negotiation of a fair and
reasonable price:

Direct Labor $164,520,807
Direct Material 212,666,200
DH-MD Interdivisional Work Authorization 27,856,443
Material
Other Direct Costs 29,353,302
IWA Costs 90,082,699
Recorded Indirect Costs, 2008 - 2010 15,662,605
Total Cost $540,142,056

With so much proposed costs found inadequate by DCAA, the contracting officer advised the
OIG that she was left in a position where she could not negotiate a contract under AMCOM
guidelines.

After receipt of the DCAA audit report, the contracting officer convened the ‘LRIP Proposal
DCAA Audit Walkthrough and Technical Fact Finding Summit’ at the - facility from
February 6 through 24, 2012 (see Finding E). The contracting officer advised the OIG that the
purpose of the ‘summit’ was to sit with DCAA to reconcile the gaps in the audit findings and the
request for audit and to make the audit report useable for negotiating the contract. One factor
leading to the need to convene the summit was DCAA reporting that- had not submitted
adequate cost or pricing to support a majority of their proposed cost.

Recommendation B

The Director, DCAA should evaluate DCAA audit policy for performing adequacy reviews of
contractor proposals and make the revisions necessary to provide reasonable assurance that:

1. For any proposals that have been resubmitted due to a previous DCAA finding of
inadequacy, the DCAA auditor evaluates the resubmitted proposal and determines that
the proposal has been corrected for each previously identified deficiency.

2. The actions taken by the auditor to attest that previously identified deficiencies have been
corrected by the contractor are appropriately documented in the working papers.

3. Where the auditor identifies in the evaluation of the current proposal that a previously
identified deficiency has resulted in the contractor submitting inadequate cost or pricing
data to support proposed cost, the auditor will issue a report to the administrative
contracting officer identifying the business system deficiency, as appropriate.



Attachment 11 (cont’d)

Finding C. DCAA was untimely in notifying the contracting officer that they
were not auditing the proposed indirect rates

The September 1, 2011 contracting officer request for DCAA audit of - Proposal
No. 5030-0052.6, dated August 18, 2011 included the following areas for DCAA review:

Validity of Section 1.5 Rates/Factors/Disclosures — request verification of,
but not limited to, rates/factors/pricing methodology.

And

Validity of Section 2 Cost Summaries — request verification of
rates/factors/pricing methodology and facilities cost of money.

FAR 15.404-2(a) provides that the contracting officer shall tailor requests for field pricing
assistance to “...reflect the minimum essential supplementary information needed to conduct a
technical or cost or pricing analysis.”

Proposal No. 5030-0052.6, dated August 18, 2011 for_ Low Rate
Initial Production (LRIP) Definitization Proposal included the following proposed indirect costs
that were contingent upon a review of the corresponding proposed rates:

Overhead $74,857,185
General & Administrative 63,592,806
Facilities Capital Cost of Money 2,201,648

$140.651.639

As described in Finding A, the DCAA work papers do not provide a record of any
communications held with the contracting officer before beginning the audit to gain a clear
understanding of the contracting officer’s needs, to identify specific areas of concerns, and to
discuss how DCAA can best meet those needs and address the requestor’s concerns while
complying with GAGAS.

FAR 15.404-2(c) Audit assistance for prime contracts or subcontracts provides at paragraph (3)
that the auditor is responsible for the scope and depth of the audit. The DCAA work papers
demonstrate that DCAA determined during audit planning and risk assessment that they would
not audit the- proposed indirect rates:

« Audit work paper B-01, entitled “AUDIT PLANNING CONSIDERATIONS AND
PRELIMINARY AUDIT STEPS” and initialed and dated by the audit staff on
September 14, September 27 and October 3, 2011, provided that DCAA would not
perform any review procedures to audit the proposed indirect rates.

» Audit work paper N-01, entitled “INDIRECT RATES — NO AUDITED RATES...”
and initialed and dated by the audit staff on September 7, 2011, provided that
DCAA would not perform any review procedures to audit proposed indirect rates
and included the following note on the work paper:
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“We will disclaim an opinion on Indirect Rates from 2011 forward. We
do not have audited Indirect Rates and do not expect to have audited
Indirect Rates prior to the issuance of our audit report.”

On October 3, 2011 DCAA issued a memorandum to the contracting officer in response to her
September 1, 2011 request for audit. DCAA advised the contracting officer as follows regarding
her request that DCAA review rates:

“At this time, we will not be evaluating indirect rates or pricing factors;

however, we will evaluate these areas if a DCAA audit on these areas has

been issued prior to the issuance of the audit report on this proposal.”
Subsequent to the October 3, 2011 memorandum, DCAA did not perform any audit work to
review the - proposed indirect rates: In audit work paper N-02 initialed and dated by the
audit staff on December 20, 2011and entitled “Audit of h LRIP Proposal Under

Contract ” DCAA documented the audit of indirect rates as follows:

 DCAA did not have an audit position on the indirect rates.

« DCAA had not issued an audit report on the_ proposed
indirect rates since 2008.

» Since 2008, DCAA had not issued an audit report on seventeen (17) _
forward pricing rate proposals.

« DCAA had been unable to complete the audit of a forward
pricing rate proposal before had issued the next FPRP. The work paper
explains that this is partly due to waiting for DCAA audits of si iﬁcantﬁ
flow down cost from other DCAA locations and because ir;s in the habit of
submitting a new FPRP at least 6 times a year.

* The work paper provided that DCAA would follow the Guidance in
DCAA Audit Alert 10-PSP-018(R), dated June 4, 20107 and that DCAA would
disclaim an opinion on indirect rates. The work paper provided that “The proposed
indirect rates have not/are not being audited.”

On December 20, 2011, DCAA issued a memorandum notifying the contracting officer of
various issues encountered in the audit. Regarding indirect rates, DCAA notified the contracting
officer that it had not examined the proposed indirect rates and, as a result, would disclaim an
opinion on the proposed indirect costs in its upcoming audit report. Additionally, DCAA
advised the contracting officer that:

“We believe that consideration of audited indirect expense rates ... is a
significant matter for this procurement. We recommend final negotiations

7 The DCAA audit alert clarified DCAA audit policy on the reporting on forward pricing rates included in pricing
proposals when the audit of rates has not been completed at the time of report issuance. In summary, the audit alert
provided that since direct and/or indirect rates usually represent such a significant portion of a pricing proposal,
auditors should disclaim an opinion on the proposal taken as a whole if the audit of those rates has not been
completed.
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not be completed until audits of the proposed indirect expense rates ... are
completed.

On February 3, 2012, DCAA issued Audit Report No. 4821-2011R21000012. DCAA reported
that the scope of audit was not sufficient to enable DCAA to express an opinion on whether the
proposed indirect expense rates for Calendar Years (CYs) 2011 and beyond were in all respects
based on FAR, DFARS, and CAS, and acceptable as a basis for negotiating a fair and reasonable
price. DCAA reported that this was because they had not completed an examination of those
portions of the forward pricing rate packages used in this proposal or any subsequent forward
pricing rate submissions. DCAA recommended that final contract negotiations not be completed
until DCAA could finish their audit and determine whether such proposed costs were in all
respects based on the procurement regulations and acceptable for negotiation of a fair and
reasonable price. The DCAA report did not provide a completion date for this work.

After receipt of the DCAA audit report, the contracting officer convened the ‘LRIP Proposal
DCAA Audit Walkthrough and Technical Fact Finding Summit’ at the _ facility on
February 6 through 24, 2012 (see Finding E). The contracting officer advised the OIG that the
purpose of the ‘summit’ was to sit with DCAA to reconcile the gaps in the audit findings and the
request for audit and to make the audit report useable for negotiating the contract. The
contracting officer identified the omission by DCAA of the review of proposed indirect rates as
one of the reasons for convening the fact-finding summit.

Subsequent to the DCAA audit report, the contracting officer obtained the Defense Contract
Management Agency (DCMA) Forward Pricing Rate Recommendation (FPRR)® dated

March 16, 2012. The DCMA FPRR was established without DCAA audit support and was used
by the contracting officer to establish the U.S. Government negotiation position for indirect
costs, rates and factors.

DCAA audit policy at DCAM 9-103.1a provides the following:

In responding to requests for audit services, FAO managers, supervisors,
and auditors should keep in mind that the PCO and ACO are the primary
users of our services. Our aim is to provide timely and responsive audits,
audit reports and financial advisory services that meet the user’s needs. This
goal can be achieved by establishing open and effective channels of
communication that allow for the sharing of information and ideas as the
audit progresses. FAR 15.404-2(a)(3) encourages PCOs to team with
appropriate field experts and to communicate early in the acquisition
process.

# By Memorandum dated September 14, 2010, the Under Secretary of Defense (Acquisition, Technology and
Logistics) established DoD policy allowing the use of DCMA FPRR’s to ‘ensure contracting officer’s obtain the
support they need to negotiate rates’ and ‘where there is not a legitimate and thoughtful basis for departing from
them.”

10
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The DCAA work papers do not demonstrate that DCAA _ met the DCAA aim and
goal as established at DCAM 9-103.1a and established an open and effective channel of
communication with the contracting officer in responding to the request to review rates.

Recommendation C

1. The Director, DCAA should evaluate DCAA audit policy for auditing contractor
proposed indirect rates and make the revisions necessary to provide reasonable assurance

that:

a.

DCAA audit policy results in DCAA auditors advising contracting officers when
acknowledging any requests for price proposal audit assistance that DCMA
forward pricing rate recommendations are available for contracting officer use in
lieu of DCAA audited rates at those contractor locations where DCAA cannot
provide a rate recommendation in a timely manner.

DCAA audit policy included in DCAA Audit Alert 10-PSP-018(R), dated June
4, 2010 has not unduly restricted DCAA capability to provide audit
recommendations on contractor forward pricing rate proposals while complying
with GAGAS.

DCAA audit policy for performing rate proposal audits at large, multi-segmented
contractors like the_ is providing field auditors with the right mix
of audit procedures and techniques to assist DoD contracting officers in
negotiating fair and reasonable contract prices while complying with Government
Auditing Standards.

2. The Resident Auditor, DCAA_ Resident Office should implement
procedures that provide reasonable assurance that the auditors will advise contracting
officers requesting audit assistance from DCAA_ that:

a.

Forward pricing rate recommendations are available from the DCMA Divisional
Administrative Contracting Officer.

The current status of any forward pricing rate audits and a conservative estimate
on the likelihood that DCAA will complete the audit and issue an audit report in
time for use by the contracting officer in negotiating the pricing action under
consideration.

3. Plan and begin implementing actions that will allow DCAA_ to provide
timely accounting and advisory services to the DCMA administrative contracting officer
in connection with the review of the contractor’s forward pricing rate proposal(s) and

establishment of forward pricing rate agreements at

11
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Finding D. DCAA did not establish and maintain effective communications
with the contracting officer in the audit of proposed labor hours

The contracting officer did not request that DCAA review proposed labor hours in her
September 1, 2011 request for audit of - Proposal No. _, dated

August 18,2011. FAR 15.404-2(a) provides that the contracting officer shall tailor requests for
field pricing assistance to “...reflect the minimum essential supplementary information needed to
conduct a technical or cost or pricing analysis.” The contracting officer had technical expertise
available and on September 2, 2011 the contracting officer requested a technical evaluation of
proposed labor hours from the Army- Program Manager’s Office. The contracting officer
advised the OIG that DCAA audited the proposed labor hours even though the contracting
officer requested from the outset that they not.

FAR 15.404-2(c) Audit assistance for prime contracts or subcontracts provides at paragraph (3)
that the auditor is responsible for the scope and depth of the audit. DCAA audit policy at
DCAM 9-103.1a states that the aim of DCAA is to provide timely and responsive audits and
audit reports that meet the user’s needs. It provides that this goal can be achieved by establishing
open and effective channels of communication that allow for the sharing of information and
ideas as the audit progresses.

DCAA audit policy at DCAM 4-104a provides that if the auditor is aware of risk factors that
indicate additional parts of a proposal should be audited, the auditor should discuss those risks
with the contracting officer. Additionally, DCAM 9-103.1d(4) states in part that “the auditor
should coordinate with the requestor, upon completion of the risk assessment, to resolve any
inconsistencies between the requested audit effort and the scope of audit determined by the
auditor’s assessed level of risk”.

The DCAA work papers do not document that DCAA discussed with the contracting officer any
additional risk factors associated with the proposed direct labor hours and why these risk factors
necessitated additional audit scope and depth’. The closest the work papers come to
documenting such a discussion is working paper B-01, section B-1, step 3.c, where the auditors
annotated after an audit step that “AMCOM did not request it; however, we will be performing
the labor section. AMCOM did not object.”

DCAA expended 1,408 hours auditing proposed labor hours. In the Exhibit to Audit Report No.
4821-2011R21000012, DCAA reported that it questioned 604,144 proposed labor hours and
unsupported 391,986 proposed labor hours. DCAA findings included the following:

» DCAA questioned the reasonableness of 264,103 Non-Recurring direct labor hours
through the evaluation of data derived from the - Estimate at Completion and
Earned Value Management System.

® DCAM 9-103.1d(4) states in part that “the auditor should coordinate with the requestor, upon completion of the
risk assessment, to resolve any inconsistencies between the requested audit effort and the scope of audit determined
by the auditor’s assessed level of risk”.

12
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» DCAA unsupported 175,403 Touch Labor hours after determining that the
historical cost data used by- in a proposed improvement curve was not
auditable as it had been derived from a database that had not been maintained since
its creation and the systems used to pull the source data were unknown.

In both cases DCAA determined in October, 201 1that the - labor hour estimates could not
be relied upon to negotiate a fair and reasonable contract price for labor hours. In each case
DCAA performed alternative audit procedures to arrive at the DCAA audit position included in
Audit Report No. 4821-2011R21000012. DCAA audit policy at DCAM 9-103.1a provides that
DCAA can meet its goal to provide timely and responsive audit reports that meet the contracting
officer’s needs by establishing open channels of communication with the contracting officer that
allow for the sharing of information and ideas as the audit progresses. In neither case do the
DCAA work papers demonstrate that DCAA advised and shared with the contracting officer
their finding that- had unsupported labor hour estimates even though the contracting
officer had specifically requested that DCAA share such information “immediately”.

Additionally, DCAA unilaterally evaluated the learning and efficiency curves used by the
contractor to support the reasonableness of proposed touch labor hours. Based upon the
evaluation, DCAA questioned 114,217 direct labor hours in their February 3, 2012 audit report.

After receipt of the DCAA audit report, the contracting officer convened the ‘LRIP Proposal
DCAA Audit Walkthrough and Technical Fact Finding Summit’ at the - facility from
February 6 through 24, 2012 (see Finding E). The Apache Block III technical team and DCAA
laid out their positions at the Summit and in the labor category it was determined that a
combination of the AMCOM and DCAA efforts would be utilized to establish a negotiation
position. The contracting officer advised the OIG that AMCOM utilized the DCAA system for
evaluating contractor actual labor hour historical data but did not use the DCAA learning curve
technique.

Recommendation D

The Resident Auditor, DCAA_ Resident Office, should implement procedures that
provide reasonable assurance that the audit staff complies with the requirements of DCAM 9-
103.1a and establish open channels of communication with the contracting officer that allow for
the sharing of information and ideas as the audit progresses.

Finding E. The DCAA audit report did not meet the needs of the Contracting
Officer

DCAA Audit Report No. 4821-2011R21000012 dated February 3, 2012 did not meet the needs
of the contracting officer. DCAA audit policy at DCAM 9-103.1 Coordination of the Request —
Field Pricing Support, provides in part that:

Our aim is to provide timely and responsive audits, audit reports and
financial advisory services that meet the user’s needs.

13
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Additionally, DCAA audit guidance at DCAM 10-302 provides in part that:

The audit report should contain the necessary and pertinent information
disclosed by the audit, which will assist the contracting officer in
negotiating with the contractor. [DCAM 10-302a]

And

The auditor should coordinate with the customer while planning the audit.
Reports should comment on areas emphasized in the request.
[DCAM 10-302b]

After receipt of the DCAA audit report, the contracting officer had to convene a conference
called the ‘LRIP Proposal DCAA Audit Walkthrough and Technical Fact Finding Summit’ at the
DCAA office at the facility from February 6 through 24, 2012. The contracting officer
advised the OIG that the purpose of the ‘summit’ was to sit with DCAA to reconcile the gaps in
the audit findings and the request for audit and to make the audit report useable for negotiating
the contract. Under AMCOM guidelines the contracting officer could not negotiate a contract
using the DCAA audit report. The contracting officer identified the following problems with the
services provided by DCAA and the DCAA audit report:

e The DCAA report did not address all the items the contracting officer had requested
DCAA review in her request for audit, including a review of the proposed indirect
rates (see Finding C).

e DCAA only audited ‘roughly 50 percent’ of the proposal and found that the part
audited was not acceptable for negotiating a fair and reasonable price.

» DCAA provided conflicting advice on the adequacy of the proposal
(see Finding B).

* Untimely notice by DCAA to the contracting officer that- did not have
auditable support for the historical labor hours used to support its learning curve
used as a basis of estimate for proposed labor hours. Timely notice could have
avoided significant rework by the AMCOM team of 20 engineers who were
generating the Government’s technical position for the same effort (see Finding D).

* The DCAA reported findings on proposed material cost did not reconcile to the
contractor's proposal. It took intervention by AMCOM senior management to get
DCAA to provide the DCAA working papers documenting the audit of material
costs. This was not accomplished until the last week of the fact-finding summit.
Even with the material audit working papers it took the contracting officer four
weeks to reconcile the DCAA findings to the contractor's proposal.

The contracting officer advised the OIG that as a result of DCAA Audit Report No. 4821—
2011R21000012, the Army Contracting Command — Redstone has made the use of post-audit

report ‘summits’ a required practice for all DCAA audit reports received on proposals exceeding
$500 million.

14
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Recommendation E

The Director, DCAA should take action to ensure that any DCAA price proposal audit reports
issued in response to a request for audit originating from the Army Contracting Command —
Redstone meet the needs of the contracting officer and can be used by the contracting officer to
negotiate a contract without the contracting officer having to resort to the the use of post-audit
report walkthroughs and technical fact-finding summits.

Finding F. DCAA overstated dollars examined, questioned costs, and net
savings reported in the DCAA Management Information System

Appendix A to the DCAA Management Information System (Appendix A) provides guidelines
for auditor use in calculating the monetary benefits resulting from DCAA audits. The amounts
calculated using Appendix A are reported in the DCAA Management Information System
(DMIS). The Overview to DMIS Appendix A states as follows:

The accuracy of data contained in DMIS is important to both internal and
external customers. Internally, DMIS is used to providle DCAA managers
with data to make informed decisions and to measure the success of audit
activities. Data such as net savings are also reported outside the Agency to
publicize our contribution to the acquisition process.

The monetary benefits generated by DCAA Audit Report No. 4821-2011R21000012 were first
reported in the DCAA DMIS system on March 31, 2012. DCAA subsequently revised the
amounts input to DMIS on Sept. 30, 2012, Dec. 10, 2012 and Jan. 17, 2013. The latter two
revisions were made subsequent to the OIG making inquiries regarding the amounts reported in
DMIS. The monetary benefits reported by the DCAA in DMIS for DCAA Audit Report No.
4821-2011R21000012 included significant errors and are overstated.

The following chart depicts dollars examined, questioned cost, and net savings reported in DMIS
for DCAA Audit Report No. 4821-2011R21000012:

Mar. 31, 2012 | Sept. 30,2012 | Dec. 10,2012 | Jan. 17, 2013

Dollars Examined (000) $362,623 $632,928 $721,447 $721,447
Questioned Cost (000) $77,815 $116,556 $113,459 $62,125
Net Savings (000) $0 $0 $57,883 $18,853

Reported Dollars Examined. After revising the amount reported in DMIS two times, DCAA
reported dollars examined'® of $721.5 million in DMIS. However, DCAA overstated dollars
examined by including contractor proposed profit of $132.9 million and contractor proposed

1% Dollars examined is an attempt to capture the amount of proposed cost included in the contractor’s proposal that
DCAA audited. However, Appendix A to the DMIS manual does not provide a definition of the term ‘dollars
examined’.
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indirect costs of $145.7 million in the $721.5 million reported in DMIS. But for the
overstatements, reported dollars examined should be $485.6 million as of January 17, 2013.
DCAA did not audit profit or proposed indirect costs or report audit results for profit or indirect
costs in DCAA Audit Report No. 4821-2011R21000012.

Regarding contractor proposed profit, DMIS Appendix A provides in Section V — Forward
Pricing that dollars examined will be based on the contractor’s total proposal amount, including
profit. However, DCAA audit policy at DCAM 9-906.6 states that:

The auditor will not initiate action in the profit area except upon specific
contracting officer request. In this event, the auditor's effort will be limited
to furnishing the information or factual data requested.

The contracting officer in her September 1, 2011 request for DCAA audit services did not
request DCAA audit assistance with the review of profit or request that DCAA furnish any
specific information or factual data related to proposed profit.

On February 1, 2013, the OIG requested that DCAA Headquarters provide rationale for the
DCAA DMIS policy to claim profit as a part of the dollars examined where DCAA did not audit
profit and did not assist the contracting officer in the profit area. On February 20, 2013 DCAA
Headquarters responded in part that:

“Profit has been part of dollars examined for proposal audits as far back as
1979 which is the oldest information we can find. We have concluded that
profit was included in dollars examined because (1) audit reports on price
proposals display profit as part of the proposed amount, and (2) we examine
the base dollars for which the profit amounts are dependent and the amount
of profit negotiated will be affected by the base cost to which the profit
percentage is applied.”

In performing the audit of] - Proposal No. _ dated August 18, 2011, DCAA
was not requested to review profit; DCAA did not review profit; and, DCAA did not provide the
contracting officer with an audit opinion regarding the reasonableness of proposed profit.
Additionally, DCAA audit policy at DCAM 9-906.6 provides that the auditor will not initiate an
audit of profit. By including $132.9 million in proposed profit in the dollars examined reported
in DMIS, DCAA is taking monetary credit for examining an element of the contractor’s
proposal, profit, which they did not audit.

Regarding contractor proposed indirect costs, Finding C above established that the contracting
officer requested that DCAA review rates/factors/pricing methodology/and facilities cost of
money but that DCAA elected not perform the requested audit and did not provide an opinion on
the proposed indirect costs for Calendar Years (CYs) 2011 and beyond. Finding C also
established that the contracting officer subsequent to the DCAA audit report obtained a forward
pricing rate recommendation (FPRR) from another DoD agency, the Defense Contract
Management Agency (DCMA) and used those rates to establish her negotiation position for
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indirect costs. Finding B also established that DCMA established the FPRR without the
assistance of DCAA.

On February 1, 2013, the OIG requested that DCAA Headquarters provide rationale for the
DCAA DMIS policy to claim indirect costs as a part of the dollars examined, questioned cost
and net savings where DCAA did not provide an opinion on proposed indirect costs and another
DoD agency provided the contracting officer with the field pricing assistance on rates. On
February 20, 2013 DCAA responded in part that:

“DCAA reports dollars related to the parts of the proposal audited plus
associated indirect expense because if the base cost is negotiated at a lower
price than that proposed by the contractor, then indirect expenses negotiated
will change in direct proportion. The changes in the negotiated contract
values of the direct base cost and the indirect expenses are a direct result of
the audit services provided by DCAA. Once negotiations have been held
and a PNM is issued, DCAA FAO staff evaluates the PNM to determine the
amounts sustained attributable to the services provided by DCAA and
record the amounts in DMIS. The amounts are reported in DMIS and serve
as a way for DCAA to measure the value of those audit services and the
benefits received. In the case of audits of parts of a proposal, the value of
audit services will extend beyond the amounts shown in the audit report.”

In performing the audit of the - proposal, DCAA was requested to review
rates/factors/pricing methodology/and facilities cost of money. DCAA elected not to perform
the service and did not provide the contracting officer with an audit opinion regarding the
reasonableness of proposed indirect rates. In fact, another DoD agency, DCMA, was responsive
to the contracting officer’s needs and provided field pricing support for rates without the
assistance of DCAA. By including $145.7 million in proposed indirect costs in the dollars
examined in DMIS, DCAA is taking monetary credit for examining contractor proposed cost that
they did not audit. They are also taking monetary credit for the review of an element of the
contractor’s proposal that another DoD agency elected to review and provide assistance to the
AMCOM contracting officer.

Reported Questioned Cost. DCAA reported questioned cost of $62.1 million in DMIS on
January 17, 2013. This amount was the result of three revisions made to DMIS by DCAA to
correct for errors and overstatements. The errors and overstatements totaled $93.2 million and
are comprised of:

e $38.7 million in questioned indirect costs that DCAA did not audit and for which
DCMA provided the contracting officer with field pricing support,

e $3.1 million in questioned cost claimed by DCAA _ but attributable to
work performed by another DCAA field audit office under an assist audit report,
and

« $51.4 million in findings originating from a DCMA technical review but for which
DCAA reported the questioned cost in DMIS.

17



Attachment 11 (cont’d)

But for these errors and overstatements, reported questioned cost in DMIS would be
$45.9 million as of January 17, 2013.

On September 30, 2012, DCAA increased the amount of questioned cost originally reported in
DMIS from $77.8 million to $116.6 million, an increase of $38.7 million. On inquiry, DCAA
advised the OIG that the increase of $38.7 million was for the addition of questioned indirect
costs. Thereafter, the amounts reported as questioned cost in DMIS for DCAA Audit Report No.
4821-2011R21000012 include applicable proposed indirect costs.

DMIS Appendix A provides in Section V — Forward Pricing that the amount that is reported is
the questioned cost for all proposed cost elements plus applicable indirect costs''.

Along with reported dollars examined, we requested that DCAA Headquarters provide rationale
for the DCAA DMIS policy to claim indirect costs as a part of the questioned cost reported
where DCAA did not provide an opinion on proposed indirect costs and another DoD agency
provided the contracting officer with the field pricing assistance on rates. The DCAA
Headquarters response is provided above in the discussion on reported dollars examined. For the
same reasons identified above for reported dollars examined, DCAA should not claim any
monetary benefits for questioned proposed indirect cost where DCAA did not audit the proposed
indirect rates and another DoD agency provided the field pricing assistance.

On December 10, 2012 DCAA revised the reported questioned cost of $116.6 million downward
by $3.1 million to $113.5 million. The reduction was made to reduce the questioned cost
claimed by DCAA_ for an assist audit report performed by another DCAA office
and reportable by that office in DMIS.

DCAA guidance provided in DMIS Appendix A Section V — Forward Pricing states in part that:

Amounts questioned in subcontract/interdivisional assist audit reports will
be reported by the field audit office performing the assist audit; accordingly,
these amounts should not be reported by the recipient field audit office.

On January 17, 2013, DCAA revised the reported questioned cost of $113.5 million downward
by $51.4 million to $62.1 million. The reduction was made to reduce the reported questioned
cost in DMIS for work performed by DCMA, another DoD agency, in a technical review. On
December 10, 2012 the OIG requested that DCAA explain why the questioned cost of $113.5
million reported in DMIS on December 10, 2012 had not been reduced for the technical report
received from DCMA. In DCAA Audit Report No. 4821-2011R21000012, DCAA had
incorporated the results of the DCMA December 21, 2011 technical review into the reported
audit findings.

! Unlike the DCAA Appendix A guidance for reporting dollars examined, DMIS Appendix A does not provide that
profit be added to questioned cost.
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DMIS Appendix A, Section V — Forward Pricing states in part that:

When the results of the technical review are incorporated into the DCAA
audit report the resulting questioned costs based on the technical review will
not be incorporated in the DMIS.

Reported Net Savings. On Dec. 10, 2012 DCAA reported net savings of $57.9 million resulting
from DCAA Audit Report No. 4821-2011R21000012. After inquiry by the OIG, DCAA revised
this amount to $18.9 million on January 17, 2013. However, the $18.9 million was not
calculated in accordance with DMIS Appendix A, Section V — Forward Pricing and may not
accurately report net savings, if any, that may have resulted from DCAA Audit Report No.
4821-2011R21000012.

The contracting officer provided the price negotiation memorandum (PNM) to DCAA on
August 1, 2012. DMIS Appendix A provides that “upon receipt of the PNM from the
procurement activity, amounts sustained and the resulting net savings should be promptly
computed and reported in DMIS.” In response to the OIG, DCAA responded on
November 21, 2012 that the calculated net savings was undergoing managerial review.
Subsequently, DCAA reported net savings of $57.9 million in DMIS on Dec. 10, 2012.

Regarding reported questioned cost sustained and net savings, DMIS Appendix A, Section V —
Forward Pricing provides in part that:

» The contracting officer’s price negotiation memorandum “...should be carefully
reviewed and compared to the audit report to determine the extent of audit
exceptions sustained”

» Ifthe PNM “...is unclear on any significant audit exceptions or issues, the
negotiator should be contacted for clarification”, and

e Amounts reported as sustained in the DMIS will exclude amounts attributable to
assist audits and technical reviews.”

On December 10, 2012 the OIG requested that DCAA explain (i) why the questioned cost
amount reported in DMIS was not reduced for the technical reports, (ii) why a revised
proposal that was not audited by DCAA was used as the basis for calculating net savings, and
(iii) how the net savings amount was adjusted for items that were potentially reduced in
negotiations for reasons other than the DCAA audit report.

In their response dated December 18, 2012, DCAA:

* Agreed that the portion of question costs applicable to the DCMA technical
evaluation should be removed,

» Agreed that the calculation of net savings should be based on the original audited
proposal, and

e Agreed to revise their DMIS calculations and update DMIS accordingly to show
how the net saving amount was adjusted for items that were potentially reduced in
negotiations for reasons other than the DCAA audit.
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On January 17, 2013 DCAA revised the reported net savings in DMIS to $18.9 million. The
detailed calculations provided by DCAA demonstrate that the revised net savings amount of
$18.9 million was (i) based on the original - proposal that DCAA had audited and (ii) was
adjusted for the DCMA technical report. However, the DCAA calculated net savings of

$18.9 million did not comply with the DCAA guidance provided in DMIS Appendix A, Section
V — Forward Pricing. The net savings of $18.9 million did not result from a careful review of the
contracting officer’s PNM and a determination of which audit exceptions reported in Audit
Report No. 4821-2011R21000012, if any, had been sustained by the contracting officer.

Instead DCAA performed a top level review of the contracting officer’s PNM and reported net

savings for those major cost elements where the negotiated amount was less than the amount

proposed by- in their August 18, 2011 proposal. Where this was the case, DCAA

computed net savings for that cost element by applying a ratio DCAA computed that represented

DCAA questioned cost reduced for the impact of the DCMA technical review findings. Using

this approach, DCAA claimed net savings for the following major cost elements included in the
August 18, 2011 proposal:

Proposed Cost Element: DCAA Claimed Net Savings

Direct Labor Dollars $1,523,190
Labor Burden $760,316
Material $13,294,693
Material Burden $543,589
Overhead $73,792
Factored Other Direct Cost $402,469
Facilities Capital Cost of Money $70,586

Total $16,668,635

However, DCAA elected to not report any net savings where the negotiated amount for a major
cost element was more than the amount proposed by- in their August 18, 2011 proposal.
We note that for these cost elements, the negotiated amount was less than the amount proposed
by- in its revised proposal that DCAA did not audit. As a result, DCAA did not report net
savings for the following cost elements:

Proposed Cost Element: DCAA Claimed Net Savings
Other Direct Costs $0
Interdivisional Work Authorizations $0
General & Administrative Expense $0

DCAA added profit of $2,183,591 to the $16,668,635 in net savings calculated above to arrive at
a reported net savings of $18,852,226. This is the amount reported as net savings in DMIS on
January 17,2013 for DCAA Audit Report No. 4821-2011R21000012 and may, or may not,
represent questioned cost reported by the DCAA and sustained by the contracting officer.
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Recommendation F

L.

The Director, DCAA should evaluate DCAA guidance for reporting price proposal audit
results in DMIS to ensure that such guidance provides reasonable assurance that DCAA:

a. Correctly reports dollars examined, questioned cost and net savings when
i.  DCAA did not audit and report on contractor proposed rates, and

ii.  another DoD agency provided the contracting officer with field pricing
assistance for evaluating contractor proposed rates and DCAA did not
assist the other DoD agency in evaluating the contractor proposed rates.

b. Correctly reports dollars examined and net savings where DCAA did not audit
and report on contractor proposed profit and the contracting officer did not
request that DCAA furnish any specific factual information or data related to
proposed profit.

c. Where it is determined through the review performed in items 1.a and 1.b above
that the existing DMIS guidance did not result in the correct reporting of dollars
examined, questioned cost and net savings in price proposal audits, consider the
need to perform a self-assessment of amounts previously reported by DCAA in
DMIS to ensure that such amounts are not significantly overstated.

d. Document the results of the actions taken in 1.a and 1.b and the determination to
perform, or not perform, a self-assessment as recommended in 1.c.

The Director, DCAA should

a. Perform a preliminary study of DMIS reporting of price proposal audit results at
other DCAA locations and determine that net savings has been calculated and
reported in accordance with the requirements of DMIS Appendix A, Section V —
Forward Pricing. This should include determining that the auditors:

i.  Carefully reviewed and compared exceptions in the audit report to the
audit exceptions sustained by the contracting officer as notated in the price

negotiation memorandum,

ii.  (ii). Contacted the negotiator where the price negotiation memorandum
was unclear on any significant audit exceptions, and

iii.  (iii). Excluded amounts attributable to assist audits and technical reviews
from the amounts reported as sustained in DMIS.
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b, Where the preliminary study performed in 2.a shows that other DCAA locations
have not reported net savings in accordance with the requirements of DMIS
Appendix A, Section V — Forward Pricing, perform a self-assessment of the net
savings amounts previously reported by DCAA in DMIS to ensure that such
amounts are not significantly overstated.

¢. Document the results of the preliminary study performed as a result of 2.a, and, if
applicable, the self-assessment performed as a result of 2.b.

3. 'The Director, DCAA should direct an internal review of the net savings reported in
DMIS for DCAA Audit Report No. 4821-2011R21000012 and determine whether the
amount accurately depicts any monetary benefit that may have resulted from the DCAA
Audit Report No. 4821-2011R21000012.

Concluding Remarks

We do not require a formal written response from DCAA at this time. We plan to issue a formal
draft report covering the results of multiple high-risk oversight reviews, including this review.
We will request a formal written response from DCAA once we issue the draft report. However,
we welcome any informal comments on factual matters discussed in this memorandum in
advance of the drafi report.

If you have any questions, please contact the undersigned or at
I o il a

DAVIS.CAROLY Sreaiu s
N.R. 1232141464 Sobcisss s

Ouate: 2093.00,10 127,00 000

Carolyn R. Davis
Assistant Inspector General
Audit Policy and Oversight
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Attachment 12

INSPECTOR GENERAL
DEPARTMENT OF DEFENSE
4800 MARK CENTER DRIVE

ALEXANDRIA, VIRGIMIA 22350-1500

June 4, 2013

MEMORANDUM FOR DIRECTOR, DEFENSE CONTRACT AUDIT AGENCY
DIRECTOR, DEFENSE CONTRACT AUDIT AGENCY
FIELD DETACHMENT

SUBJECT:  Results of High Risk Review (HRR) Regarding Audit Assignment Mo, 09881-
20011 A 17100002 (APO HRR Memorandum No. 12, Project No. D2013-
DAPOCFE-000:4.002)

This memorandum sets forth the results of our review of Defense Contract Audit Agency
(DCAA) Assignment No. 09881-201 LA17100002, involving an audit of a contractor’s claimed
termination for convenience settlement proposal. Our review of the audit assignment disclosed
no exceptions.

Background

As part of our continuous oversight of DCAA, we initiated an effort to periodically select
and review audit assignments performed in areas we identified as “high risk™ (also referred to as
high-risk reviews). We selected DCAA Assignment No. 09881-2011A17100002 as part of this
effort.

Under this assignment, the field audit office (FAO) examined the contractor's
February 5, 2011, termination for convenience settlement proposal in the amount of
$37.231.813. The purpose of the examination was to determine if the proposed termination costs
were acceptable as a basis for negotiation, In a December 20, 2012, report, the FAQ questioned
$6,652 844 of the contractor’s proposed costs.

Objective and Scope of High-Risk Review
We reviewed the assignment to determing if the FAQ:

= comectly applied appropriate criteria, such as the Federal Acquisition Regulation,
Defense Federal Acquisition Regulation Supplement, and Cost Accounting
Standards;

s followed key Apency procedures and puidance;

& gathered sufficient evidence in support of the reported findings and
recommendations; and

o issued an audit report that adequately described the findings and recommendations
and served a uscful purpose 1o the contracting officer.
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Attachment 12 (cont’d)

To accomplish the objective, we obtained a copy of the assignment working paper
package and reviewed other relevant documents. We did not perform a comprehensive review of
the assignment for compliance with all generally accepted government auditing standards.

Results of High-Risk Review

Our review of Assignment No, 09881-2011A17100002 disclosed no exceptions with the
criteria applicd, procedures followed, evidence gathered, or findings reported.

Closing Remarks
We plan to issue a formal draft report covering the results of multiple high-risk reviews,

including this review. We appreciate the courtesies extended to my staff. If vou have any
questions regarding this memorandum, please contact cither

/’f ,dox-'»c

Carolyn R. Davis
Assistant Inspector General
Audit Policy and Oversight

DODIG-2014-109
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Attachment 13

INSPECTOR GENERAL
DEPARTMENT OF DEFENSE
4B00 MARK CENTER DRIVE
ALEXANDRIA, VIRGINIA 22350-1500

July 10,2013
MEMORANDUM FOR INMRECTOR, DEFENSE CONTRACT AUDIT AGENCY

SUBJECT: Results of Dold OIG High-Risk Review — Forward Pricing (HRR-FP) Regarding
DCAA Audit Report No, 4421-2012B21000001,
(APO HRR-FP Memorandum No. 13)

This memorandum sets forth the results of our oversight review of DCAA Audit Report

No. 4421-2012B21000001 “Independent Audit of
i Fixed Price Proposal for Multi-Year 11 Proposal

Updated on December 16, 20117 issued by the DCAA South Bay Branch Office on
May 25, 2012, The oversight review is being performed under DoDIG Project No. D2012-
DIPOAT-0013,

We selected DCAA Assipnment No. 4421-2012B21000001 as a part of our responsibility
o perform oversight of DCAA audits.

Our oversight review disclosed:

s DCAA needs to establish access to the || NNEGNGNG computerized
accounting records. (Finding A)

s DCAA did not verify proposed part costs and prices to evidence created by an
“arm’s length” transaction. (Finding B)

s DCAA did not examine proposed labor hours for compliance with Cost
Accounting Standard 401. (Finding C)

s Audit working papers do not demonstrate that the auditors complied with the
Detense Contract Audit Manual (DCAM) Appendix I3 in performing sufficient
audit work to determine the need for requesting technical assistance. (Finding [3)

The resulting contract action should be audited for contractor compliance with (i) the
Truth In Negotiations Act and (ii) compliance with the requirements and procedures in 48 CFR
Chapter 99, Cost Accounting Standards, specifically as they pertain 1o Cost Accounting Standard
401, The Delense Contract Audit Agency, South Bay Branch Oflice,
Suboffice, should perform training and establish and implement procedures to provide
reasonable assurance that pricing proposal audits are performed in accordance with existing
DCAA audit policy.

DCAA expended 2,266 audit hours to issue DCAA Audit Report No. 4421 -
2012B21000001.

DODIG-2014-109




Attachment 13 (cont’d)

Objective and Scope of High-Risk Review

The purpose of our oversight review is to evaluate whether the DCAA audit case file
documentation (working papers) demonsirate that DCAA

s Determined the adequacy of contractor cost or pricing data;

e Evalualed the contractor’s proposal for compliance with Federal Acquisition
Regulation (FAR), CAS, and existing DCAA policy; and

e Performed work sufficient to support the audit opinion on the acceptahility of the
contractor's proposed costs for negotiation of a fair and reasonable price.

Background

On January 5, 2012, the Defense Contract Management Agency (DCMA) - [IIEGNGNBG
I contract management office requested the DCAA South Bay Branch Office perform a full
field audit review of the | 1 A Proposal, [ vt Year Update
I ©1u: Option 60) Cost Proposal (Vaol I1)* firm-fixed price IWA (Inter-organizational
Work Authorization) proposal. The I'WA proposal was dated December 16, 2011 and was
submitted by [ i rcsponse to the N
B - Philadelphia propesal plan of action || N Fcvision #7. The IWA proposal

B | accordance with FAR 15.403-4 — Requiring Cost or Pricing Data (10 U.S.C. and
41 U.S.C. 254b), the contracting officer required [l submit its proposal with certified cost
or pricing dala.

B oposal for [ i ti- Y ear Proposal

Cost Elements Proposed Cost
Direct Labor Hours : 478,045
Direct Labor-CG 528,996,069
Direet Overhead 515424712
Site Cverhead 13,475,167
[ Direct Material — —ss735760
Other Direet Costs (Value Added) $628.674
Other Direct Costs (Non Value Added) | $575,576
G&A ke $12,747418
FCCOM_ $110.791

Total Proposed Cost 5119,516,041

is for the manufacture and delivery of the Chinook 46 Aft Section Assemblies for the Baseline of

DODIG-2014-109
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Results of High-Risk Review

Finding A. DCAA needs to establish access to the ||| GTTNGNGNG
computerized accounting records

The contract clause at FAR 52.215-2, “Audit and Records — Negotiation,” is the contract
vehicle that gives DCAA auditors access to the contractor’s accounting records. Paragraph (a)
states:

As used in this clause, “records” includes books, documents, accounting procedures and
practices, and other data, regardless of type and regardless of whether such items are in
written form, in the Form of computer data, or in any ofher form.

In addition, paragraph (1), “Availability,” states that:

The Contractor shall make available at its office at all reasonable times the records,
materials, and other evidence described in paragraphs (a), (B), (c), (d}, and (e} of this
clause, for examination, audit, or reproduction, umil 3 vears after final payment under
this coniract, ..

At the [ IIEGEGEEEEEE. i contocior's accounting system is computerized
and accessed elecironically through desk top terminals that require company-approved access
and training. DCAA personnel advised the Office of Inspector General (O1G) that they do not
have access to a desk top terminal; they do not have sufficient training to operate the system;
and, DCAA does not have [ approval to access the computerized accounting system.
Instead, DCAA auditors relied ol personnel to access [ computerized accounting
system and run the auditor’s procedures for the DCAA auditor,

DCAA Contract Audit Manual (DCAM) 3-204.12 states that:

Generally, the more sophisticated the contractor's technology and automation, the
greater will be the reliability of the resulting data.  However, the reliance cannot be
blind; greater sophistication also can open doors to greater risks for mischarging or
misallocating costs through multiple transactions hiding the results “in the computer.”
Gemerally, the sudil trall becomes less distinet as the contrclors systems become more
advanced. Thercfore, the auditor must consider the results of prior audits, if any, of
these sophisticated systems in determining the audit scope.

By establishing access to the [l computerized accounting system at reasonable

times, DCAA can ensure that its auditors are positioned 1o perform independent auditl tests and
procedures in accordance with the contract terms.

Recommendation A
The DCAA Branch Manager, South Bay Branch Office should:

1. Amange for [ NG i o vid: (he necessary training or
obtain the training from a third-party source that will allow for direct electronic access

3
FOR-O R ROy
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to [ rccords and computerized data in accordance with the requirements of the
contract clause at FAR 52.215-2, “Audit and Records — Negotiation™,

2

Establish DCAA access at all reasonable times to the [l records and computerized
data for audit, examination, or reproduction in accordance with the contract ai FAR
52.215-2, “Audit and Records — Negotiation™.

3. Ensure that DCAA auditors have independent access to i records of any typein
accordance with the contract.

Finding B. DCAA did not verify proposed part costs and prices to
evidence created by an “arm's length” transaction

The DCAA audit working papers do not substantiate that the [JJJij proposed cost of
parts and unit prices originated from third party suppliers and resulied from an “amm’s length”
transaction with the supplier.

DCAA audit policy at DCAM 3-104.13 provides that for transactions that are generated
externally, such as materials, the audit scope is often limited to verification to documentary
evidence created by an “arm’s length” party that substantiates the cost. In this case, that would
be documentary evidence created by and resulting from an arm’s length transaction between

B :d the supplier.

B :iported proposed Purchased Parts cost of $2,681,662 million with cost or
pricing data in accordance with FAR 15.403-4 — Requiring Cerfified Cost or Pricing Data (10
USC 2300a and 41 US.C. 254h), I,ikcwisc- supported, proposed Outside
Manufacturing Subcontracts (Material Not Furnished by [ cost of $48,511,720 with
pricing data originating from competitive bids in accordance with FAR 15.403-3 — Requiring
Data Oiher Than Certified Coxt or Pricing Data.

Proposed Purchased Parts. In its December 16, 2011 proposal, [ provided
schedules to support an estimated $2,681,662 in proposed purchased parts cost. The DCAA
working papers demonstrate that [JJJJl] supported the proposed cost per part with cost or
pricing data obtained from purchase contracts with a supplier or from quotes obtained from a
supplier. In verifying the validity of the proposed cost per part, DCAA relied on purchase
contracts and supplier quotes obtained from [l that were on il letierhead. The DCAA
audit working papers do not demonstrate that DCAA verified the proposed cost per part to
documentation or information that originated from the supplier.

Outside Manufacturing Subcontracts (Material Not Fumished by [l Tn the same
proposal, [ provided information to support an estimated $48,51 1,720 in Proposed Outside
Manufacturing Subcontracts (Material Not Furnished by ). According to the DCAA
working papers, [JJJJl obtained competitive bids for each part, evaluated the supplier’s bid and
selected the winning bid values. Where the [l proposed price was based on (1) adequate
price competition; (2), the lowest bidder; and (3) the prices matched to JJJij long term
agreement with a supplier, DCAA would not perform any additional audit testing. Where

4
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DCAA found that the [ lproposed unit price did not meet these conditions, DCAA
evaluated the bid selection process used byl including information found in the existing
long term agreements to recommend an alternative unil price. Whether DCAA accepted the
I ;roposed unit price or recommended an alternative unit price, the DCAA audit working
papers do not demonstrate that DCAA verified the proposed unit price per part to documentation
or information that originated from the supplier,

By verifying that the proposed part costs and unit prices originated from the supplier(s)
and were the result of an “arm’s length” transaction, the DCAA working papers could have
demonstrated that [l had complied with FAR 15.403-4 - Requiving Certified Cost or
FPricing Data (10 US.C, 2306a and 41 US.C. 2548) and FAR 15.403-3 — Requiring Dava (ther
Than Certified Cost or Pricing Dara when proposing Purchased Parts cost and Ouside
Manufacturing Subcontracts (Material Not Furnished by .

Recommendation B
The DCAA Branch Manager, South Bay Branch Office, should:
1. Provide the audit staff with training on the audit policy provided in DCAM 3-204.13.

2. Take corrective action to ensure that the audit staft correcily implements the audit
policy at DCAM 3-204,13 when performing price proposal audits.

3. Consider performing a defective pricing audit on the contract action resulling from the
negotision o the [N

$119,516,041 firm-fixed price Inter-organizational Work Authorization proposal for
I iuti- Year 11 Update Option 60) to ensure that the

negotiated contract price for work to be performed by || NG
nol increased due (o the submission of inadequate certified cost or pricing data,

Was

Finding C. DCAA did not examine proposed labor hours for
compliance with CAS 401

The DCAA working papers that support the auditor’s opinion in DCAA Audit Report
Mo, 4421-2012B21000001 did not demonstrate that DCAA examined the December 16, 2001,

Inter-Ohrganizational Work Authorization proposal to ensure that the contractor complied
wilh Cost Accounting Standard 401 ! Cost accouniing standard — consistency in eslimating,
accumulating, and reporting costs (CAS 401)" when estimating proposed labor hours.

'The Cast Accounting Standards Board rules, regulations, and standards ase in 48 CFR, Chapter 99— Cosl Accounting Siandards
Baard, Office of Federal Procurensent Policy, Office of Management and Budpel.

? I pat, the purpose of CAS 400 as stated in 9904_401-20, “Puspose,” k 1o “encune thal each contractor’s practices used In
edimating coss for a propoesal are consistent with cost accouning practices used by him in sccumulating and reperting costs,
Conzistency in the application of cost accounting practices i necessary to enhance the likelibood that comparable transsctions
mre trewied alike. With respect o e ividual contracts, the consisient application of cost accounting practices will facilitate the
preparation of reliable cost estimates wsed in pricing a proposal and their comparizon with the costs of performance of the
resulling contracl. Such comparisons provide one importam basis for fnanciol control over coss during contract performance
andl aid in establishing accountability for cost in the manner agreed io by both parties al the time of contracting.

5
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CAS 401-40, “Fundamental Requirement,” provides that:

{a) A contractor’s practices used in estimating costs in pricing a propesal shall be consistent with
s cost accounting practices used in accumulating and reporling costs,

{h) A contractor's cost accounting practices used in accumulating and reporting actual costs for a
contract shall be consistent with his practices used in estimating costs in pricing the related

proposal,

CAS 401-60, “Illustrations,” provides an example of an application of a cost accounting practice
deemed not to be consistent, as follows:

Practices used in accumulating

Practices used for estimating costs for proposals and reporting costs of contract
performance

4. Contractor estimates a total dollar amount for engineering |4, Contractor accounts for

labor, which includes disparate and significant ¢lements or  Jengineering labor by cost
functions of engineering labor. Contractor does nol provide  |[unction, i.e. drafling, designing,

supporting data reconciling this amount 1o the estimates for iprmlunliun, engineering, eic.

the same engineering labor cost functions for which he will
separately account in contract performance

— = S = —

The DCAA working papers did not address a cost estimating practice included in the
I roposal that demonstrates similaritics with an illustration of the application of cost
accounting practices deemed not to be consistent al CAS 401-60(b)4.

The [ proposal included proposed direct labor cost of $28,996,069 for 478,045
proposed direet labor hours under two labor categories, as follows:

Assembly Hours 306,620
roduction Support Hours 171,425
Total lahor hours proposed 478,045

A review of the [l Cost Accounting Standards Board Disclosure Statement, Item
No. 2.5.0 Method of Charging Direct Labor, demonstrated that [ disclosed to the US.
Government the following 10 labor categories under the Production labor element for the [

R iacilivy:

. Factory Modification
. Operations Summary

Mechanical/Structural Engineering ¥

2
Factory: Fabrication 4

. Quality Assurance ]
2

|

Production Support and Control y
Manufacturing Engineering
0. Tool Engineering

Factory: Assembly
Tool Fabrication

SIS

The DCAA working papers did not demonstrate that the auditors compared the two labor
categories included in the [l December 16, 2011, proposal to the 10 labor categories

6
For-ei e bsianEY

DODIG-2014-109 | 101



102

Attachment 13 (cont’d)

disclosed by [} in its Cost Accounting Standards Board Disclosure Statement for
consistency.

On inguiry, DCAA advised the OIG that the [JJJl}-oroposed [ Asscmbly Hours
included Assembly and Factory Modification. However, Assembly is not a labor category
included in the JCASB Disclosure Statement.

Likewise, DCAA advised the O1G that the [IIIl-proposed I roduction Support
Hours included eight labor categories. Six of these eight categories were included in thJj
CASE Disclosure Statement, as follows:

1. Factory: Fabrication 2. Production Support and Control
3. Quality Assurance 4. Manufacturing Engineering
5. Tool Fabrication 6. Tool Engineering

However, two labor categories (Program Support and Assembly Support) identified by
DCAA as included in the [JJil-proposed i Production Support Hours were not included
by [l in its CASB Disclosure Statement.

The DCAA working papers did not demonstrate that the auditors compared the cost
estimating practices used by ﬁtu estimate [ Assembly Hours and [P roduction
Support Hours to the cost accounting practices used by [0 accumulate and report the
costs of eontract performance. On inguiry, DCAA provided the OIG with a DCAA spreadsheet
that identificd [l rccorded labor hours and costs as of July, 2012. On the spreadsheet,
DCAA identified the following [ 1abor categories:

F_ Ffridpc}i_gh S{___IEJ;-I"“_ B Assembly

Tool Engineering Quality Assurance

Manufacturing Engineering Factory: Fabrication

Factory Modification Mechanical/Structural Engineering
_Tool Fabrication —— il ——— -

However, the two labor categories included in the [l December 16, 2011, proposal,
B sscmbly Hours and [JPreduction Support Hours were not included in the DCAA
spreadsheet.

The DCAA working papers did not demonstrate that the labor hours estimated by [
for [ Assembly Hours and [ Production Support Hours did or did not include
disparate and significant elements or functions of assembly and production support hours.
Likewisc, ]I i» its December 16, 2011, proposal did nol provide supporting data reconeiling
the proposed [ Asscmbly Hours and [P roduction Support Hours to estimates for the
same assembly and production support labor cost functions fon wl'lil.'ll- will separately
account J'n contract |!l.:|':|—U:I'.I1"|iII'|I.';I‘,‘.'.
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Recommendation C
The DCAA Branch Manager, South Bay Branch Office should:

1. Provide training to the audit stafl on CAS 401, ineluding CAS 401-4, “Requirements,”
and CAS 401-60, “Illustrations.”

2. Take corrective action to ensure that the audit staff examines any estimates of direct

labor costs included in price proposals submitied by ||| NG
— compliance with CAS 401 and consider the illustration of a

cost accounting praclice deemed not to be consistent at CAS 401-60(b)4.

Perform an audit of the contraci action resulting from the negotiation of the [
$119,516,041 firm-fixed price Inter-

organizational Work Authorization proposal for Multi-Year Il Update

Plus Option 60) to ensure that the price paid by the U.S. Governmeni for work
estimated and proposed by — was not increased due to any
failure on the part of [ to comply the requirements of CAS 401.

Finding D. DCAA requested DCMA technical assistance without

testing the [} data

DCAA did not comply with DCAA audit policy llimvided in the DCAA Contract Audit
Manual, Appendix D, “Technical Specialist Assistance™ when it requested technical assistance
from the Defense Contract Management Agency in its audit of the proposed labor hours included
in the December 16, 201 1, [ inter-Organizational Work Authorization proposal.

DCAM D-201 provides that “Requests for technical assistance should be very specific to
avoid miscommunication and improve the probability of obtaining meaningful evaluations.”
The DCAA working papers did not demonstrate that DCAA complied with the DCAA Contract
Audit Manual Appendix 1D as follows.

s DCAA did not perform tests of the underlyingJJJij historical labor hours
provided to the specialist, as required by DCAM at D-101(d), which provides that
“the auditor is required to make appropriate tests of accounting data provided to and
used by the specialist.”

s DCAA did nol perform lests to determine that the labor estimating techniques
proposed by o estimate labor hours, including the improvement curve
technique and labor cost estimaling relationships, were appropriate under the

¥ The DOAA Contract Audit Manual (DCAM) Appendix 13, Section D-001, “Scope,” provides audil gubdance to
assisl the auditor “in (1) deciding if technical specinlist assistanee is needed, (2) idemtifying the specific type of
assistance needed, (3) requesting the assistance, (4) achicving geod communications with technical specialist, (5}
assessing the impact of technical specialist findings upon the audit opinion, and (6) reporting on the use of technical
specialists or the impact of their non-availabiliny.” The DOEAM is available on DCAA website al

Lt vow demimil! under Publicalions

8
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circumstances, as required by DCAM D-102.1(c). DCAM D-102.1(c) provides that
“if the labor estimating techniques used is based on historical data, determine if its
use is appropriate or whether another technique {e.g,, one based on industry
production standards) should be used for greater estimating accuracy/reliability.”
DCAM D-102.1(c) provides procedures for determining appropriateness, including:

e identifying the historical data used to develop the labor cost estimate,
s ascerlaining the reliability and accuracy of the data,

s cvaluating the content of the data to ensurc that it is representative and
contains all costs that are purported to be there,

s Making sure the data is current, and

& drawing a conclusion regarding the suitability of historical data for making
estimales.

Recommendation D

The DCAA Branch Manager, South Bay Branch Office, should provide the audit staff
with training on the requirements of DCAM Appendix 1D and should implement procedures that
ensure that the auditors make appropriate tests of contractor data provided to and used by the
DCMA technical specialist.

Concluding Remarks

We do not require a formal written response from DCAA at this time. We plan to issue a
formal drafl report covering the results of multiple high-risk oversight reviews, including this
review, We will request a formal writien response from DOAA once we issue the draft report.
However, we weleome any informal comments on factual mablers discussed in this memorandum
in advance of the report.

If you have any questions, please contact the undersigned or ||| | NG -

or by email at

DAVIS.CAROLY SRiSSememm
M.R.123214 1464 moud s
Carolyn R. Davis
Assistant Inspector General
Audit Policy & Oversight
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INSPECTOR GENERAL
DEPARTMENT OF DEFENSE
4800 MARK CENTER DRIVE

ALEXANDRIA, VIRGINIA 22350-1500

June 21, 2013

MEMORANDUM FOR DIRECTOR, DEFENSE CONTRACT AUDIT AGENCY
DIRECTOR, DEFENSE CONTRACT AUDIT AGENCY
FIELD DETACHMENT

SUBJECT:  Results of High Risk Review (HRR) Regarding Audit Assignment No. 09891-
2006G10100003 (APO HRR Memorandum No. 14, Project No. D2013-
DAPOCF-0004.002)

This memorandum sets forth the results of our review of Defense Contract Audit Agency
(DCAA) Assignment No. 09891-2006G10100003, involving an audit of a contractor’s claimed
incurred cost for 2006. Our review of the audit assignment disclosed that the FAO did not:

e adequately document the audit risk and budgeted hours relative to Dollars
Examinedl; or

¢ report the actual Dollars Examined in the DCAA Management Information
System.

Background

As part of our continuous oversight of DCAA, we initiated an effort to periodically select
and review audit assignments performed in areas we identified as “high risk” (also referred to as
high-risk reviews). We selected DCAA Assignment No. 09891-2006G10100003 as part of this
effort.

Under the assignment, the field audit office (FAO) examined the contractor’s
January 31, 2008, intermediate home office allocation proposal for reimbursement of 2006
incurred costs. The FAO performed the examination to determine the allowability, allocability,
and reasonableness of the incurred costs. On February 28, 2013, the FAO reported an upward
adjustment of $1,359,298 to the proposed incurred costs.

Objective and Scope of High-Risk Review

We reviewed Assignment No. 09891-2006G10100003 to determine if the FAO:

! “Dollars Examined” represents contractor costs claimed on Government flexibly priced contracts for which the
auditor can express an opinion as to reasonableness, allocability and allowability. Dollars Examined are entered into
the DCAA Management Information System for incurred cost and several other types of audits.

FOR-OHIEATHS5E-OMNEY
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e correctly applied appropriate criteria, such as the Federal Acquisition
Regulations (FAR), Defense Federal Acquisition Regulation Supplement
(DFARS), and Cost Accounting Standards (CAS);

o followed key Agency procedures and guidance;

e gathered sufficient evidence in support of the reported findings and
recommendations; and

e issued an audit report that adequately described the findings and
recommendations and served a useful purpose to the contracting officer.

To accomplish the objective, we obtained a copy of the assignment working paper
package, made inquiries to FAO personnel, and reviewed other relevant documents. We did not
perform a comprehensive review of the assignment for compliance with all generally accepted
government auditing standards.

Results of High-Risk Review

Our review of the assignment disclosed that the FAO did not (1) adequately justify the
budgeted and incurred hours, and (2) overstated “Dollars Examined” in the DCAA Management
Information System.

Inadequately Documented Audit Risk and Budget Increases

The Branch Office incurred 1,245 hours to cover approximately $1.6 million in “Dollars
Examined.” This equates to auditing $1,310 for each audit hour incurred, significantly lower
than the Agency average of $32,800 for FY 2011 and $20,100 for FY 2012. Therefore, under
this assignment, the FAO examined far less claimed dollars per audit hour than the Agency
average.

We recognize that the hours necessary to adequately cover an assignment objective must
depend on a variety of risk factors and circumstances, not just Dollar Examined. However, the
hours planned and incurred on an assignment should bear some relationship to the audit risk
documented by the auditor during the planning stage and throughout the audit. In this case, the
working papers do not adequately explain why the FAO chose to expend the extraordinary
resources it did to complete the audit relative to the Dollars Examined. For example, the risk
assessment portion of the working papers did not identify any unusual risk factors that might
have helped to support the effort expended.

We noted that the auditor and supervisor established an original budget of 313 hours, but
the budget was ultimately increased to 1,245 hours (nearly a 300 percent increase). Although the
auditor submitted written requests for budget increases, which the supervisor approved, the
requests do not provide a sufficient explanation for the increases. The auditor documented the
following explanations for the increases:
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e starting and stopping the audit for other priority work;

e performing an adequacy review of the contractor’s proposal;

e incorporating assist audit results;

e finishing the report and working papers; and

e incorporating any required adjustments to the report and working papers.

Generally, the original budget already incorporated hours for these tasks. The supervisor
should have required the auditor to better describe the circumstances which necessitated the
requested increase, and ensure that the increase was commensurate with the documented risk
factors.

In addition, we also found that the auditor had already incurred a significant portion of
the budget increases prior to submitting them for approval. The supervisor needs to review
requested increases in advance to help ensure that the auditor does not expend any misdirected or
unnecessary effort.

Finally, we learned that the FAO has not established procedures or guidelines for
submitting and approving proposed budget increases. The FAO should establish such
procedures to help ensure that auditors document adequate rationale for increases prior to
incurring the hours, and supervisors consider whether the additional hours are commensurate
with the overall audit risk.

Dollars Examined Were Overstated in the DCAA Management Information
System

The FAO input Dollars Examined of approximately $2.8 million for Assignment No.
09891-2006G10100003 into the DCAA Management Information System. However, the actual
Dollars Examined was $1.6 million after excluding fringe benefits and executive salaries that the
auditor did not review under this assignment. The same FAO audited these costs under another
assignment as part of the contractor’s divisional incurred cost proposal. Accordingly, the FAO
needed to include these costs as Dollars Examined under the divisional assignment. Dollars
Examined must be accurate because DCAA uses it to help determine the appropriate allocation
of resources. When Dollars Examined is overstated, it might contribute to the FAO using too
many resources for a particular assignment objective (in this case, the objective of auditing the
contractor’s intermediate home office allocation proposal).

When computing Dollars Examined, DCAA policy requires the FAO to exclude

allocations (such as fringe benefits) only when another FAO has cognizance over the allocations.
DCAA DMIS Manual, Appendix A, Section II, paragraph C.1.(e) states:
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Dollars examined will not include costs related to (i) assist audits
requested, (ii) allocations from home office, corporate, or group, etc., under
the cognizance of another DCAA audit office...

Dollars Examined for a particular assignment should reflect the amounts being evaluated
and reported on under that assignment, even when audit cognizance for allocated costs resides in
a scparate assignment of the same FAO. This will help to ensure the appropriate allocation of
resources for a particular audit objective. DCAA needs to revise the policy to require the
exclusion of all allocations not audited under the assignment, regardless of whether or not audit
cognizance resides with another FAO.

Recommendations

1. We recommend that the Director, Defense Contract Audit Agency, direct the Director,
Field Detachment to develop FAO procedures or guidelines to help ensure that:

a. auditors adequately document rationale for significant budget increases prior
to incurring the hours, and

b. supervisors consider whether the requested hours are commensurate with the
overall audit risk.

2. We recommend that the Director, Defense Contract Audit Agency revise the DCAA
Management Information Systems procedures to require that Dollars Examined exclude
cost allocations audited under a separate assignment, regardless of whether or not audit
cognizance resides with another FAO.

Closing Remarks

We plan to issue a formal draft report covering the results of multiple high-risk reviews,
staff. If you have any

f/ 7 - {
&{ﬂ(fg A A e
Carolyn R/Davis
Assistant Inspector General
Audit Policy and Oversight
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INSPECTOR GENERAL
DEPARTMENT OF DEFENSE
4800 MARK CENTER DRIVE

ALEXANDRIA, VIRGINIA 22350-1500

June 21, 2013

MEMORANDUM FOR DIRECTOR, DEFENSE CONTRACT AUDIT AGENCY
REGIONAL DIRECTOR, DEFENSE CONTRACT AUDIT
AGENCY MID-ATLANTIC REGION

SUBJECT:  Results of High Risk Review (HRR) Regarding Audit Assignment
No. 6341-2005C10100010 (APO HRR Memorandum No. 15, Project No.
D2013-DAPOCF-0004.002)

This memorandum sets forth the results of our review of Defense Contract Audit Agency
(DCAA) Assignment No. 6341-2005C10100010, involving the audit of a contractor’s claimed
FY 2005 incurred costs. Our review of the audit assignment disclosed the following

deficiencies:
e Inadequate audit planning for a substantial budget increase;
o Insufficient support for the auditor’s transaction testing plan;
e Lack of evidence regarding supervisory involvement;
o Improperly superseded working papers; and
e Inaccurate calculation of the penalty participation rate.
Background

As part of our continuous oversight of DCAA, we initiated an effort to periodically select
and review audit assignments performed in areas we identified as “high risk.” (Also referred to
as high-risk reviews) We selected the assignment as part of this high-risk review effort.

Under the assignment, the DCAA Southern New Jersey Branch Office examined a DoD
contractor’s January 27, 2012, indirect cost rate proposal for reimbursement of FY 2005 incurred
costs. The Branch Office performed the examination to determine the allowability of direct and
indirect costs and establish audit-determined indirect cost rates for FY 2005. On
September 26, 2012, the Branch Office reported questioned costs of $7,838 and $22,791 for
claimed travel and general and administrative costs, respectively. The Branch Office also un-
resolved $2.6 million of claimed subcontractor costs.

Objective and Scope of High-Risk Review
We reviewed the assignment to determine if the Branch Office:
e correctly applied appropriate criteria such as the Federal Acquisition Regulation,

Defense Federal Acquisition Regulation Supplement, and Cost Accounting
Standards;
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o followed Agency procedures and guidance;

e gathered sufficient evidence in support of the reported findings and
recommendations; and

e issued an audit report that adequately described the findings and
recommendations and served a useful purpose to the contracting officer.

To accomplish the objective, we obtained a copy of the assignment working paper
package, interviewed appropriate DCAA employees, and reviewed other relevant documents.
We did not perform a comprehensive review of the assignment for compliance with all generally
accepted government auditing standards.

Results of High Risk Review
Inadequate Planning Associated With a Substantial Budget Increase

The Branch Office incurred 2,244 audit hours to cover approximately $29 million in
Dollars Examined'. This equates to approximately $12,923 for each audit hour reviewed,
significantly lower than the Agency average of $32,800 for FY 2011 and $20,100 for FY 2012.
Therefore, under this assignment, the FAO examined far less claimed dollars per audit hour than
the Agency average.

We recognize that the hours necessary to adequately cover an assignment objective must
depend on a variety of risk factors and circumstances, not just Dollar Examined. However, the
hours planned and incurred on an assignment should bear some relationship to the audit risk
documented by the auditor during the planning stage and throughout the audit. In this case, the
working papers do not adequately document why the Branch Office chose to expend the
extraordinary number of hours it did to complete the audit. Although the audit risk was set at
“maximum,” it did not describe any special circumstances or risk factors that the Branch Office
considered.

The auditor and supervisor had established an original budget of 600 hours to complete
the assignment. Although the supervisor subsequently increased the budget to 2,244 hours
(a 274 percent increase), the working papers contain no evidence that the auditor asked for the
increase or explained why it was necessary to accomplish the audit objective. In addition, the
auditor did not modify the audit program to cover the work that would be performed under the
increase. The auditor told us she verbally discussed the need for the budget increase with her
supervisor, and the supervisor revised the budget based on that discussion.

Generally Accepted Government Auditing Standard 6.06 states, “Auditors must
adequately plan and document the planning of the work necessary to address the audit
objectives.” Assignment No. 6341-2005C10100010 does not comply with this standard because

! “Dollars Examined” represents contractor costs claimed on Government flexibly priced contracts for which the
auditor can express an opinion as to reasonableness, allocability and allowability. Dollars Examined are entered into
the DCAA Management Information System for incurred cost and several other types of audits.
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the FAO working papers fail to properly document that the auditor had planned the work she
intended to accomplish under the budget increase. The Agency needs to provide training to the
FAO audit staff addressing the requirement for adequately planning and documenting the work
to be accomplished under a significant budget increase.

We found that neither the Southern New Jersey Branch Office nor the Agency as a whole
has procedures or guidelines for documenting significant budget increase requests. As reported
in High Risk Review Memorandum No. 14, we found that another FAO had not adequately
documented the need for a substantial budget increase. At a minimum, DCAA should develop
guidelines for handling significant budget increases to help ensure that FAOs consistently
document the request, need, and approval of those increases.

Inadequate Support for the Transaction Testing Plan

For all overhead pools except the General and Administrative pool, the FAO only
performed detailed transaction testing of claimed fringe-benefit costs (consisting of employee
insurance premiums, statutory employee-related taxes, and employee savings plans). The auditor
took no exception to the claimed fringe benefit costs. The working papers do not adequately
explain why the auditor chose only this account for transaction testing. The working papers
simply state that the auditor selected fringe benefit related costs based on the “high-risk and high
dollar amounts.” They fail to document why fringe benefit costs involved “high-risk,” other than
to point out their relative dollar value. We noted that the claimed fringe benefit costs for 2005
were fairly consistent with those claimed in the prior year, and the FAO did not question any
prior-year costs. Other claimed overhead accounts, such as the contractor’s “miscellaneous”
account and others having no nomenclature, might have involved a higher degree of overall audit
risk even though their dollar value was smaller. Therefore, the working papers did not
adequately demonstrate that the auditors considered and documented all relevant forms of risk in
selecting the fringe benefits account.

DCAA needs to provide the FAO with training on properly documenting the basis for the
auditor’s transaction testing plan. The training should cover the various forms of risk that the
auditor must consider and describe in developing the plan.

Insufficient Evidence of Supervisory Guidance

Our review of the working papers disclosed insufficient evidence of appropriate
supervision being provided throughout the audit. The lack of adequate supervision likely
contributed to the deficiencies discussed above regarding the failure to plan the work and
demonstrate the appropriateness of the transaction testing plan. Generally Accepted Government
Auditing Standards (GAGAS), paragraph 6.54 — states:

Audit supervision involves providing sufficient guidance and direction to staff
assigned to the audit to address the audit objectives and follow applicable
requirements, while staying informed about significant problems encountered,
reviewing the work performed and providing on the job training.
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In particular, we found essentially no evidence of supervisory involvement during the
fieldwork stage. We expected to see more documented evidence of supervisor and branch
manager involvement, especially while the auditor apparently encountered significant problems
and had to request a 274 percent increase in budgeted hours. The supervisor had an obligation to
formally document his review of the increase to ensure that the auditor did not expend any
misdirected or unnecessary effort. The working papers should have also demonstrated more
supervisor oversight and review of the detailed transaction testing plan to ensure it adequately
considered all relevant forms of risk to the Government.

DCAA should provide training to the entire FAO audit staff covering the need to properly
document the supervision of an audit.

Superseded Working Papers

While the assignment was in progress, one of the assigned auditors left the Agency
(hereafter referred to as the prior auditor). The prior auditor had charged 517 hours to the
assignment. The lead auditor who completed the assignment did not supersede the prior
auditor’s working papers in accordance with DCAA procedure. DCAA Contract Audit Manual
4-403f (2) states:

Superseded working papers should be clearly identified as such and include any
working papers prepared during the course of the audit that do not support or are
not relevant to the conclusions in the audit report. This will include, for
example, working papers changed due to revisions in audit methodology that are
not relevant to the audit conclusions.

The lead auditor decided that the prior auditor’s working papers did not support the
reported conclusions. However, she left them in the “current” section of the working papers (the
section used to support the reported conclusions), and added a note that read in part:

...Work papers are being recreated to provide more adequate and accurate
documentation related to transaction testing and sampling procedures utilized.

In accordance Agency procedure, the lead auditor needed to clearly label the working
papers as superseded and move them to the superseded working paper section. The FAO audit
staff should be provided with training on how to properly supersede working papers.

Inaccurate Penalty Participation Rate

The FAO incorrectly computed a general and administrative penalty participation rate of
16.74 percent. The FAO incorrectly calculated the rate because the auditor failed to:

e include costs subject to penalty on flexibly-priced contracts completed in 2005;
and
e exclude certain costs not subject to penalty on time and material contracts.
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After adjusting for these errors, we calculated a 20.66 percent penalty participation rate.
We provided detailed calculations of the 20.66 percent rate to the FAO manager. We are not
requesting that the FAO supplement the report to correct the rate because, in this case, the errors
did not result in significant recommended penalty differences. However, the FAO should be
provided with training on the proper calculation of penalties.

Recommendations

1. We recommend that the Director, Defense Contract Audit Agency direct the Regional
Director, DCAA Mid-Atlantic Region to provide training to the Southern New Jersey
Branch Office in the following areas:

a Required planning and documentation efforts for significant budget
increases.

b. Consideration of applicable risk factors in developing the transaction
testing plan.

c. Documentation of supervisory involvement and guidance.

Retention of superseded working papers.
Calculation of penalty participation rates.

2. We recommend that the Director, Defense Contract Audit Agency develop guidelines for
requesting significant budget increases to help ensure that FAOs consistently document

the request, need, and approval of the increases.

Closing Remarks

We plan to issuc a formal draft report covering the results of multiple high-risk reviews,
including this review. We will request a formal written response from DCAA once we issue the
draft report. However, we welcome any informal comments on the factual matters discussed in
this memorandum in advance of the draft report,

7 : )
(/‘&4/6)),-) d) ﬁ LAy

Carolyn R. Davis

Assistant Inspector General
Audit Policy and Oversight

DODIG-2014-109
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INSPECTOR GENERAL
DEPARTMENT OF DEFENSE
4800 MARK CENTER DRIVE

ALEXANDRIA, VIRGINIA 22350-1500

June 21, 2013

MEMORANDUM FOR DIRECTOR, DEFENSE CONTRACT AUDIT AGENCY
REGIONAL DIRECTOR, DEFENSE CONTRACT AUDIT
AGENCY EASTERN REGION

SUBJECT:  Results of High Risk Review Regarding Audit Assignment No. 1261—
2007J10100537 (APO HRR Memorandum No. 16, Project No. D2013-DAPOCF-
0004.002)

This memorandum sets forth the results of our review of Defense Contract Audit Agency
(DCAA) Assignment No. 1261-2007J10100537, involving DCAA Alabama Branch Office’s
audit of an incurred cost submission of a DoD contractor. Our review disclosed that the
completion of the assignment was significantly delayed and the auditor did not document the
reason for the delay in the working papers. In addition, the auditor included 23 pages of detailed
explanatory notes in the report which do not appear to serve a useful purpose.

Background

As part of our continuous oversight of DCAA, we initiated an effort to periodically select
and review audit assignments performed in areas we identified as “high risk” (also referred to as
high-risk reviews). We selected DCAA Assignment No. 1261-2007J10100537 as part of this
high-risk review.

Under the assignment, the DCAA Alabama Branch Office examined the 2007 incurred
cost submission of a DoD contractor. The purpose of the examination was to determine the
allowability of direct and indirect costs and recommend to the contracting officer-audit
determined indirect cost rates for the period January 1, 2007 through December 31, 2007. In a
January 31, 2013, report, the field audit office (FAO) took no exception to the claimed indirect
rates and qualified the claimed subcontractor costs.

Objective and Scope of High-Risk Review
We reviewed the assignment to determine if the FAO:
e correctly applied appropriate criteria, such as the Federal Acquisition
Regulation, Defense Federal Acquisition Regulation Supplement, Cost

Accounting Standards, and the contract terms;

o followed key Agency procedures and guidance;
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e gathered sufficient evidence in support of the reported findings and
recommendations; and

e issued an audit report that adequately described the findings and
recommendations and served a useful purpose to the contracting officer.

To accomplish the objective, we obtained a copy of the assignment working paper
package and reviewed the audit package and other relevant documents. We did not
perform a comprehensive review of Assignment No. 1261-2007J10100537 for
compliance with all generally accepted government auditing standards.

Results of High-Risk Review

Our review of Assignment No. 1261-2007J10100537 disclosed the following two issues:

Significant Delay in Completing the Assignment

The FAO took 4 years to complete the assignment after holding the entrance conference
and initiating fieldwork on January 21, 2009. DCAA Contract Audit Manual (CAM) 6-707.4,
states, “It is DCAA policy that all indirect cost submissions will be audited as promptly as
practical after receipt of the contractor's proposal.” When DCAA significantly delays its
completion of an incurred cost audit, other critical contracting actions are impacted. For
example, contracting officers cannot close most flexibly-priced contracts because final rates are
not available. Contract funding can also expire as a result of DCAA failing to complete an
incurred cost audit within a reasonable period of time.

The FAO manager told us Assignment No. 1261-2007J10100537 was delayed to focus
on “higher-priority” work. However, there was no indication in the working papers that the audit
had been significantly delayed for other priority work. In fact, the auditor continued to charge
the assignment intermittently over the entire 4-year period. The working papers needed to
provide an explanation of why the audit was significantly delayed. The FAO should develop a
policy to help ensure that auditors document the reasons for significant delays in the working
papers.

Unnecessary Explanatory Notes in the Audit Report

The FAO included 23 pages of explanatory notes in the audit report even though the
auditor took no exception to any of the claimed costs. We question the necessity of preparing
extensive explanatory notes in this case because the contracting officer did not need to negotiate
any questioned costs. The FAO might have saved substantial, scarce audit resources by omitting
from the report any unnecessary details concerning proposed cost, scope, and conclusions of
each audited cost element. In total, the auditor charged 1,906 hours to audit only $85 million in
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Dollars Examined'. While we do not know how many of these hours were expended to prepare
the 23 pages of detailed explanatory notes, the hours saved in not including them could have
been significant.

The FAO manager told us the Agency’s “preference” is to include detailed explanatory
notes in the report even when the auditor takes no exception to the claimed costs. CAM 10-
210.6(a), “Explanatory Notes,” states:

Explanatory notes may be omitted in audit reports where there are no findings
and the requestor has indicated that the information describing the basis of the
cost and the audit evaluation would not be useful at negotiations.

The FAO did not meet with the requester to determine if explanatory notes would be
useful in this case. The CAM guidance should be clarified to convey that FAOs need to meet
with the requester to discuss whether detailed explanatory notes would serve a useful purpose
when there are no findings. It should also require that the auditor document the discussion in the
working papers.

Recommendations

1.  We recommend that the Regional Director, Defense Contract Audit Agency Eastern
Region, require that the Alabama Branch Office Manager implement a procedure for
helping to ensure auditors document the reasons for significant assignment delays in
the working papers.

2. We recommend that the Director, Defense Contract Audit Agency, revise Contract
Audit Manual 10-210.6(a) to clarify that auditors should:

a. coordinate with the requester when there are no findings to determine if
inclusion of detailed explanatory notes would serve a useful purpose, and

b. document the coordination in the working papers.

Closing Remarks

We plan to issue a formal draft report covering the results of multiple high-risk reviews,
including this review. We will request a formal written response from DCAA once we issue the
draft report. However, we welcome any informal comments on the matters discussed in this
memorandum in advance of the draft report.

! “Dollars Examined” represents contractor costs claimed on Government flexibly priced contracts for which the
auditor can express an opinion as to reasonableness, allocability and allowability. Dollars Examined are entered into
the DCAA Management Information System for incurred cost and several other types of audits.
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aff. If vou have anv guestions regarding

We appreciate the courtesies extended to my st
( > contact either

Locyr € Do,

Carolyn R, Davis
Assistant Inspector General
Audit Policy and Oversight
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Management Comments and Our Response To
Recommendation 1

DCAA agreed with 63 and disagreed with 24 of the recommendations contained in
Attachments 2, 3,5, 8,9, 10, 11, 13, 14, 15, and 16. See Attachment 18 for the complete
text of the DCAA comments.

For the recommendations that DCAA agreed with, DCAA comments were fully responsive
and no additional comments are required. For 21 of the 24 recommendations that
DCAA did not agree with, we request that DCAA provide additional comments. No
additional comments are required for the remaining three recommendations (see
Note 5). The following table depicts the number of recommendations that DCAA agreed
or disagreed with for each memorandum. The associated notes provide a summary
of the management comments for each recommendation that DCAA disagreed with

and our response to those comments.

Table. Number of Agreed and Disagree d Recommendations

Memorandum/Attachment No. Disagreed
Memorandum No.2 4 4 1
Memorandum No.3 2 1 2
Memorandum No.5 21 1 3
Memorandum No.8 1 6 4
Memorandum No.9 3 0
Memorandum No.10 4 3 5
Memorandum No.11 19 2 6
Memorandum No.13 4 6 7
Memorandum No.14 1 1 8
Memorandum No.15 2 0
Memorandum No.16 2 0
Total 63 24
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Note 1 - DoDIG Memorandum No.2 on Audit Assignment
No. 3141-2011M21000001

DCAA Comments

DCAA disagreed with Recommendations A.1, C.1, C.2, and E.1 included in
Memorandum 2 (Attachment 2). DCAA stated that the contractor did not provide the
requested actual costs because the contractor was (1) “not required to maintain costs
in detail under the firm-fixed price undefinitized contract action,” and (2) “not required
to segregate actual costs due to the lack of a Change Order Accounting Clause on the

fixed-price Undefinitized Contract Action.”

Our Response

The DCAA auditor had not observed that the contractor had completed production
of all 250 vehicles prior to submitting its proposal. FAR 15.408, Table 15-2, Part I
requires the contractor to identify incurred costs for work performed before
submitting a proposal. All of the work was performed before the submission of the
proposal, and the auditor failed to ensure that the contractor had complied with the

FAR in disclosing all incurred costs.

Note 2 - DoDIG Memorandum No. 3 on Audit Assignment
No. 4551-2009B11010001

DCAA Comments

DCAA disagreed with Recommendation 2 included in Memorandum 3 (Attachment 3).
DCAA stated that the testing period covered by the audit report ended May 2010, and
the FAO continued to find similar deficiencies in its voucher reviews up to and beyond
the report issuance date. DCAA stated that these deficiencies continued to result in
overbilled costs to the Government, and that implementing this recommendation

would inappropriately put the Government at risk of improperly paying the contractor.

Our Response

The contracting officer elected not to suspend progress payments as DCAA recommended.
Therefore, the Government will not be subjected to any increased risk as a result of

removing the reported recommendation.

DCAA must be able to support any reported recommendations with evidence of
timely and relevant testing. The contractor billings tested by DCAA and addressed in
the report were between 18 months and 4 years old when DCAA issued its report in
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November 2011. Therefore, the testing was outdated and did not necessarily reflect
the contractor’s billing system as of November 2011. The working papers supporting
this report did not include any more current voucher reviews that would support a
recommendation to suspend contractor payments. Accordingly, DCAA must supplement

the report and remove the recommendation to suspend contractor payments.

If the FAO has performed more current tests not addressed in the subject report, it
should report on the results of those tests in another report and recommend the

suspension of progress payments if those tests support such a recommendation.

Note 3 - DoDIG Memorandum No.5 on Audit Assignment
No. 6341-2011D21000009

DCAA Comments

DCAA disagreed with Recommendation C.3 included in Memorandum 5 (Attachment 5).
DCAA concluded that a subsequent audit of the contractor’s compliance with CAS
on this contract is not needed because DCAA did not opine on direct labor costs in

the report.

Our Response

DCAA did opine on direct labor and indicated in the working papers that it had
evaluated proposed labor hours for compliance with CAS. DCAA provided positive
assurance in its audit opinion that the contractor’s proposal, including proposed direct
labor, was in compliance with CAS. However, regarding direct labor, DCAA did not
perform sufficient procedures to support an audit opinion on CAS compliance. The audit
performed by DCAA does not provide reasonable assurance that the 463,969 proposed
manufacturing hours and 149,557 proposed engineering hours complied with the

requirements of the CAS.

Note 4 - DoDIG Memorandum No.8 on Audit Assignment
No. 4411-2005X10100017

DCAA Comments

DCAA disagreed with Recommendations 1, 2, 3, 4, 6 and 7 included in Memorandum 8
(see Attachment 8). Regarding Recommendations 2, 3, 4, and 6, DCAA stated it performed
the following alternative procedures that satisfied the audit objectives for various
Mandatory Annual Audit Requirements (MAARs):



Regarding

For MAAR 6, the auditor reconciled the claimed labor cost to the books
and records, reviewed executive compensation, and transaction-tested the

legal cost account;

For MAAR 10, the adjusting journal entries had an opportunity to be

selected for review as part of transaction testing;

For MAAR 15, the auditor compared claimed costs by account to prior

year costs; and

For MAAR 9, the auditor reconciled payroll to the contractor’s California

state tax return.

Recommendations 1 and 7, DCAA stated that supplementing the report

was not necessary because it performed the alternative procedures which satisfied the

audit objectives.

Our Response

The alternative procedures do not satisfy the audit objectives for the reasons

discussed below:

Regarding MAAR 6, the alternative procedures did not test the reliability of
the employee time records, ensure employees existed, or verify employees

were working;

Regarding MAAR 10, the working papers do not demonstrate that the
auditor planned to review or reviewed any adjusting journal entries as part

of transaction testing;

Regarding MAAR 15, the alternative procedure did not include a comparison
of claimed to budgeted costs, which could have identified high-risk areas

(for example, cost shifting); and

Regarding MAAR 9, the auditor’s reconciliation to the California state tax
return does not satisfy the audit objective because it does not include a

reconciliation of federal taxes as required by MAAR 9.

Therefore, as we addressed in Recommendations 1 and 7, DCAA should supplement the

audit report once it performs the additional procedures to satisfy the audit objectives.
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Note 5 - DoDIG Memorandum No. 10 on Audit Assignment
No. 2701-2012C21000001

DCAA Comments

DCAA disagreed with Recommendations A.1, A.2 and A.3 included in Memorandum
No. 10 (Attachment 10), pointing out that the revised policy in DFARS 215.408
and DFARS 252.215-7009 should help prevent the receipt and audit of inadequate

price proposals.

Our Response

Although DCAA did not agree, the management comments are responsive and
we do not require additional comments. The revised DFARS policies should help

prevent reoccurrences.

Note 6 - DoDIG Memorandum No. 11 on Audit Assignment
No. 4821-2011R21000012

DCAA Comments

DCAA disagreed with Recommendation E and F.1.a included in Memorandum No. 11
(Attachment 11). Regarding Recommendation E, DCAA stated that it expects auditors
to be involved in post-audit report walkthroughs and technical fact finding summits. For
Recommendation F.1.a., DCAA stated that it is appropriate to report dollars examined,
questioned costs and net savings even when DCAA did not evaluate the contractor’s
proposed rates. The agency stated it complied with current agency policy, and the

policy provides reasonable assurance that the data will be correctly reported.

Our Response

We disagree with DCAA regarding Recommendation E. The extraordinary actions
taken by the Army after receipt of this audit report cannot be classified as normal
post-audit discussions between the auditor and contracting officer. The actions
taken by the Army contracting officer to convene a ‘summit’ at the DCAA office in
Arizona from February 6 through 24, 2012, in order to reconcile the gaps in the audit
findings and make the audit report useable for negotiating the contract went far
beyond normal post-audit discussions. The fact that the Army contracting command
subsequently implemented a requirement for post-audit report ‘summits’ for all DCAA
audit reports received on proposals exceeding $500 million should indicate a strong

need for DCAA to take responsive action on our recommendation.



Regarding Recommendation F.1.a, DCAA policy should not allow reporting of dollars
examined, questioned costs and net savings generated by work performed by another
agency. For example, DCAA should not report net savings that are the direct result
of the Defense Contract Management Agency’s review of forward pricing indirect rates.

Note 7 - DoDIG Memorandum No. 13 on Audit Assignment
No. 4421-2012B21000001

DCAA Comments

DCAA did not concur with six recommendations included in Memorandum No. 13
(Attachment 13). DCAA disagreed with Recommendations B.1, B.2, and B. 3, stating
it had obtained sufficient evidence to support the audit opinion on proposed material
costs. DCAA also disagreed with Recommendation C.1, C.2, and C. 3, stating that
they were able to demonstrate the contractor’s compliance with CAS 401 because the

standard allows for the accumulation of costs in greater detail than proposed.

Our Response

Regarding Recommendations B.1, B.2, and B.3, DCAA provided additional information
during the review. We reviewed the additional information and maintain that the
auditors did not obtain sufficient evidence to support the audit opinion. The auditor
relied on unsigned purchase contracts and long term agreements originating from the
contractor and not from the supplier. The auditor should have obtained independent,
credible evidence from the supplier when determining the allowability of proposed

material cost.

As for Recommendations C.1, C.2, and C. 3, we disagree with DCAA. Their
interpretation of CAS 401 oversimplifies the standard and does not take into
consideration the illustration of an inconsistent cost accounting practice as identified
at subsection 9904.401-60(b)4. Additionally, DCAA’s contention that CAS 401 allows
for the accumulation of costs in greater detail than proposed does not explain the
differences between the DCAA-identified labor categories found in (1) the contractor’s
estimate of costs, (2) the contractor’s disclosure statement and, (3) the contractor’s

recorded labor hours.
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Note 8 - DoDIG Memorandum No.14 on Audit Assignment
No. 9891-2006G10100003

DCAA Comments

DCAA did not concur with Recommendation 2 of Memorandum No. 14 (Attachment 14).
DCAA stated that it did not duplicate Dollars Examined in DMIS, and that dividing the
incurred cost submission among different teams saves time when auditing identical cost

elements incurred by related contractor entities.

Our Response

We did not state that the FAO had duplicated Dollars Examined, and we did not
question the FAQ’s decision to divide the audit of the incurred cost submission among
different teams. We reported that DCAA overstated Dollars Examined in assignment
9891-2006G10100003 and understated Dollars Examined in another assignment by
the same amount. Therefore, DCAA incorrectly reported Dollars Examined under both
assignments. Our concern rests with the fact that the FAO did not accurately report
Dollars Examined associated with each audit assignment, and doing so could result in

the inappropriate allocation of audit resources to each audit objective for future years.



Attachment 18

DEFENSE CONTRACT AUDIT AGENCY

OFFICE OF THE DIRKCTOR
728 JOHN J. KINGMAN ROAD, SUITE 2138
FORT BELVOR, VA 2200002 19

June 13, 2014

MEMORANDUM FOR DEPUTY INSPECTOR GENERAL, POLICY AND
OVERSIGHT, OFFICE OF THE INSPECTOR GENERAL,
DEPARTMENT OF DEFENSE

SUBJECT: Response to Office of Inspector General Department of Defense, Draft Report,
Review of Audits Issued by the Defense Contract Audit Agency in FY 2012 and
FY 2013 (Project No. D2013-DIPOAC-0004.000)

Thank you for the opportunity to review and respond to the findings and
recommendations presented in the subject draft report Review of Audits Issued by the Defense
Contract Audit Agency in FY 2012 and FY 2013, issued on March 11, 2014. We take your
results seriously and have taken corrective actions to address many of the findings. We continue
to build and strengthen our organization to provide independent, objective and thorough audits.

The subject draft report contains three recommendations and numerous recommendations
in the 16 attachments (each attachment presents the results of the DODIG review of a DCAA
assignment). Three of the 16 attachments had no recommendations. We concur and/or concur
in principle with the majority of recommendations in the subject draft report. We have
completed or are taking action on the recommendations with which we concur.

Enclosed is our response to your findings and recommendations.

,4 Patrick J. Fitzgerald
Director

Enclosure
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Attachment 18 (cont’d)

DCAA RESPONSE TO THE RECOMMENDATIONS FROM
DEPARTMENT OF DEFENSE INSPECTOR GENERAL (DoDIG)
Project No. D2013-DAPOCF-0004.000

DCAA appreciates the opportunity to respond to the report and memoranda (Attachments).

DODIG Draft Report

DoDIG Recommendation: 1: Provide written management comments of the findings and
recommendations contained in Attachments 2, 3, 5, 8, 9, 10, 11, 13, 14, 15, and 16.

DCAA Response: Concur.
DCAA'’s response to all of the recommendations in the report and memoranda (Attachments 1
through 16) follow.

DoDIG Recommendation 2: Deliver training to all audit staff on the proper handling of
superseded working papers.

DCAA Response: Concur in principle.

We agree that all auditors should be aware of how to properly handle superseded working
papers, but we do not believe the finding in this report indicates a systemic problem. The
incidents identified are isolated (Attachments 1 and 15) and do not warrant the cost of
implementing training beyond what we already have in place. Specifically, DCAA’s Computer
Managed Training Library (CMTL) 1269-Working Paper Documentation which is required
training for all DCAA auditors. Additionally, guidance on handling superseded working papers
is addressed in DCAA Contract Audit Manual (DCAM) 4-403f. We believe that the current
training and guidance sufficiently addresses the recommendation.

DoDIG Recommendation 3: Improve the reliability and accuracy of recommended penalties
by:
a. providing training to all audit staff covering the computation of recommended
penalties; and
b. assessing the adequacy of, and make improvements to, existing Defense Contract
Audit Agency policies and procedures to help ensure auditors correctly compute
recommended penalties in accordance with FAR 42.709.

DCAA Response: Concur,
In an effort to better define what costs are expressly unallowable and subject to penalties, DCAA
has undertaken a project to analyze each cost principle. The intent is to ensure a consistent
understanding of what cost principles are expressly unallowable. The results of this project
should climinate any inconsistent treatment of expressly unallowable costs and improve the
accuracy of what costs are subject to penalties and the computation of recommended penalties.
Once the comprehensive review and analysis is complete, we plan to provide training to the staff
1
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Attachment 18 (cont’d)

DCAA RESPONSE TO THE RECOMMENDATIONS FROM
DEPARTMENT OF DEFENSE INSPECTOR GENERAL (DoDIG)
Project No. D2013-DAPOCF-0004.000

on the results of the project and integrate into the training coverage on the calculation of
recommended penalties,

DoDIG Memorandum No. 1 on Audit Assignment No, 3321-2009K10180035

DoDIG Recommendations: We recommend the Director, Defense Contract Audit Agency
direct the Regional Director, DCAA Central Region to:

1. Provide training to all Resident Office audit staff on how to properly tailor the audit
scope for the receipt of assist audits and negotiated settlements.

2. Review the Resident Office procedures for reporting questioned costs in DMIS and
make appropriate improvements to help ensure the accurate reporting of those costs.

DCAA Response:

Recommendation 1: Concur.

The action to address this recommendation is complete. On April 3, 2012, training was provided
to the audit staff on tailoring the audit scope for the receipt of assist audits and not duplicating
audit effort.

Recommendation 2: Concur,

The action to address this recommendation is complete. The Field Audit Office Assistant for
Quality (FAQ) presented training to the supervisory auditors on accurately reporting the results
of audit in DMIS in accordance with Appendix A of the DMIS User's Guide on July 31, 2013.

DoDIG Memorandum No. 2 on Audit Assignment No. 3141-2011M21000001

DCAA Overall Comments

We do not agree with all of the DoDIG's findings and recommendations contained in
Memorandum No. 2. The DoDIG findings are based on DCAA not obtaining and auditing
detailed actual incurred cost data. As part of our normal audit, DCAA did request, but the
contractor did not provide incurred cost to the auditor to examine. The contractor did not
provide requested data because they were not required to maintain costs in detail under the firm-
fixed price undefinitized contract action. We appropriately rendered an adverse opinion based
on the significance of cost or pricing data inadequacies.

DoDIG Recommendation: By September 30, 2012, the DCAA Branch Manager, Chicago
Branch Office, should:

Enclosure
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Attachment 18 (cont’d)

DCAA RESPONSE TO THE RECOMMENDATIONS FROM
DEPARTMENT OF DEFENSE INSPECTOR GENERAL (DoDIG)
Project No. D2013-DAPOCF-0004.000

DoDIG Recommendation A.1: Implement a procedure requiring that the auditors provide
positive assurance through inquiry with the contracting officer and contractor that incurred costs
have been appropriately included in the contractor’s proposal submission in accordance with
FAR 15.408, Table 15-2, Part I - General Instructions, paragraph (F).

DCAA Response: Nonconcur.

DCAA's policies and procedures already require that auditors provide positive assurance
through inquiry with the contracting officer and contractor that incurred costs have been
appropriately included in the contractor’s proposal. Those procedures were appropriately
followed in this audit assignment. As discussed above, the contractor was not required to
segregate actual costs due to the lack of the Change Order Accounting Clause on this fixed-
priced Undefinitized Contract Action (UCA).

DoDIG Recommendation A.2: Provide training to the audit staff regarding DCAA audit policy
for issuing audit reports where the contractor has submitted an inadequate proposal, including
training on the appropriate use of a disclaimer of opinion.

DCAA Response: Concur.

Although we do not agree with the specific issue leading to recommendation A.1, training was
provided to the Chicago Branch Office (CBO) staff related to recommendations A.2, B, and D
on September 19, 2012,

DoDIG Recommendation B;: By September 30, 2012, the DCAA Branch Manager,
Chicago Branch Office, should provide the audit staff with training on FAR 15.404-2(d),
DCAM 1-504 Access to Records of Contractor, and DCAM 1-506 Other Access to Records
Issues — Records Destroyed or Not in Condition for Audit and should implement procedures
for audit staff use in documenting and pursuing to completion any future instances of
possibly deficient contractor accounting records or potential contractor denial of access to
records.

DCAA Response: Concur.
The action to address this recommendation is complete. See response to recommendation
A2,

DoDIG Recommendation C.1: By September 30, 2012, the DCAA Branch Manager,
Chicago Branch Office should establish procedures for supervisory auditor use in
documenting the satisfactory resolution of any identified potential CAS noncompliances
identified in the audit working papers.

DCAA Response: Nonconcur.

DoDIG's reference to "potential CAS noncompliances” relate to an audit lead work paper.

The CBO did not pursue the audit lead because the potential CAS 401 noncompliance was not

applicable to this fixed price UCA without the Change Order Clause. The CBO subsequently
3
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Attachment 18 (cont’d)

DCAA RESPONSE TO THE RECOMMENDATIONS FROM
DEPARTMENT OF DEFENSE INSPECTOR GENERAL (DoDIG)
Project No. D2013-DAPOCF-0004.000

followed-up on the audit lead and determined the contractor’s accounting and estimating
practices were compliant. We believe that the current guidance in CAM 3-204 (Factors
Influencing the Audit Scope) and audit programs (section B) adequately addresses following
up on audit leads in affected audits, therefore we do not agree that CBO should develop its
own specific supplemental procedures.

DoDIG Recommendation C.2: By September 30, 2012, the DCAA Regional Audit Manager
with cognizance of the Chicago Branch Office should implement quarterly reviews of the
Chicago Branch Office. The quarterly reviews should determine whether any reported
contractor unsupported costs are the result of a potential contractor denial of access to
accounting records and data, and should document for the record the results of each quarterly
review.

DCAA Response: Nonconcur,

Procedures already exist which require the DCAA Regional Audit Manager (RAM) to review
and discuss significant and sensitive audit issues with the audit team, including those involving
significant questioned and unsupported costs and access to records issues. The FAQ did not
elevate the issue as a denial of access to records because the contractor was not required to
segregate the costs as stated above.

DoDIG Recommendation D: By September 30, 2012, the DCAA Branch Manager, Chicago
Branch Office, should provide the audit staff with training on the requirements of DCAM
Appendix D and should implement procedures that ensure the auditors make appropriate tests of
contractor accounting data provided to and used by the DCMA technical specialist.

DCAA Response: Concur.
The action to address this recommendation is complete. See response to recommendation A.2,

DoDIG Recommendation E.1: By August 1, 2012, the DCAA Branch Manager, Chicago
Branch Office should:

a. Rescind DCAA Audit Report No. 3141-2011M21000001, dated October 17, 2011.

b. Advise the JPO contracting officer of the short-comings included in the audit and
that the contracting officer should not rely on DCAA Audit Report No. 3141-
2011M21000001, dated October 17, 2011 as a basis for negotiating a fair and
reasonable price.

¢. Recommend the JPO contracting officer obtain a new proposal frou-hax
complies with FAR 15.408, Table 15-2, Part | — General Instructions, paragraph

(F) and includes incurred ork performed in producing
and delivering

Enclosure
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Attachment 18 (cont’d)

DCAA RESPONSE TO THE RECOMMENDATIONS FROM
DEPARTMENT OF DEFENSE INSPECTOR GENERAL (DoDIG)
Project No. D2013-DAPOCF-0004.000

DCAA Response: Nonconcur.

The audit report is accurate and there is no reason or benefit to rescind it. The FAO had
sufficient evidence to render an adverse opinion to the contracting officer. The audit report noted
that because the cost or pricing data inadequacies were considered to have a significant impact on
the proposal taken as a whole, we did not believe the proposal was an acceptable basis for
negotiation of a fair and reasonable price. The contracting officer relied on our audit report not
to negotiate the contractor’s proposal due to the reported inadequacies, and the contractor
subsequently submitted a revised proposal, which the contracting officer used to negotiate the
UCA.

DoDIG Recommendation E.2: By September 30, 2012, the DCAA Regional Audit Manager
with cognizance of the Chicago Branch Office should implement periodic reviews of proposal
audit reports issued by the Chicago Branch Office to validate that the reported findings and
recommendations are supported by the work performed and documented in the audit working
papers.

DCAA Response: Concur in principle.
Procedures already exist which require the RAM to periodically review reports and ensure
working papers support the audit report.

DoDIG Memorandum No. 3 on Audit Assignment No. 4551-2009B11010001

DoDIG Recommendation 1: We recommend that the Director, Defense Contract Audit
Agency:

a. Develop policy and guidance on tailoring of audit steps and approaches to audit a
business system while a contractor transitions from one system to another.

b. We recommend that the Director, DCAA perform a review of report preparation and
review process at the San Diego field office to ensure compliance with current DCAA
policy and to make any other improvements necessary to reduce cycle time between

completion of testing procedures and report issuance.
DCAA Response:

Recommendation 1a: Concur.

The action to address this reccommendation is complete. On April 24, 2012 audit guidance
memorandum 12-PAS-012 (Audit Guidance on Auditing Contractor Business Systems and
Contractor Compliance with DFARS 252.242-7006, Accounting System Administration) was
issued. This guidance requires auditors to obtain contractor system demonstrations and walk-
throughs by contractor personnel during the risk assessment of business system audits. Based on
the information obtained during the demonstration and walk-through, auditors design appropriate
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Attachment 18 (cont’d)

DCAA RESPONSE TO THE RECOMMENDATIONS FROM
DEPARTMENT OF DEFENSE INSPECTOR GENERAL (DoDIG)
Project No. D2013-DAPOCF-0004.000

audit procedure steps to mitigate risk. Contractor’s transitioning from one system to another
would be part of the information obtained during this process.

Recommendation 1b: Concur.

The action to address this recommendation is complete. On July 31, 2012 the FAO did a lessons
leamned training session on audit reports not issued timely. The FAO is additionally looking for
improvements to reduce overall cycle time.

DoDIG Recommendation 2: We recommend that the Director, DCAA direct the Regional
Director, DCAA Western Region, to supplement Audit Report No. 4551-2009B11010001 in
order to remove the recommendation for withholding a percentage of contractor payments.

DCAA Response: Nonconcur,

The FAO had sufficient evidence to recommend the contracting officer “pursue suspension of a
percentage of progress payments or reimbursement of costs in accordance with DFARs
242.7502.” Although the testing period covered by the audit report ended May 2010, the FAO
continued to find similar deficiencies in its ongoing voucher reviews up to and beyond the report
issuance date. These deficiencies continued to result in overbilled costs and include issues such
as i) firm-fixed-price invoices submitted as cost vouchers, ii) vouchers that are unable to be
reconciled to the contractor’s accounting records, iii) vouchers with incorrect indirect rates, and
iv) vouchers with incorrect fees. Since January 2009, the FAO denied payment on hundreds of
vouchers retumning them to the contractor for correction prior to payment. Based on the
continued matters of deficiency, implementing this recommendation would inappropriately put
the Government at risk of improperly paying the contractor.

DoDIG Memorandum No. 4 on Audit Assignment No. 6421-2011B19200007
This DoDIG review disclosed no exceptions, findings or recommendations.

DoDIG Memorandum No. 5 on Audit Assignment No. 6341-2011D21000009

DoDIG Recommendation A.1: By January 31, 2013, the DCAA Branch Manager, Southemn

New Jersey Branch Office, should provide the audit staff with training on the requirements of

FAR 15.404-2 (c)(2)(v) and DCAM 9-204 Determining Adequacy of Certified Cost or Pricing
Data.

DCAA Response: Concur.
We believe the DoDIG intended to reference FAR 15.404-1(c)(2)(v) instead of FAR 15.404-2
(c)(2)(v) in Recommendation A.1. The action to address this recommendation and
recommendations A.2, B.1, B.2, C.1, F.1, and F.2 is complete. Although we do not agree with
the specific finding that led to this recommendation, training was provided as part of the annual
training plan. Topics adressed at the staff conference held on January 9, 2013 included the items
in the seven recommendations.

6
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Attachment 18 (cont’d)

DCAA RESPONSE TO THE RECOMMENDATIONS FROM
DEPARTMENT OF DEFENSE INSPECTOR GENERAL (DoDIG)
Project No. D2013-DAPOCF-0004.000

DoDIG Recommendation A.2: The DCAA Branch Manager, Southern New Jersey Branch
Office, should take corrective action to ensure DCAA correctly implements FAR 15.404-

1(c)(2)(v) and the audit guidance i orming price proposal audits at the
DC location.

DCAA Response: Concur.
The action to address this recommendation is complete. See response to recommendation A.1.

DoDIG Recommendation A.3: The DCAA Branch

Southemn New Jersey Bran
Office, should perform a act acti enlfing

LLLOL DERS . L0

m the

nego contract price was not increased because the contractor did
not submit or disclose accurate, complete, and current certified cost or pricing data.

DCAA Response: Concur.
A defective pricing audit was initiated under audit assignment number 6341-2013D42000003. A
copy of the report will be provided to your office upon completion.

DoDIG Recommendation A.4: The DCAA Regional Audit Manager should perform oversight
of the actions taken by the Branch Manager, Southern New Jersey Branch Office, regarding
completion of the actions identified in items A.1 through 3, above, and document the results of
such oversight on a quarterly basis until corrected.

DCAA Response: Concur,

The action to address this recommendation and B.3, C.4, D.3, E.3, F.3, and G.2 is complete. The
Regional Audit Manager (RAM) for SNJBO was involved in and attended the training related to
the findings in this memorandum. In lieu of documenting the RAM review on a quarterly basis
for selected assignments, the RAM review of audit reports and involvement in audit assignments
is documented in the work paper packages.

DoDIG Recommendation B.1: By January 15, 2013, the DCAA Branch Manager, Southern
New Jersey Branch Office, should provide the audit staff with training on the requirements of
DCAM Appendix D Technical Specialist Assistance. The training should cover:

a. Specific guidance requiring the auditor make appropriate tests of accounting data
provided to and used by the specialists as identified at DCAM D-101d,

b. Specific guidance regarding the actions the auditor should take where it is found the
contractor has used a labor estimating technique that is based on historical data as
identified at DCAM D-102.1c¢, and

¢. Specific guidance regarding the actions the auditor should take in determining whether a
contractor labor estimating technique based upon the use of historical data is appropriate
as identified at DCAM D-205c¢.

Pl
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DCAA RESPONSE TO THE RECOMMENDATIONS FROM
DEPARTMENT OF DEFENSE INSPECTOR GENERAL (DoDIG)
Project No. D2013-DAPOCF-0004.000

DCAA Response: Concur.
The action to address this recommendation is complete. See response to recommendation A.1.

DoDIG Recommendation B.2: The DCAA Branch Manager, Southern New Jersey Branch
Office, should take corrective action to ensure DCAA correctly implements the audit guidance in

DCAM A ix D Technical S list Assistance when performing price proposal audits at
the DC location.

DCAA Response: Concur.
The action to address this recommendation is complete. See response to recommendation A.1.

DoDIG Recommendation B.3: The DCAA Regional Audit Manager should perform oversight
of the actions taken by the Branch Manager, Southern New Jersey Branch Office to ensure
DCAA correctly implements the audit guidance in DCAM Appendix D Technical Specialist
Assistance and document the results of such oversight on a quarterly basis until corrected.

DCAA Response: Concur.
The action to address this recommendation is complete. See response to recommendation A.4.

DoDIG Recommendation C.1: By January 15, 2013, the DCAA Branch Manager, Southem
New Jersey Branch Office, should provide the audit staff with training on the requirements of
FAR 15.404-2(c)(2)(iv) and DCAM 8-304 Audit of Estimated, Accumulated, and Reported Costs
to Ascertain Compliance with CAS and FAR.

DCAA Response: Concur.
The action to address this recommendation is complete. See response to recommendation A.1.

DoDIG Recommendation C.2: The DCAA Branch Manager, Southern New Jersey Branch
Office, should take corrective action to ensure DCAA correctly implements FAR 15.404-

2(c)(2)(iv) and the audit guidance in DCAM 8-304 when performing price proposal audits at the
DC location.

DCAA Response: Concur.

The action to address this recommendation is complete. The Branch Manager reinforces correct
implementation of FAR 15.404-2(c)(2)(iv) and the audit guidance in CAM 8-304 during monthly
meetings with the management staff as well as during the Branch Manager's review of proposal

audit reports prior to signature.

DoDIG Recommendation C.3: The DCAA Branch Manager, ch
Office, should perform a DCAA CAS compliance audit on posal
and Foreign Military Sale and determine that TO) was

submitted in compliance with its established and disclosed accounting practices as well as FAR
Part 31 and CAS 401 and 402. !
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DCAA RESPONSE TO THE RECOMMENDATIONS FROM
DEPARTMENT OF DEFENSE INSPECTOR GENERAL (DoDIG)
Project No. D2013-DAPOCF-0004.000

DCAA Response: Nonconcur,

The DoDIG concluded that the audit working papers do not demonstrate that DCAA evaluated
the historical labor hour data used by the contractor to support its labor hour estimating
techniques and determined such historical labor hour data is in reasonable compliance with the
contractor disclosed accounting practices and CAS 401 and 402. Since the FAO did not opine
on direct labor costs in the report (see pages 1 and 2) , there is no need for a review of
compliance with CAS 401 and 402 related to the direct labor hours.

DoDIG Recommendation C.4: The DCAA Regional Audit Manager should perform oversight
of the actions taken by the Branch Manager, Southern New Jersey Branch Office regarding
completion of the actions identified in items C.1 through 2 above, and document the results of
such oversight on a quarterly basis until corrected.

DCAA Response: Concur.
The action to address this recommendation is complete. See response to recommendation A.4.

DoDIG Recommendation D.1: By January 15, 2013, the DCAA Branch Manager, Southem
New Jersey Branch Office, should provide the audit staff with training on the requirements of
DCAM 3-104.14e.

DCAA Response: Concur.
The guidance in CAM 3-104.14¢ has been moved to CAM 3-204.14e. Training on these
requirements will be provided to the audit staff in June 2014.

DoDIG Recommendation D.2: The DCAA Branch Manager, Southern New Jersey Branch

Office, should take corrective action to ensure DCAA correctly implements the requirements of
DCAM 3.104.14¢ when performing price proposa auditsat the DCAA SN
DCAA Response: Concur.

The action to address this recommendation is complete. The Branch Manager reinforces correct
implementation of the requirements during monthly meetings with the management staff as well
as during the Branch Manager’s review of proposal audit reports prior to signature. In addition,
management instructs staff on the requirements on an audit by audit basis. (This action also
applies to DoDIG Recommendations E.2.)

DoDIG Recommendation D.3: The DCAA Regional Audit Manager should perform oversight
of the actions taken by the Branch Manager, Southern New Jersey Branch Office, regarding
completion of the actions identified in items D.1 and 2, above, and document the results of such
oversight on a quarterly basis until corrected.

DCAA Response: Concur.
The action to address this recommendation will be completed. The RAM will attend the training
discussed in D.1. Additionally, see response to recommendation A.4.

9
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DCAA RESPONSE TO THE RECOMMENDATIONS FROM
DEPARTMENT OF DEFENSE INSPECTOR GENERAL (DoDIG)
Project No. D2013-DAPOCF-0004.000

DoDIG Recommendation E.1: By January 15, 2013, the DCAA Branch Manager, Southern
New Jersey Branch Office, should provide the audit staff with training on DCAA policy at
DCAM 3-104.13.

DCAA Response: Concur.
The action to address this recommendation will be completed. Training on these
requirements will be provided to the audit staff in June 2014.

DoDIG Recommendation E.2: The DCAA Branch Manager, Southern New Jersey Branch

Office, should take corrective action to ensure DCAA correctly impl f
I .~

ocation.

DCAA Response: Concur.
The action to address this recommendation is complete See response to recommendation
D.2.

DoDIG Recommendation E.3: The DCAA Regional Audit Manager should perform oversight
of the actions taken by the Branch Manager, Southern New Jersey Branch Office, regarding
completion of the actions identified in items D.1 through 3, above, and document the results of
such oversight on a quarterly basis until corrected.

DCAA Response: Concur.
The action to address this recommendation will be completed. The RAM will attend the training
discussed in E.1. Additionally, see response to recommendation A.4.

Recommendation F.1: By January 15, 2013, the DCAA Branch Manager, Southern New Jersey
Branch Office, should provide the audit staff with training on the requirements of DCAM 10-
210.4 Qualifications.

DCAA Response: Concur.
The action to address this recommendation is complete. Sce response to recommendation A.1.

Recommendation F.2: The DCAA Branch Manager, Southern New Jersey Branch Office,

should take corrective action to ensure DCAA correctly implements the requirements of DCAM

10-210.4 Qualifications when reporting on the ts of price proposal audits at the DCAA
ocation.

DCAA Response: Concur.

The action to address this recommendation is complete. See response to recommendation
Al

Recommendation F.3: The DCAA Regional Audit Manager should perform oversight of the
actions taken by the Branch Manager, Southern New Jersey Branch Office regarding completion

10
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DEPARTMENT OF DEFENSE INSPECTOR GENERAL (DoDIG)
Project No. D2013-DAPOCF-0004.000

of the actions identified in items E.1 and E.2, above, and document the results of such oversight
on a quarterly basis until corrected.

DCAA Response: Concur.
The action to address this recommendation is complete. See response to recommendation A.4.

Recommendation G.1: The DCAA Branch Manager Soutbem New Jersey Branch Office,
shouldtakeeomwacuontommtha t ay S o ssued on contractor price
A location are supported

DCAA Response: Concur.

The action to address this recommendation is complete. The Branch Manager reviews each audit
assignment, requiring his signature, for sufficient competent evidence. The actions include
sampling audit findings back to supporting documentation and verifying the sufficiency of the
evidence in each assignment.

Recommendation G.2: The DCAA Regional Audit Manager should perform oversight of the
actions taken by the Branch Manager, Southem New Jersey Branch Office regarding completion
of the actions identified in items F.1, above, and document the results of such oversight on a
quarterly basis until corrected.

DCAA Response: Concur.
The action to address this recommendation is complete. See response to recommendation A.4.

DoDIG Memorandum No. 6 on Audit Assignment No. 2710-2006A10100002

We recommend that the Director, Defense Contract Audit Agency direct the Northeastern
Regional Director to:

DoDIG Recommendation 1: Advise the contracting officer that the FAO will supplement the
report to correct several reported errors and omissions.

DCAA Response: Concur.

The action to address this recommendation is complete. The FAO notified the Divisional
Administrative Contracting Officer (DACO) in Memorandum No. 2013-005, dated January 29,
2013, that a supplemental audit report would be issued addressing items identified by the
DoDIG. The Supplemental Audit Report 02701-2006A10100002-S1 was issued April 30, 2013.

DoDIG Recommendation 2: Perform a review of MAAR 5 to identify any other income or
credits which the Government might be entitled to receive.

DCAA Response: Concur.

11
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DCAA RESPONSE TO THE RECOMMENDATIONS FROM
DEPARTMENT OF DEFENSE INSPECTOR GENERAL (DoDIG)
Project No. D2013-DAPOCF-0004.000

The action to address this recommendation is complete. The FAO performed additional audit
steps relative to MAAR S to identify any other income or credits which the Government might
be entitled to receive. The results are presented on page 17 of Audit Report No. 2701-
2006A10100002-S1.

DoDIG Recommendation 3: Re-examine claimed consultant costs, ensuring that the auditor
adequately considers the specific documentation requirements for consultant costs contained in
FAR 31.205-33(f).

DCAA Response: Concur.

The action to address this recommendation is complete. The FAO performed additional audit
steps relative to claimed consultant costs to determine allowability pursuant to FAR 31.205-
33(f). The results are presented on page 21 of Audit Report No. 2701-2006A10100002-S1.

DoDIG Recommendation 4: Prepare and issue a supplemental report in accordance with
DCAA CAM 10-214 to:

a. correct the reported qualifications;
b. revise the recommended penalties;
¢. remove the Schedule of Claimed Direct Costs by Contract; and if necessary;

d. incorporate the results of performing the MAAR 5 and re-examining claimed
consultant costs (discussed in Recommendation 2 and 3 above).

DCAA Response: Concur.

The action to address this recommendation is complete. The FAO issued Supplemental Audit
Report 02701-2006A10100002-S1 dated April 30, 2013 to the DACO, in accordance with
DCAA CAM 10-214 that address the IG’s recommendations as follows:

a. included a qualification related to $4.5 million in unresolved allocation costs; we also
included the “except for” language in our results section to reference the qualification
for the $47.9 million unresolved direct costs;

b. revised the recommended penalties to correct Exhibit A, Note 6 to remove the penalty
recommendation on unreasonable training costs and revised Exhibit G, Penalty
Schedule accordingly;

c. replaced the Schedule of Claimed Direct Cost by Contract with the Schedule of
Government Cost-Reimbursement and Flexibly Priced Contracts and Subcontracts to
exclude dollar values associated with the schedule of contracts; and

d. incorporated the results of our expanded audit steps related to MAAR 5 and claimed
consultant costs as discussed in Responses 2 and 3 above.
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DCAA RESPONSE TO THE RECOMMENDATIONS FROM
DEPARTMENT OF DEFENSE INSPECTOR GENERAL (DoDIG)
Project No. D2013-DAPOCF-0004.000

DoDIG Recommendation 5: Provide training to Bay States Branch Office Auditors for;
a. developing and documenting an understanding of internal controls;
b. completing MAAR 35, including the potential cost reductions resulting from an

adequate review of the contractor’s internal financial statements, to include the
general ledger, trial balance and other subsidiary ledgers;

¢. incorporating appropriate report qualifications; and

d. obtaining sufficient, appropriate audit evidence to provide a reasonable basis for the
findings and conclusions on the allowability of consultant costs.

DCAA Response: Concur.
The action to address this recommendation is complete. The FAO provided training on all four
recommended areas to the Bay States Branch Office auditors on April 3 and 4, 2013,

DoDIG Memorandum No. 7 on Audit Assignment No. 4201-2012L11070001

This review disclosed no exceptions, findings or recommendations.

DoDIG Memorandum No. 8 on Audit Assignment No, 4411-2005X10100017

DCAA Overall Comments

We do not agree with all of the DoDIG's findings and recommendations contained in
Memorandum No.8. The DoDIG findings are based on the audit staff not performing certain
Mandatory Annual Audit Requirement (MAAR) at this corporate home office contractor.
MAARs were not performed at this contractor based on the low risk assessment and the ability to

perform alternative procedures.

DoDIG Recommendations: We recommend that the Director, Defense Contract Audit Agency,
direct the Western Regional Director to:

DoDIG Recommendation 1: Advise the contracting officer that:

a. the report should not be used for any purpose because the FAO did not perform
sufficient tests in order to provide a reasonable basis for its opinion; and

b. the FAO will supplement the report, as necessary, to reflect the results of the
additional tests,
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Project No. D2013-DAPOCF-0004.000

DCAA Response: Nonconcur,

Based on the response to recommendation numbers 2 through 7 below, we believe the FAO did
perform sufficient tests (i.e., gathered sufficient appropriate evidence) in order to provide a
reasonable basis for the opinion rendered; therefore, the report does not need to be rescinded.

DoDIG Recommendation 2: Begin performing MAAR 6 on a concurrent basis at the contractor
facility. For contractor fiscal years where MAAR 6 was not performed concurrently, conduct
labor transaction testing to verify the reliability of claimed labor costs.

DCAA Response: Nonconcur.

Mandatory Annual Audit Requirements (MAAR) 6 is a concurrent procedure to establish the
reliance on the labor cost distribution records. CAM 6-404.6 and 405.3, which provide risk
considerations for determining the extent of testing during labor interviews and labor
floorchecks, respectively, focus on direct labor and the risk of misallocation. Generally, there is
no risk of misallocation of labor at a corporate (home) office where the employees typically
charge an indirect charge code which is ultimately allocated indirectly to contracts.
Additionally, the government participation in each pool of this claim is significantly low. For
example, the residual pool was the largest pool in the incurred cost proposal. Its government
participation (i.e., allocation percentage) was 21 percent, however, reimbursement is capped at
15 percent, thus lowering the inherent risk to a significantly low level. Additionally, labor makes
up less than half of the claimed pools. Unless, conditions significantly change at this location, it
is very unlikely we would perform labor interviews/floorchecks in the future. Historical testing
of labor (e.g., reconciliation of labor costs to books and records, executive compensation,
reasonableness of compensation, and allowability of classes of compensation) would be
sufficient to cover the risk of indirect labor costs at this location.

In this audit assignment, we performed alternative audit procedures to test the allowability of
labor based on our assessment of risk, including:

e Reconciliation of claimed costs to the books and records;
* Allowability testing of corporate legal indirect labor; and
* reasonableness of executive compensation.

Based on the risk factors identified above and the testing performed in the engagement, we
believe that sufficient competent evidence exists to support the opinion rendered on claimed
indirect labor costs.

DoDIG Recommendation 3: Perform a review of MAAR 10 to identify indirect adjusting
journal entries which require additional review.

DCAA Response: Nonconcur.
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While we did not review adjusting entries as a separate audit step, the risk was mitigated by the
auditors including steps to review adjusting entries in our various indirect cost analysis included
in the corporate cost centers determined to be the highest risk. Therefore, whenever an account
was reviewed, any significant credit entries would be reviewed as part of a judgmental selection.
In the case of travel where statistical sampling techniques were used, credits were included in the
universe and therefore had an opportunity for selection.

DoDIG Recommendation 4: Perform a review of MAAR 15 to identify and review cost
elements which show a material variance from the contractor budgetary data.

DCAA Response: Nonconcur,

We performed a comparative analysis of annual historical costs. This alternative procedure
identifies significant increases or decreases in costs that require further audit analysis. These
alternative procedures achieved the same audit objective required by MAAR 15.

DoDIG Recommendation 5: Determine if expanded testing is needed to incorporate DEARS
criteria.

DCAA Response: Concur.
The action to address this recommendation is complete. The FAO performed an analysis of the
additional criteria in DEARS and determined that additional testing was not required.

DoDIG Recommendation 6: Reconcile IRS Forms 941 to the contractor's claimed labor and
payroll taxes.

DCAA Response: Nonconcur,

The contractor files a consolidated IRS Form 941, The benefits gained from attempting a 941
reconciliation in this situation (i.e., size and complexity of contractor’s organization) is not worth
the benefits derived, if it can be performed at all. In lieu of performing a reconciliation of total
payroll to the IRS Form 941, the FAO used other audit techniques to validate the total payroll.
The FAO performed a reconciliation of the payroll to the contractor’s California State Tax
Return, Apportionment and Allocation of Income - Schedule R (see working paper C-03 series).
Additionally, the FAO performed a reconciliation of the labor dollars and hours incurred in the
FC&P base to the payroll and labor distribution records. We believe the steps performed
sufficiently cover the risk.

DoDIG Recommendation 7: Prepare and issue supplemental audit report in accordance with
DCAA CAM 10-214, as necessary, to incorporate the results of Recommendations 2 through 6.

DCAA Response: Nonconcur.
Based on the responses above, we do not agree with the recommendation.

DoDIG Memorandum No. 9 on Audit Assignment No. 4151-2005T10100004
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We recommend that the Director, Defense Contract Audit Agency direct the Western Regional
Director to:

DoDIG Recommendation 1: Advise the contracting officer that the FAO must:

a. supplement Audit Report No. 4151-2005T 10100004 to adjust recommended penalties
and other questioned bonus costs; and

b. supplement prior year Audit Report No. 4151-2004T101 end
disallowance of unallowable bonus costs on Con
DCAA Response: Concur.
The action to address this recommendation is complete. The FAO advised the contracting
officer by issuing Supplemental Audit Report No. 4151-2005T10100004-S1 on June 28, 2013

and Supplemental Audit Report No. 4151-2004T10100004-S1 on June 14, 2013. The
supplemental reports addressed the two items referenced.

DoDIG Recommendation 2: In accordance with DCAA Contract Audit Manual 10-214,
instruct the FAO to supplement:

a. Audit Report No. 4151-2005T10100004 to: (1) reflect the additional $91,877 in
questioned cost subject to penalties and $54,196 in additional recommended penalty

assessments, (2) question the two $21,500 bonus adjustments, and (3) make appropriate
adjustments to the Cumulative Allowable Cost Worksheet; and

b. Audit Report No. 4151-2 : ion $21,500 in unallowable direct
bonus costs on Contract WM Order 12; and (2) revise the _
Cumulative Allowable Cost Wo! to reflect the questioned bonus cost plus
applicable indirect costs.

DCAA Response: Concur.
The action to address this recommendation is complete. See our response to recommendation 1.

DoDIG Recommendation 3: Provide training to the FAO auditors on how to properly calculate
and document recommended penalties.

DCAA Response: Concur.

The action to address this recommendation is complete. Training was provided to the San Diego
Incurred Cost Branch Office auditors on August 28, 2013.

DoDIG Memorandum No. 10 on Audit Assignment No. 2701-2012C21000001
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Project No. D2013-DAPOCF-0004.000

DoDIG Recommendations: By June 30, 2013, the Director, DCAA should evaluate DCAA
audit policy, including that specified at DCAM 9-205d, and make the revisions necessary to
provide reasonable assurance that:

DoDIG Recommendation A.1: DCAA audit policy does not result in DCAA pérforming audits
on contractor and subcontractor proposals that DCAA auditors have determined are inadequate
for audit. ‘

DCAA Response: Nonconcur,

DCAA believes that the current guidance does not require revision as it appropriately balances
the needs of the customer and our role in this process. We agree, that in most circumstances, it is
in the Government's best interests not to audit an inadequate proposal, however, FAR 15.404-
1(a)(6) and 15.404-2(d) provide that we are to communicate with the contracting officer and
he/she is to take action to acquire the required data. The regulations make the contracting officer
responsible to determine whether an audit will continue given an understanding of the criticality
of the warfighter requirements. Furthermore, CAM 9-205d provides that if the contracting
officer decides not to retumn the proposal and maintains the request for audit, the audit team is to
proceed with an audit to the extent practical under the circumstances. When there is a
disagreement about whether to continue the audit, we inform the contracting officer that we plan
to elevate the issue within our respective management chains.

Obtaining adequate proposals with sufficient supporting data is important to the acquisition
process. The Department’s Panel on Contracting Integrity has addressed this issue by adding a
new solicitation provision in DFARS 215.408 based primarily on the requirements of FAR
15.408 Table 15-2. When a solicitation requires the submission of certified cost or pricing data,
the contracting officer should include DFARS 252.215-7009, Proposal Adequacy Checklist, in
the solicitation to facilitate a thorough, accurate, complete proposal. We believe this change in
approach will help improve the adequacy of proposals and therefore no change in DCAA
guidance is necessary.

DoDIG Recommendation A.2: DCAA audit policy will result in DCAA auditors performing
contractor or subcontractor proposal audits only after the contracting officer has taken
appropriate action and obtained the required data necessary to make the proposal adequate in
accordance with FAR 15.408 Table 15-2.

DCAA Response: Nonconcur.
See our response to recommendation A.1. .

DoDIG Recommendation A.3: DCAA audit policy provides for DCAA notifying the OIG of an
unsatisfactory condition when a contracting officer has not taken the appropriate action to obtain
the required data in accordance with FAR 15.404-2(d) Deficient proposals.

DCAA Response: Nonconcur.
DCAA believes the current policy does not require revision as it appropriately places emphasis
on communicating the need to obtain required data and elevating the matter before pursuing an
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unsatisfactory condition. CAM 9-205d already provides policy that when the audit team does
not agree with the contracting officer’s decision, that he/she should elevate the issue to DCAA
management and inform the contracting officer that we are doing so. FAR 15.404-2(d) provides
that it is the contracting officer’s action to acquire the required data from the contractor.
Contracting officers consider multiple factors in their decisions to proceed with an audit,
including the needs of the warfighter, which drives the schedule. It is a judgmental decision, not
an automatic decision, as to whether an action rises to the level of an unsatisfactory condition.
As a result, DCAA believes the current policy is effective and appropriately balanced.

DoDIG Recommendation B: By June 30, 2013, the Director, DCAA, should evaluate DCAA
audit policy and determine whether policy changes are needed to ensure that in planning the
audit scope and depth of DCAA proposal audits, the auditor tailors his or her audit scope and
depth to obtain the minimum essential information requested by the contracting officer while still
complying with Government Auditing Standards,

DCAA Response: Concur.

This recommendation relates to a miscommunication that occurred between the contracting
officer and DCAA relating to the scope of the assist audit of the contractor’s proposal. DCAA’s
policy clearly emphasizes communicating with the contracting officer to understand their needs
in order to provide them with the proper service to support their acquisition. DCAA believes this
situation represents an isolated instance that occurred under challenging circumstances
surrounding the procurement and that its current policy satisfies the recommendation’s intent. In
addition, DCAA, during leadership workshops this fiscal year, emphasized the importance of
better communication with contracting officers to get involved earlier in the acquisition process
(before the request for proposal is issued) to help minimize miscommunications and ensure
understanding of contracting officer needs.

DoDIG Recommendation C.1: By June 30, 2013, the Branch Manager, DCAA Bay States
Branch Office, should provide the audit staff with training on the requirements of DCAAM
Appendix D-300 Section 3, Evaluation, Use and Impact of the Results of Government Technical
Specialist Assistance and DCAAM 9-103.8¢ Technical Evaluations Impact on Audit Report
Schedule.

DCAA Response: Concur.

The action to address this recommendation is complete. On June 13, 2013, the DCAA Bay
States Branch Manager provided training on the use of Government Technical Specialist
assistance in audits associated with the Bay States Branch Office.

DoDIG Recommendation C.2: By April 30, 2013, the Branch Manager, DCAA Bay States
Branch Office, should implement procedures that provide reasonable assurance that the audit
staff has complied with the audit guidance in DCAM Appendix D Technical Specialist
Assistance and DCAAM 9-103.8c Technical Evaluations Impact on Audit Report Schedule when
performing price proposal audits and issuing price proposal audit reports.

DCAA Response: Concur,
18
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The action to address this recommendation is complete. On May 10, 2013, the DCAA Bay
States Branch Manager implemented procedures that provide reasonable assurance that the audit
staff has complied with the audit guidance in CAM Appendix D and CAM 9-103.8¢ when
performing price proposal audits and issuing price proposal audit reports. These procedures
include the Branch Manager review of audit assignments to ensure compliance with Agency
guidance.

DoDIG Recommendation C.3; The DCAA Regional Audit Manager should perform oversight
of the actions taken by the Branch Manager, Bay States Branch Office to ensure DCAA correctly
implements the audit guidance in DCAM Appendix D-300 Section 3, Evaluation, Use and
Impact of the Results of Government Technical Specialist Assistance and DCAAM 9-103.8¢c
Technical Evaluations Impact on Audit Report Schedule and document the results of such
oversight on a quarterly basis until corrected.

DCAA Response: Concur in principle.

We do not believe documenting results on a quarterly basis needs to be done, since this is not a
systemic issue. However, the RAM will ensure that the FAO has complied with Agency
guidance on the use of Government technical evaluations and will document his/her review and
approval of report issuance. We believe this action meets the intent of the recommendation.

DoDIG Memorandum No. 11 on Audit Assignment No. 4821-2011R21000012

DoDIG Recommendations: The Resident Auditor, DCAA-Raident Office,
should:

DoDIG Recommendation A.1: Provide the audit staff with training on Audit Guidance on
Auditor Communications, including the applicable sections of DCAM and the DCAA standard
audit program for price proposal audits.

DCAA Response: Concur.
The action to address this recommendation is complete. The staff received training on the
recommended areas on April 8 and 29, 2014.

DoDIG Recommendation A.2: Provide the audit staff with training on the use of
administrative working papers to document discussions and communications with the contracting
officer in planning and performing the audit, including the use of working paper section 07,
Government Notes/Correspondence.

DCAA Response: Concur,

The action to address this recommendation is complete. See our response to recommendation
Al
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DoDIG Recommendations: The Director, DCAA should evaluate DCAA audit policy for
performing adequacy reviews of contractor proposals and make the revisions necessary to
provide reasonable assurance that:

DoDIG Recommendation B.1: For any proposals that have been resubmitted due to a previous
DCAA finding of inadequacy, the DCAA auditor evaluates the resubmitted proposal and
determines that the proposal has been corrected for each previously identified deficiency.

DCAA Response: Concur.

The recommendation has been addressed. On February 3, 2014, DCAA implemented a Microsoft
Excel-Based Proposal Adequacy Checklist Tool via MRD 14-OWD-004(R). Audit teams will
use the tool to document the audit team's proposal adequacy assessment and identify specific
weaknesses. The audit team will use the tool to assess any proposal resubmitted by the
contractor and will keep a record of whether the corrective actions taken by the contractor
effectively resolved the previously identified deficiencies.

DoDIG Recommendation B.2: The actions taken by the auditor to attest that previously
identified deficiencies have been corrected by the contractor are appropriately documented in the

working papers.

DCAA Response: Concur.

The recommendation has been addressed. As discussed in the response to recommendation B.1.,
the Microsoft Excel-Based Proposal Adequacy Checklist Tool generates adequacy assessment
working papers for the audit team for each version of the proposal and maintains documentation
on whether proper corrective action has occurred.

DoDIG Recommendation B.3: Where the auditor identifies in the evaluation of the current
proposal that a previously identified deficiency has resulted in the contractor submitting

inadequate cost or pricing data to support proposed cost, the auditor will issue a report to the
administrative contracting officer identifying the business system deficiency, as appropriate.

DCAA Response: Concur.

The existing policy in CAM appropriately addresses the recommendation’s intent. CAM 9-310.c
requires auditors to issue a deficiency report when they identify significant cost estimating
deficiencies during proposal audits. The identified significant deficiency represents a
noncompliance with the estimating system requirements at DFARS 252.215-7002(d)(4). The
ACO uses the reported information to make a determination on the contractor’s estimating
business system. CAM 9-310.d notes that a separate deficiency report is not required if the
estimating deficiency has been reported previously and the contractor's corrective action is
currently being monitored by the Government. However, auditors would consider this
information during the risk assessment, and design appropriate audit procedures to mitigate the
risk.
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DoDIG Recommendations: The Director, DCAA should evaluate DCAA audit policy for
auditing contractor proposed indirect rates and make the revisions necessary to provide
reasonable assurance that:

DoDIG Recommendation C.1.a: DCAA audit policy results in DCAA auditors advising
contracting officers when acknowledging any requests for price proposal audit assistance that
DCMA forward pricing rate recommendations are available for contracting officer use in lieu of
DCAA audited rates at those contractor locations where DCAA cannot provide a rate
recommendation in a timely manner.

DCAA Response: Concur.

The recommendation has been addressed. As part of Better Buying Power, the Department has
established a process where contracting officers can and should look for appropriate information
on rates between DCAA and DCMA. In addition, DCMA's Contract Business Analysis
Repository (CBAR) provides DoD PCOs access to the unique information to include rate
information that DCMA maintains for the contracts it administers. We agree that better
communication with the contracting officer on relevant information could improve the
acquisition process. DCAA has begun working on a joint project with DCMA to assess how best
to leverage DCMA's cost monitoring function in forward pricing audits. We anticipate that the
results of this joint project will help assess and if necessary, improve audit policy and training in
this area.

DoDIG Recommendation C.1.b: DCAA audit policy included in DCAA Audit Alert 10-PSP-
018(R), dated June 4, 2010 has not unduly restricted DCAA capability to provide audit
recommendations on contractor forward pricing rate proposals while complying with GAGAS.

DCAA Response: Concur.

The recommendation has been addressed. DCAA believes there is no longer a need for this audit
guidance. As a result, we closed the MRD. Since the issuance of this MRD, DCAA reinforced
and clarified the intent of this audit guidance and modified the forward pricing opinion language
to provide the contracting community with information on the forward pricing rates more timely
than in the past, Specific changes include enhancing the pro forma audit procedures used as a
starting point in auditing forward pricing rate proposals and implementing a new adequacy
checklist to assist audit teams in identifying inadequate proposals (MRD 12-PSP-024(R),
September 2012). DCAA modified the price proposals opinion language to align with the
Attestation Standards for compliance reporting (MRD 13-PSP-011(R), July 2013). Furthermore,
during this spring’s FAO Assistant for Quality training workshops, we are continuing to
reinforce compliance reporting by enhancing other audit reports alignment with the Attestation
Standards. Given these guidance reinforcements and initiatives, we have recently closed MRD
10-PSP-018(R) as it is no longer necessary.

DoDIG Recommendation C.1.c: DCAA audit policy for performing rate proposal audits at
large, multi-segmented contractors like pany is providing field auditors with the
right mix of audit procedures and techniques st DoD contracting officers in negotiating fair
and reasonable contract prices while complying with Government Auditing Standards.

21

DODIG-2014-109




Attachment 18 (cont’d)

DCAA RESPONSE TO THE RECOMMENDATIONS FROM
DEPARTMENT OF DEFENSE INSPECTOR GENERAL (DoDIG)
Project No. D2013-DAPOCF-0004.000

DCAA Response: Concur.

The recommendation has been addressed. DCAA, in September 2012, (MRD 12-PSP-024(R))
enhanced audit procedures and issued a new adequacy checklist for indirect rates. The new
procedures included a section for audit team consideration on allocated costs from corporate,
shared services and intermediate home offices. The new audit procedures are a start for auditing
indirect rates and when necessary, audit teams may tailor their individual pricing proposal audits
to include procedures as applicable to their situation. In addition, as discussed in response to
C.l.a., DCAA has begun working on a joint project with DCMA to assess how best to leverage
DCMA's cost monitoring function in forward pricing audits. Part of this project will include
looking at large contractors. DCAA will assess and if necessary, improve audit policy and
training in this area based on the results of this joint project.

DoDIG Recommendations: The Resident Auditor, DC
implement procedures that provide reasonable
officers requesting audit assistance from DC

DoDIG Recommendation C.2.a: Forward pricing rate reccommendations are available from the
DCMA Divisional Administrative Contracting Officer.

DCAA Response: Concur.

Due to the complexities surrounding the receipt (e.g. timing differences) of all the allocations
that the Resident Oﬁim‘rw from Corporate, Home Office, and other segments,
the Resident Office is ¢ to complete audits of its own jcing rates prior to the
contractor issuing a new icing rate proposal. Sin is presently unable to
provide audited rates, the informs the contracting community to go directly to DCMA for
forward pricing rates, DCAA will continue to audit all other cost elements.

DoDIG Recommendation C.2.b: The current status of any forward pricing rate audits and a
conservative estimate on the likelihood that DCAA will complete the audit and issue an audit
report in time for use by the contracting officer in negotiating the pricing action under
consideration.

DCAA Response: Concur.
See response to Recommendation C.2.a.

DoDIG Recommendation C.3: Plan and begin implementing actions that will allow DCAA
provide timely accounting and advisory services to the DCMA administrative

contracting officer in connection with the review of the contractor's icing rate
proposal(s) and establishment of forward pricing rate agreements at

DCAA Response: Concur.

The recommendation has been addressed. now provides the DACO with

information on the local costs that are in the forward pricing rate proposals so that the DACO
can use that to evaluate the forward pricing rate proposals (FPRP).

22

DODIG-2014-109 | 147



148

Attachment 18 (cont’d)

DCAA RESPONSE TO THE RECOMMENDATIONS FROM
DEPARTMENT OF DEFENSE INSPECTOR GENERAL (DoDIG)
Project No. D2013-DAPOCF-0004.000

DoDIG Recommendation D: The Resident Auditor, DCMRaidmt Office,
should implement procedures that provide reasonable assurance e audit staff complies with

the requirements of DCAM 9-103.1a and establish open channels of communication with the
contracting officer that allow for the sharing of information and ideas as the audit progresses.

DCAA Response: Concur.

The recommendation has been addressed. The FAO concurs that effective communications with
the contracting officer was not established and maintained. The FAO instituted practices
designed to ensure proper exchange of audit concemns relative to proposal elements included in
the audit request and agreement on the appropriate audit coverage required to address the
contracting officer’s needs. The FAO has successfully used these new practices in subsequent
audits.

DoDIG Recommendation E: The Director, DCAA should take action to ensure that any DCAA
price proposal audit reports issued in response to a request for audit originating from the Army
Contracting Command — Redstone meet the needs of the contracting officer and can be used by
the contracting officer to negotiate a contract without the contracting officer having to resort to
the use of post-audit report walkthroughs and technical fact-finding summits.

DCAA Response: Nonconcur.

The subject audit report provided the contracting officer with an opinion on the proposal’s
compliance with FAR Part 31, DFARs, and CAS. In addition, the report gave an opinion on
whether or not the proposal was acceptable for negotiation of a fair and reasonable price. DCAA
expects its auditor to be involved in post-audit report walkthroughs and technical fact finding
summits. As a member of the Government team we help the contracting officer prepare for
negotiations and will assist as necessary.

DoDIG Recommendations: The Director, DCAA should evaluate DCAA guidance for
reporting price proposal audit results in DMIS to ensure that such guidance provides reasonable
assurance that DCAA:

DoDIG Recommendation F.1.a: Correctly reports dollars examined, questioned cost and net
savings when

i DCAA did not audit and report on contractor proposed rates, and

ii. another DoD agency provided the contracting officer with ficld pricing assistance for
evaluating contractor proposed rates and DCAA did not assist the other DoD agency
in evaluating the contractor proposed rates.

DCAA Response: Nonconcur.

We agree that DCAA should correctly report dollars examined, questioned cost and net savings
in DMIS. However, the DoDIG recommendation implies that it is not correct to include dollars
examined and questioned costs when DCAA did not audit and report on contractor proposed
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rates. We disagree, the value of DCAA services and the work performed on direct costs will
affect the amounts of related costs such as overhead and G&A. DCAAs current guidance
(Appendix A, DCAA Guidance for Calculating and Reporting Audit Results in the DCAA
Management Information System (DMIS)) provides reasonable assurance that DCAA correctly
reports dollars examined, questioned costs and net savings. The Appendix A guidance for
dollars examined and questioned costs on audits of parts of a proposal states: “Claim the amount
for the part of the proposal audited per the audit request, plus related costs such as overhead and
G&A, and profit or fee.”

DoDIG Recommendation F.1.b: Correctly reports dollars examined and net savings where
DCAA did not audit and report on contractor proposed profit and the contracting officer did not
request that DCAA fumnish any specific factual information or data related to proposed profit.

DCAA Response: Concur.
We have evaluated DCAA’s reporting of proposed profit in dollars examined and determined
that it correctly reflects the value of DCAA services.

DoDIG Recommendation F.1.c: Where it is determined through the review performed in items
l.a and 1.b above that the existing DMIS guidance did not result in the correct reporting of
dollars examined, questioned cost and net savings in price proposal audits, consider the need to
perform a self-assessment of amounts previously reported by DCAA in DMIS to ensure that such
amounts are not significantly overstated.

DCAA Response: Concur.

Our initial review of Items 1.a and 1.b indicated that the existing guidance results in the correct
reporting of dollars examined, questioned cost and net savings which reflects the value of DCAA
services.

DoDIG Recommendation F.1.d: Document the results of the actions taken in 1.a and 1.b and
the determination to perform, or not perform, a self-assessment as recommended in 1.c.

DCAA Response: Concur,

We have documented the results of the actions taken in 1.a, the results of actions taken and to be
taken in 1.b, and the determination not to perform a self-assessment as recommended in 1.c. Our
determination not to perform a self-assessment was based on the fact that DCAA appropriately
includes related indirect expense and profit in the amounts claimed in DMIS and those amounts
reflect the benefit received from DCAA audit services provided. We verified that the FAO
calculations of dollars examinied, questioned cost and net savings are consistent with the
guidance in Appendix A and are not overstated,

DoDIG Recommendations: The Director, DCAA should

DoDIG Recommendation F.2.a: Perform a preliminary study of DMIS reporting of price
proposal audit results at other DCAA locations and determine that net savings has been
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calculated and reported in accordance with the requirements of DMIS Appendix A, Section V —
Forward Pricing. This should include determining that the auditors:

i. Carefully reviewed and compared exceptions in the audit report to the audit
exceptions sustained by the contracting officer as notated in the price negotiation
memorandum,

ii. (ii). Contacted the negotiator where the price negotiation memorandum was unclear on
any significant audit exceptions, and

amounts reported as sustained in DMIS.

DCAA Response: Concur,

The recommendation has been addressed. DCAA performs periodic sampling of DMIS
reporting of price proposal audit results at selected DCAA locations to determine that net savings
have been calculated and reported in accordance with the requirements of DMIS Appendix A,
Section V — Forward Pricing. We currently have procedures in place that include system edit
checks, quarterly and annual memorandums to the field to review the accuracy of DMIS data,
Headquarters periodic sampling of DMIS data for accuracy, and DMIS training. When DMIS
data entries are noted which may indicate an error, Headquarters contacts the region and/or field
audit office to determine the accuracy of the entries and ensures the entry is corrected in DMIS if
needed.

DoDIG Recommendation F.2.b: Where the preliminary study performed in 2.a shows that
other DCAA locations have not reported net savings in accordance with the requirements of
DMIS Appendix A, Section V — Forward Pricing, perform a self-assessment of the net savings
amounts previously reported by DCAA in DMIS to ensure that such amounts are not
significantly overstated.

DCAA Response: Concur.

The recommendation has been addressed. Based on the periodic sampling of DMIS reporting of
price proposal audit results at sclected DCAA locations from 2.a above, and follow up actions
taken when errors are found, we have determined that the net savings amounts previously
reported by DCAA in DMIS are not significantly overstated. Therefore, there is no need to
implement F.2.b. DCAA will continue to perform reviews of the dollars recorded in DMIS for
significant proposals and monitor for corrective actions as appropriate.

DoDIG Recommendation F.2.c: Document the results of the preliminary study performed as a
result of 2.a, and, if applicable, the self-assessment performed as a result of 2.b.

DCAA Response: Concur.

The recommendation has been addressed. We have completed and documented our assessment
of DMIS reporting of price proposal audit results at selected locations through our ongoing data
accuracy queries and determined that the net savings have been calculated and reported in
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accordance with DMIS Appendix A Section V — Forward Pricing. Our assessment indicates that
the integrity of our controls to detect and report errors is working properly and requires no
correction.

DoDIG Recommendation F.3: The Director, DCAA should direct an internal review of the net
savings reported in DMIS for DCAA Audit Report No. 4821-2011R21000012 and determine
whether the amount accurately depicts any monetary benefit that may have resulted from the DCAA
Audit Report No. 4821-2011R21000012.

DCAA Response: Concur.

We performed an internal review of the net savings reported in DMIS for DCAA Audit Report
No. 4821-2011R21000012 and determined that the amount accurately depicts the monetary
benefit which resulted from the audit. The FAO followed agency guidance when calculating and
reporting net savings in DMIS. The net savings currently in DMIS accurately reflects the FAOs
analysis of the PNM and is not overstated. As discussed in the response to recommendation
F.1a, the recommendation implies that it is not correct to include dollars examined and
questioned costs when DCAA did not audit and report on contractor proposed rates. We
disagree, the value of DCAA services and the work performed on direct costs will affect the
amounts of related costs such as overhead and G&A.

DoDIG Memorandum No. 12 on Audit Assignment No. 9881-2011A17100002

This review disclosed no exceptions, findings or recommendations.

DoDIG Memorandum No. 13 on Audit Assignment No. 4421-2012B21000001

DoDIG Recommendations: The DCAA Branch Manager, South Bay Branch Office should:

DoDIG Recommendation A.1: Arrange Mw provide the
necessary training or obtain the training from a -party source will allow for direct

clectronic access records and computerized data in accordance with the requirements
of the contract clause at 52.215-2, “Audit and Records — Negotiation”.

DCAA Response: Concur.

The recommendation has been addressed. Enterprise Accounting System (EAS) query training
(required for access to the system) was provided by the contractor. All Long Beach suboffice
auditors are certified to access the system. While DCAA has the ability to access the
contractor’s EAS system, DCAA has not been granted permission for direct access to all of the
contractor’s computerized systems and reports. In the event that an auditor requires information
from a contractor system to which he/she does not have direct access, the auditor observes the
contractor employees access the relevant system and download necessary reports.
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DoDIG Recommendation A.2: Establish DCAA access at all reasonable times to th
records and computerized data for audit, examination, or reproduction in accordance with the
contract at FAR 52.215-2, “Audit and Records —~ Negotiation”.

DCAA Response: Concur.
See our response to recommendation A.1.

mmendation A.3: Ensure that DCAA auditors have independent access to
records of any type in accordance with the contract.

DCAA Response: Concur.

In DCAA, the Contract Audit Coordinator (CAC) handles the overall coordination of contractor
systems will be directly accessible by DCAA auditors. In the event that an auditor requires
information from the contractor system to which he/she does not have direct access, the auditor
observes contractor employees access the relevant system and download necessary reports.

DoDIG Recommendation B.1: Provide the audit staff with training on the audit policy
provided in DCAM 3-204.13.

DCAA Response: Nonconcur.

We disagree with the DoDIG’s finding and believe that we have provided sufficient information
to address the cited concerns. The DoDIG indicated that they would consider the additional
information provided to them subsequent to the exit conference. To date, we have not received
any feedback from the DoDIG on the additional information.

The auditors examined documentation submitted by suppliers to the contractor in order to form
their conclusions on both categories of material noted in Finding B. For the purchased parts in
the amount of $2,681,662, the auditors examined evidence related to a judgmental selection of
30 parts. For competitively bid material in the amount of $48,511,720, the auditors examined
cvidence related to 48 high dollar parts and a statistical sample of 193 parts. Further, the
documentation examined (e.g., e-mails originating from suppliers or documents that were signed
by the supplier) came from the suppliers of the parts, not the contractor. Finally, all long term
agreements supporting DCAA’s conclusions for selected items were signed by the supplier’s
representative.

DoDIG Recommendation B.2: Take corrective action to ensure that the audit staff correctly
implements the audit policy at DCAM 3-204.13 when performing price proposal audits,

DCAA Response: Nonconcur.
See our response to recommendation B.1.

to ensure that the negohated
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contract price for work to be performed b*was not increased due to
the submission of inadequate certified cost or pricing

DCAA Response: Nonconcur.
See our response to recommendation B.1.

DoDIG Recommendation C.1: Provide training to the audit staff on CAS 401, including CAS
401-4, “Requirements,” and CAS 401-60, “Illustrations.”

DCAA Response: Nonconcur.
As explained during the exit conference with the DoDIG, historical information (hours recorded

by the related Resource Sub Catego! 's) was provided by the contractor j rt of the
two summary lines of proposed labo: bly, or “touch labor” m%uct
Support). The auditors were able to compare the proposed hours to recorded historical hours

based on RSCs associated with the two summary categories of labor. The auditors were then
able to assess proposed touch labor hours based on application of improvement curve theory and
proposed product support hours based on historical percentages of product support to touch labor
hours. The auditors’ ability to make its comparison between the proposed hours and recorded
hours illustrates the fact that CAS 401 compliance was not an issue in the subject proposal. A
CAS 401 issue would have been indicated if the auditors had not been able to make this
comparison due to an inconsistency between estimation and accumulation/reporting of hours.
The auditors’ evaluation of compliance with CAS 401 was an integral part of the process of
comparing estimates to historical hour information.

Notwithstanding the fact that the contractor provided additional detailed information, by RSC,
for its summary estimates under the two noted labor categories, it is important to consider CAS
401.40(c) in assessing the contractor’s compliance with CAS 401. CAS 401.40(c) states the
following: “The grouping of homogeneous costs in estimates prepared for proposal purposes
shall not per se be deemed an inconsistent application of cost accounting practices under
paragraphs (a) and (b) of this section when such costs are accumulated and reported in greater
detail on an actual cost basis during contract performance.” This provision (paragraph c) was
excluded from DoDIG’s memorandum in its citation of CAS 401,40, The contractor’s summary
cstimates represented hours that are accumulated and reported in greater detail (i.¢., by RSC) on
an actual basis during contract performance. And, as noted above, the contractor provided detail
by RSC in support of its summary estimates. Furthermore, the auditors were able to reconcile
this detail, by RSC, to hours recorded during actual contract performance.

DoDIG Recommendation C.2: Take corrective action to ensure that the audit staff exami
: imates of direct labor costs included in price proposals submitted by
for compliance with CAS 401 and consider the
actice deemed not to be consistent at CAS 401-60(b)4.

DCAA Response: Nonconcur,
See response to recommendation C.1.
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DoDIG Recommendation C.3: Perform an audit of the contract action resulting from the
negotiation of the $119,516,041 firm-
fixed price Inter-o: uthonzation pro

paid by the U.S. Government for work
was not incrcased due to any failure on

DCAA Response: Nonconcur,
See response to recommendation C.1.

Recommendation D: Provide the audit staff with training on the requirements of DCAM
Appendix D and should implement procedures that ensure that the auditors make appropriate
tests of contractor data provided to and used by the DCMA technical specialist.

DCAA Response: Concur.

The action to address this recommendation is complete. On July 12, 2012 and August 2, 2012,
the DCAA Quality Assurance provided the FAO with training that covered the process of
requesting technical assistance. This training was provided after the audit report was issued
(May 25, 2012).

DoDIG Memorandum No. 14 on Audit Assignment No. 9891-2006G10100003

DoDIG Recommendation 1: We recommend the Director, Defense Contract Audit Agency,
direct the Director, Field Detachment to develop FAO procedures or guidelines to help ensure
that:

a. auditors adequately document rationale for significant budget increases prior to
incurring the hours, and

b. supervisors consider whether the requested hours are commensurate with the
overall audit risk.

DCAA Response: Concur,
The recommendation has been addressed. DCAA has undertaken an initiative to ensure
consistency across the Agency by eliminating publications which cover areas that should be
addressed Agency-wide. The Agency has in place overall guidelines in CAM chapter 3-203.2-
Developing the Programmed Hours, 3-203.3-Developing the Audit Program Steps and 3-204-
Factors Influencing the Audit Scope that address risk assessment (including budgets). In
addition, there are several DCAA training courses in place that address risk assessment and
modifications to budgets during the course of an audit. They include CMTL 1269-Working
Paper Documentation and Defense Contract Audit Institute (DCAI) course number 8565-
Supervision. These courses include lessons on budgeting and how to handle changes in audit
scope and/or modifications to budgets during the course of the audit based on associated risk. In
addition, the Agency is conducting multiple leadership workshops that include training on
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changes to audit risk and its impact to budgeted hours during an audit. This training is being
provided to all FAO management staff throughout the Agency.

DoDIG Recommendation 2: We recommend that the Director, Defense Contract Audit
Agency, revise the DCAA Management Information Systems procedures to require that Dollars
Examined exclude cost allocations audited under a separate assignment, regardless of whether or
not audit cognizance resides with another FAO.

DCAA Response: Nonconcur.

The dollars at issue were included in the submission of the intermediate home office and
recorded in DMIS only under the intermediate home office. Although the dollars were audited
under another assignment for a different segment of the same contractor in the same FAO, the
dollars were not duplicated in DMIS. Frequently FAOs divide incurred cost submissions among
different teams and auditors to more efficiently audit the costs. This practice saves time and
produces more consistent audit results when identical cost elements for a specific contractor are
incurred at the corporate, intermediate home office, and segment levels. Our review supports
that the costs examined are documented in the working papers and the amounts recorded in
DMIS are not duplicated, this practice is acceptable and follows the agency guidance in
Appendix A.

DoDIG Memorandum No. 15 on Audit Assignment No. 6341-2005C10100010

DoDIG Recommendation 1: We recommend that the Director, Defense Contract Audit Agency
direct the Regional Director, DCAA Mid-Atlantic Region to provide training to the Southern
New Jersey Branch Office in the following areas:

a. Required planning and documentation efforts for significant budget increases.

b. Consideration of applicable risk factors in developing the transaction testing
plan.

¢. Documentation of supervisory involvement and guidance.

d. Retention of superseded working papers.
e. Calculation of penalty participation rates.

DCAA Response 1.a, 1.b, 1.¢, 1.d and 1.e: Concur.

The actions to address this recommendation is complete. The Southern New Jersey Branch

Office (SNJBO) provided training at a staff conference on January 14, 2014. The SNJBO

developed a FAO specific "Best Practice” working paper to formally request budget increases

and/or due date extensions for supervisory approval to be documented in the audit work papers.
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DoDIG Recommendation 2: We recommend that the Director, Defense Contract Audit Agency
develop guidelines for requesting significant budget increases to help ensure that FAOs
consistently document the request, need, and approval of the increases,

DCAA Response 2: Concur,

The Agency has overall guidelines in CAM chapter 3-203.2-Developing the Programmed Hours,
3-203.3-Developing the Audit Program Steps and 3-204-Factors Influencing the Audit Scope
that address risk assessment (including budgets). In addition, there are several DCAA training
courses in place that address risk assessment and modifications to budgets during the course of
an audit. They include CMTL 1269-Working Paper Documentation and DCAI course 8565-
Supervision. These courses include lessons on budgeting and how to handle changes in audit
scope and/or modifications to budgets during the course of the audit based on associated risk. In
addition, the Agency is conducting multiple leadership workshops that include training on
changes to audit risk and its impact to budgeted hours during an audit. This training is being
provided to all FAO management staff throughout the Agency.

DoDIG Memorandum No. 16 on Audit Assignment No. 1261-2007J10100537

DoDIG Recommendation 1: We recommend that the Regional Director, Defense Contract
Audit Agency Eastern Region, require that the Alabama Branch Office Manager implement a
procedure for helping to ensure auditors document the reasons for significant assignment dclays
in the working papers.

DCAA Response: Concur.

The DoDIG findings were discussed at a management meeting held on June 27, 2013. It was
stressed that auditors should document the reasons for any audits that are stopped or delayed, and
to maintain relevant working papers to show the basis for the delay in audits.

DoDIG Recommendation 2: We recommend that the Director, Defense Contract Audit Agency,
revise Contract Audit Manual 10-210.6(2) to clarify that auditors should:

a. coordinate with the requester when there are no findings to determine if inclusion of
detailed explanatory notes would serve a useful purpose, and

b. document the coordination in the working papers.

DCAA Response: Concur.

Contract Audit Manual 10-210.6(a) has been updated to clarify guidance that auditors should
coordinate with the requestor, when there are no findings, to find out and determine if inclusion
of detailed explanatory notes in our report would serve a useful purpose.
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Our Audit Planning and Performance System (APPS), to include an additional step in our audit
programs regarding coordination with the contracting officer upon completion of our audit and
documentation of this coordination, is currently being updated and will be completed by June 30,
2014.
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